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THE INTERNATIONAL ECONOMY 

The performance of the world economy in 1984 was the best for 
many years. Nevertheless, the geographic imbalance of the recovery 
and, more especially, the disequilibria in international monetary 
relations still persist and have even worsened. In real terms, the 
national product of the industrial countries grew at a pace comparable 
only with that recorded as the world was emerging from the first oil 
crisis; in the case of the developing countries, one has to go back five 
years to find a better result. Only in Eastern European countries was 
there a slowdown in income growth. The pace of economic expansion 
differed widely among the leading industrial countries. The vigorous 
growth in the United States contrasted with the modest recovery in 
Europe, where the number of unemployed has been increasing steadily 
since 1973 and shows no sign of declining, at least in the short term. 

Divergences between the industrialized countries in terms of their 
fiscal policies, the intensity with which they used monetary 
instruments and their decisions regarding exchange market 
intervention accentuated balance-of-payments and exchange rate 
disequilibria, thereby reinforcing the differences in their relative 
competitiveness. The US current account deficit exceeded $100 billion, 
Japan's surplus rose to $35 billion and that of the Federal Republic of 
Germany came to more than $6 billion. Outflows of capital from the 
last two countries totalled $50 billion. The US became a net foreign 
debtor, reversing its traditional role of capital exporter to the rest of 
the world, while the effective dollar exchange rate continued to rise in 
both nominal and real terms. 

The economies of the less developed countries showed marked 
improvement. The rapid expansion in world trade enabled the 
developing countries to reduce their current account deficits to $33 
billion from the 1982 level of $84 billion. Their external indebtedness 
continued to increase, but at only a quarter of the rate recorded 
immediately prior. to the payments crisis. The ratio of debt service to 
exports decreased further, but it still accounts for almost a quarter of 
their foreign earnings. 
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RECENT DEVELOPMENTS AND ECONOMIC POLICIES 

In the industrialized countries as a whole output rose by 4.8 per 
cent in real terms in 1984 and the increase in consumer prices was less 
than 5 per cent. The expansion was due primarily to the exceptional 
growth in US domestic demand, which increased by 8.7 per cent, two 
percentage points more than the growth in GNP. The benefits of the 
American recovery were transmitted to the rest of the OECD area and 
to the developing countries. Nevertheless, the growth differentials 
between the United States and the other OECD countries remained 
substantial, being larger in terms of domestic demand and narrower in 
terms of gross product as a result of differences in real trade balances. 
Domestic demand expanded at a rate of 2.6 per cent in the rest of the 
OECD area and by barely 1.9 per cent in the EEC alone; gross product 
rose by 3.6 per cent in the rest of the OECD area and by 2.4 per cent in 
the EEC (Figure l). 

Figure 1 

GROSS PRODUCT AND TOTAL DOMESTIC DEMAND 

(constant prices; % changes on previous year) 

In the United States, fixed investment recorded very rapid growth 
(18 per cent in volume terms), stimulated on the one hand by the 
reduction in the cost of capital owing to the accelerated depreciation 
provisions and other tax concessions introduced in 1981 and on the 
other by the effects of the large and growing budget deficit. 
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In Japan too there was a recovery in domestic demand, which rose 
by 4.1 per cent, more than double the rate of the previous year, despite 
the restrictive stance of fiscal policy; fixed investment was the most 
dynamic component. Foreign demand made an even larger 
contribution than in 1983 ; net exports, which were particularly strong 
vis-à-vis the United States, accounted for about a third of the increase 
in GNP. 

In the major European economies except France, investment grew 
faster than consumption, the reverse of the situation in 1983, reflecting 
improved profitability and further consolidating the recovery. 

In the industrial countries as a whole, consumer prices rose by 4.7 
per cent, slightly less than the year before despite the marked increase 
in levels of activity. This was made possible by the persistence with 
monetary policies aimed at reducing inflation, which helped curb the 
increase in nominal wages, and, in the case of the United States and 
Japan, by the beneficial effects of the continuing appreciation of their 
currencies, which have caused import prices to fall in recent years. 

Unemployment in industrialized countries 

The unemployment rate in the group of industrialized countries 
declined by half a percentage point to 8.5 per cent in 1984; the number 
of jobless came down from 32.5 million to about 31 million. This 
outturn was almost entirely due to the marked improvement recorded 
in the United States, where unemployment fell from the 1982 and 1983 
level of 9.7 per cent, the highest since the war, to 7.5 per cent in 1984 
and 7.3 per cent in March 1985. The reabsorption of unemployed 
workers reflected primarily increasing employment, which reacted 
swiftly to the recovery in production, growing by 4.2 per cent during 
the year, compared with 0.2 per cent in the other industrialized 
countries. 

In the last decade unemployment has become particularly acute in 
the EEC countries. Between 1973 and 1984 the labour force in the four 
main EEC economies expanded by 3.5 million and the number of 
unemployed by 5 million. Employment in agriculture and industry 
contracted by 2.3 and 6.6 million respectively, while 7.4 million jobs 
were created in the services sector. Here the demand for labour in 
relation to the labour force grew faster than in the United States. In the 
US economy the labour force rose by more than 22 million, whereas 
employment increased by almost 20 million; 1.7 million jobs were 
created in industry and more than 18 million in the services sector, 
2 million of which were in the public sector. 
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Europe's slowness in creating new jobs is due only in part to the 
weaker expansion in output. Between 1973 and 1984 the growth 
differential between the United States and the EEC was slight, with the 
former recording annual average increases of 2.3 per cent, as against 
1.8 per cent in the Community. In the current recovery the stimulus 
generated by the expansion in US domestic demand has also spread to 
the European countries. However, the predicted slowdown in the 
American economy calls for coordinated demand stimulus by the EEC 
countries to offset the reduction in that emanating from foreign 
demand and thereby to achieve more satisfactory growth. 

However, simulation exercises by various institutions suggest that 
the increase in employment to be gained from demand stimulus alone 
will be modest. It does not appear that such action will be sufficient by 
itself to make significant inroads into the current level of 
unemployment; it is essential that the rigidities in the European labour 
markets be corrected. 

Monetary and fiscal policies in the industrialized countries 

In most of the industrialized countries the money supply grew 
more slowly than in 1983, encouraging a further reduction in inflation 
without impeding the continuation of the recovery. At the same time, 
the income velocity increased after the slowdown recorded in 1982 and 
1983, a pattern of behaviour observed in similar phases of previous 
cycles. The growth in key monetary aggregates was generally in line 
with the targets set, though with some variations dictated by changes in 
economic activity, especially in the United States. 

Nominal interest rates declined in the main European countries 
except the United Kingdom; they fluctuated widely in the United 
States and in December were about one point below the level recorded 
at the beginning of the year. In Japan only long-term rates declined 
slightly. Adjusted for expected inflation, short-term interest rates 
remained very high, rising both with respect to the 1983 averages and 
in the course of the year in the United States and the main European 
countries except France, where they declined in the second half of 
1984. Only in Japan was there a marked fall. 

The ratio of the public sector deficit to GDP in the seven major 
industrialized countries declined last year for the first time since 1979, 
falling from 4.2 per cent in 1983 to 3.8 per cent in 1984. This reduction 
was primarily the result of the high level of economic activity. 
According to the OECD indicators measuring changes in the cyclically 
adjusted budget balance, the fiscal stance was expansionary in the 
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United States, Canada and Italy, while conditions in the other major 
industrial countries were generally restrictive. The wide disparities in 
fiscal policy between the major industrialized countries which had 
emerged at the beginning of the eighties therefore persisted throughout 
1984. 

The United Kingdom, Germany and Japan made the greatest 
progress in applying fiscal restraint; adjusted for cyclical movements, 
the cumulative changes in their budget balances over the past five 
years, which were equal to 5.2, 3.0 and 2.6 per cent of GDP 
respectively, indicate a restrictive stance, whereas in the United States 
there was a shift in the opposite direction equivalent to 2.4 per cent of 
GNP. The consequences of their efforts to reduce the public sector 
deficits were partly offset by the accompanying weakness in demand, 
on which the restrictive measures had a deflationary effect. 

In contrast with previous years, the fiscal stimulus in the United 
States derived essentially from increased spending, particularly on 
defence and debt servicing. In Japan and Germany the deficit was 
reduced by curbing expenditure; in France the ratio of the deficit to 
GDP remained unchanged, despite greater rigour on the receipts side. 
In the United Kingdom the discretionary fiscal impulse was slightly 
expansionary, as expenditure on social security and interest payments 
exceeded the targets. 
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EXCHANGE RATES AND WORLD TRADE 

Exchange rates 

The dollar appreciated in effective terms for the fifth consecutive 
year, so that by February 1985 it was 45.6 per cent above its 1979 level 
and close to that of the early seventies. The year-on-year average 
appreciation came to 6.5 per cent in 1984. The currency weakened 
from the beginning of March to the end of April of this year, 
depreciating by 5.2 per cent. Its real effective exchange rate, measured 
on the basis of wholesale prices for manufactured goods, rose by 5.1 
per cent in 1984. From 1979 to February 1985 its appreciation in real 
terms was 45.1 per cent. 

Leaving aside short-term fluctuations, the dollar appreciated in 
spite of the marked worsening in the US current account, buoyed up as 
it was by the higher yields in the US money markets compared with 
those in other industrialized countries. These more favourable 
conditions are the result of expansionary fiscal policies and the 
monetary restrictions that have been in place since the beginning of the 
slowdown in inflation. Furthermore, economic growth and price 
stability in the United States, together with other, non-economic 
considerations, have increased investors' confidence in dollar assets. 
Taken together, these factors produced sufficient net inflows of private 
capital to finance the current account deficit at rising exchange rates, 
the reverse of the situation that prevailed in the second half of the 
seventies, when the current account deficit was accompanied by 
outflows of private capital and the weakening of the dollar was curbed 
by an increase in official external liabilities. 

The Japanese yen was the only currency that did not lose ground 
against the dollar between 1983 and 1984. The yen began to appreciate 
at the end of 1982 and continued to strengthen throughout 1983 and 
the early months of 1984. In the second half of last year, however, it 
began to depreciate against the dollar. Its nominal effective exchange 
rate rose by 6.2 per cent between 1983 and 1984, though in real terms 
the appreciation came to only 2.1 per cent. The increase over the last 
two years was about 8 per cent, which almost completely offset the 
depreciation recorded in the preceding three years. 
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The currencies in the European Monetary System 

In 1984 the nominal effective exchange rate of the Deutschemark 
fell by 0.4 per cent compared with the previous year. It was affected 
above all by capital movements, which showed an outflow of about 
$10 billion, half of which comprised short-term non-bank capital. The 
current account surplus rose from $4 billion in 1983 to $6.3 billion in 
1984. Year on year, the mark appreciated by 2.3 per cent against the 
other EMS currencies but lost about 10 per cent against the dollar and 
the yen. The trend in the dollar/mark exchange rate reflects the 
substantial widening of the real interest rate differential in favour of 
the United States and the weaker performance of the German 
economy. 

The official bilateral central rates of the currencies participating 
in the EMS exchange rate agreements were last realigned in March 
1983. Until September 1984 they tended to converge (Figure 2) and 
towards the middle of the month the bilateral exchange rates of the 

Figure 2 

EMS EXCHANGE RATES 

(% changes with respect to central rates) 

currencies subject to narrow margins of fluctuation were all within 1 
per cent of their respective central rates. In September the mark and 
the guilder weakened and the Danish krone and the Irish pound 
moved upwards, widening the spread between market exchange rates 
and central rates. Nevertheless, no currency reached the compulsory 
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intervention limits. The lira weakened over the same period; in 
January 1984 it was 4 per cent above the middle of the band, but it 
moved downwards in February and early March and again from 
August onwards. By the end of February 1985 it had crossed the 
narrow band to a position 2.3 per cent below the strongest currency. In 
general, exchange rate movements reflected short-term interest rate 
differentials. In addition, both the lira and the Belgian franc were 
strongly influenced by movements in the trade balance, which 
improved in Belgium and worsened in Italy, especially from the 
autumn of 1984 onwards. 

The cohesion within the System over the last two years was due 
partly to the strength of the dollar, which tends to weaken the mark 
within the EMS, but also to the progress towards internal and external 
adjustment by the countries with relatively high inflation rates. France 
recorded a substantial improvement in its current account, reducing its 
deficit from $4.5 billion in 1983 to $1.2 billion in 1984. Belgium, 
Denmark and Ireland maintained high real short-term interest rates 
and implemented restrictive fiscal and incomes policies. These 
developments permitted a further convergence of inflation rates; the 
average rates calculated over a 12-month period continued to decline, 
falling from 7 per cent in December 1983 to 5.4 per cent in December 
1984. The spread between the highest and lowest rates narrowed from 
10 to 7.4 percentage points last year. 

The pound sterling, which is a member of the EMS but not a pa rty 
to the System's exchange rate agreement, fluctuated widely around a 
general downward trend. Between the beginning of 1984 and April 
1985 it lost 5 per cent in effective terms and 2.5 per cent against the 
other EMS currencies, mainly owing to excess supply in the oil 
markets and domestic monetary conditions. The substantial 
deterioration in the current account, which occurred despite a 3 per 
cent decline in the real effective exchange rate, also contributed to 
sterling's weakness. In early February 1985 there was a marked 
reversal of the trend and by the end of April the effective exchange 
rate had risen by 9 per cent. 

World trade and the current account balances of the main groups of 
countries 

World trade grew by around 9 per cent in volume, thereby ending 
a four-year period of stagnation. The recovery in trade was largely due 
to the import demand of industrialized countries (12.3 per cent), which 
had accounted for almost all of the modest growth of the previous year 
(2 per cent). The main beneficiaries were the non-oil LDCs, whose 

16



exports rose by 12 per cent. Fuel-exporting developing countries' 
exports rose by 2.5 per cent while their imports declined. 

The terms of trade of the main areas showed little change. Only in 
the case of non-fuel exporting developing countries did the modest 
improvement of 0.6 per cent indicate a strengthening of the underlying 
trend that had emerged in 1983, when there had been a 2.4 per cent 
improvement. The shift reflected a recovery in commodity prices 
(excluding oil), which .rose by 11 per cent over the two years (only 2 
per cent in 1984), increasing the purchasing power of these countries 
by 19 per cent in terms of manufactured goods. 

In the last two years the improvements in the volume and terms of 
trade of the non-fuel exporting developing countries reduced their 
trade deficit from $60 to 20 billion, producing a similar contraction in 
their current account deficit from $65 billion in 1982 to $27 billion in 
1984. The trade deficit of the industrialized countries increased from 
$10 billion in 1983 to $38 billion in 1984. Their current accounts 
showed an even larger deterioration, primarily owing to a reduction of 
about $9 billion in the surplus on services and private transfers. The 
fuel exporters, on the other hand, increased their trade surplus from 
$58 to 70 billion and their current account deficit decreased by a 
similar amount. 

The industrial countries' foreign trade 

The United States was the driving force behind the recovery in 
international trade for the second year in succession. The growth in the 
volume of US imports, which was already substantial in 1983 (10.4 per 
cent), accelerated to 23.6 per cent in 1984, more than two-and-a-half 
times the rate of growth in domestic demand, partly owing to the loss 
of competitiveness of American goods. Exports grew by 6.4 per cent, 
making good all of the decline recorded in 1983. 

The US trade deficit came to $107.6 billion, an increase of $46.5 
billion, almost twice the deterioration recorded in 1983. The terms of 
trade remained unchanged last year, whereas there had been a 5.5 per 
cent improvement in 1983. The current account deficit rose by $60 
billion to more than $100 billion. 

The Japanese current account surplus increased from $20.8 billion 
in 1983 to $35 billion last year as a result of a further expansion in the 
trade surplus to almost $45 billion. This was brought about by an 
improvement of 2.9 per cent in the terms of trade and an increase in 
trade volumes. In particular, exports rose by 15.5 per cent, compared 
with 8.7 per cent in 1983. 
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Despite substantial improvements in competitiveness and a slower 
economic expansion than in the Community's main competitors (the 
United States and Japan), the EEC countries increased the volume of 
their exports by only 7.7 per cent, less than the growth in world trade 
and only slightly more than the expansion in their imports (6.8 per 
cent). A worsening of the terms of trade, however, reduced their trade 
surplus from $9 billion in 1983 to $8 billion in 1984. The current 
account surplus remained stable at $1 billion. The improvement of $10 
billion in the trade balance with the United States was offset by a 
deterioration of $7 billion vis-à-vis the newly industrializing countries 
of the Far East and one of $3 billion in trade with Comecon countries. 
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CAPITAL MARKETS, EXTERNAL DEBT AND 
INTERNATIONAL LIQUIDITY 

International capital markets 

Gross lending through the international markets exceeded $200 
billion last year. A large part of this amount was due to the high level 
of refinancing and the expansion in note issuance and other back-up 
facilities, which remained largely undrawn. If double counting is also 
excluded, total net lending came to $145 billion, compared with $130 
billion in 1983. 

The markets' general preference for negotiable instruments led to 
strong growth in bond issues at the expense of bank loans. On the one 
hand, prime borrowers were able to obtain finance on favourable 
terms by issuing securities, while on the other the banks themselves 
sought to limit the growth in traditional forms of lending and to 
strengthen their own role in the securities markets. 

The volatility and unpredictability of movements in interest rates 
and exchange rates and the need for financial intermediaries to 
restructure their balance sheets were a spur to financial innovation, 
with the development of forms of financing that are more flexible than 
traditional instruments and reapportion the risks between borrowers 
and lenders. The strong expansion in floating rate notes, interest rate 
and currency swaps, note issuance facilities (NIFs) and transferable 
bank loans blurred the traditional distinction between bank credit and 
bonds. 

The trend towards a liberalization of international financial 
transactions continued last year. In particular, the agreement between 
Japan and the United States on the gradual liberalization of the 
Japanese capital markets came into effect. In addition, the United 
States and other industrialized countries abolished withholding tax on 
income from non-residents' holdings of securities issued by residents. 

Gross medium and long-term bank credit rose from $77 billion in 
1983 to $89 billion in 1984 owing to the expansion in back-up facilities 
($29 billion, compared with $10 billion in 1983). Traditional 
syndicated loans decreased further, from $67 to 60 billion; a 
substantial part of this amount ($11 billion) consisted of loans granted 
under debt rescheduling agreements. Almost the entire increase in 
bank lending went to the industrialized countries. 
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The keen competition among the banks at a time of abundant 
liquidity created favourable conditions for borrowers. The average 
spread over LIBOR fell below 1 per cent and the rates charged to 
indebted developing countries also came down from the high levels 
recorded in 1983. With the new forms of financing such as NIFs, prime 
names were able on occasion to borrow at interest rates below LIBOR. 

International bond issues rose by 45 per cent with respect to the 
previous year to stand at $111.5 billion, with all segments of the market 
recording increases. Fixed rate issues were concentrated in the second 
half of the year, as US borrowers were drawn to the market by the 
abolition of withholding tax and the fall in interest rates, which 
was particularly pronounced with regard to dollar-denominated 
instruments. Issues of floating rate notes ($38 billion) were twice as 
high as in 1983 and accounted for more than one-third of total issues. 

The problems of external debt 

The gross debt of Eastern European countries in convertible 
currencies, which had amounted to $92 billion at the time of the 1981 
crisis, was estimated at $84 billion at the end of 1984. Net  of deposits 
with banks reporting to the BIS, the reduction was even larger, with 
outstanding debt falling from $76 billion in 1981 to $62 billion in the 
year under review. 

The developing countries' total external debt came to $828 billion 
at the end of 1984, compared with $791 billion in 1983. Measured in 
dollars, the growth in the indebtedness of this group of countries again 
slowed down, from 5.9 per cent in 1983 to 4.7 per cent. The ratio of 
debt to exports of goods and services fell from 158 per cent in 1983 to 
151 per cent in 1984. 

The tendency for both the overall flow of funds to indebted 
developing countries and the proportion from private sources to 
contract grew more pronounced last year. Credit from private sources, 
which had exceeded $84 billion in 1981, fell sharply to $14 billion in 
1984 and the proportion of the total external borrowing requirement 
met by such credit decreased from more than 55 per cent to around 20 
per cent; in the case of Latin American countries, the proportion 
diminished from 80 per cent to less than 15 per cent. For the present at 
least, no further bank lending to the most heavily indebted developing 
countries is envisaged, apart from loans in connection with 
rescheduling operations. 
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Long-term borrowing from official creditors has remained stable 
at around $30 billion a year for the last three years. 

New IMF loans, which were granted entirely to indebted 
developing countries, came to $7.2 billion in 1984, 45 per cent less than 
in the preceding year; net of repurchases by member countries, lending 
fell from $11 billion in 1983 to $4.9 billion. Net  disbursements by the 
Fund are expected to decrease further this year, to around $3 billion, 
owing to the substantial increase in repayments of loans granted from 
1982 onwards. This trend will probably be accentuated in 1986, when 
net IMF lending to developing countries is expected to be almost nil. 

Over the last three years official transfers remained stable at 
around $13 billion; however, direct investment gradually declined 
from $14 billion in 1981 to $9 billion last year. 

The deflationary effects of the contraction in private credit were 
largely neutralized, in that the countries in debt to commercial banks 
are those that are best placed to profit from the expansion in world 
trade, by virtue of their level of development and the composition of 
their exports; in particular, the major Latin American debtor countries 
benefited from the large US trade deficit. However, there is a danger 
that the problems of many of these countries will again become acute 
if the signs of a weakening in the growth in trade that have appeared 
this year are confirmed. 

International liquidity 

In the last two years, the reduction in the use of reserves by many 
developing countries to cover external deficits and the increase in the 
official liabilities of the United States have led to a growth in official 
reserves following the reduction of more than $45 billion over the two 
years 1981-82. Official reserves, defined as the sum of foreign 
exchange, SDRs and reserve positions in the IMF, totalled $397 billion 
at the end of 1984, an increase of 4.6 per cent over 1983. By virtue of 
the appreciation of the dollar, the increase comes to 11.8 per cent if 
reserves are valued in SDRs.The end-1984 figure was still more than 
$13 billion below that recorded four years earlier. 

The increase in official reserves was due almost entirely to the 
expansion in foreign exchange ($17 billion). As regards the forms in 
which the latter is held, there was an increase in the official liabilities 
of the United States in the latter part of the year and, above all, a 
recovery in Euro-currency deposits after three years of continuous 
decline. 
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IMF-related reserve assets expanded only marginally. The 
increase in the industrial countries' holdings of SDRs, which was due 
mainly to interest on their creditor positions vis-à-vis the IMF, was 
offset by a reduction in the nonoil developing countries' reserve 
positions as a result of these countries' drawings on the Fund's 
resources. IMF-related reserve assets fell from 14.8 to 14.3 per cent of 
total official reserves between 1983 and 1984. 

Exchange rate fluctuations do not appear to have reduced the 
demand for reserves over the last decade; indeed, the majority of 
countries have continued to intervene in foreign exchange markets 
despite pursuing more flexible exchange rate policies. Reserves have 
had to be available to tackle the uncertainties associated with the large 
current payments disequilibria and exchange rate fluctuations and to 
maintain access to private capital markets. Growing recourse to 
external financing through borrowing in the markets has led to a 
substantial reduction in owned reserves and SDRs as a proportion of 
official reserves. Moreover, events since the 1982 debt crisis have 
demonstrated the continued need for an official mechanism for the 
creation of reserves, as borrowed resources have proved not to be a 
valid substitute for owned reserves. For many countries, borrowed 
funds suddenly ceased to be available in adequate amounts at the very 
moment of greatest need. The abrupt change in market conditions 
primarily reflected the deterioration in the financial position of many 
debtor countries, but it was also due partly to the policies of the major 
reserve currency countries. 

The gold reserves of IMF member countries decreased marginally 
(from 947.3 to 945.8 million ounces). Sales of 2.7 and 0.4 million 
ounces by Colombia and South Africa respectively more than offset 
purchases by Brazil, Hungary and the Philippines. The market value of 
gold reserves fell for the second year in succession (from $361 to 292 
billion), as the price of gold fell from $382 to $308 an ounce in the 
course of the year. 

The decline in the price of gold was reflected in the value of 
official ECUs held by European countries, which fell from $43.9 to 
37.2 billion between the end of 1983 and the end of 1984, when official 
assets in ECUs equalled 9.4 per cent of total reserves, compared with 
14.8 per cent at the end of 1980. 
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THE ITALIAN ECONOMY 

DEMAND, OUTPUT 
AND THE BALANCE OF PAYMENTS 

The results for 1984 

The recovery that had begun in 1983 after three years of 
stagnation and recession gained strength last year. Gross domestic 
product grew by 2.6 per cent, boosted by the expansion in exports and 
the further improvement in investment. 

Despite being among the briskest in the Community, the recovery 
in output was insufficient to make a significant impact on the labour 
market; employment increased by only 0.3 per cent, as the further rise 
in the number of self-employed was largely offset by a continued fall 
in employees. 

The increase in employment occurred only in the tertiary sector 
and mainly concerned companies offering corporate services; it 
continued to outweigh the decline in employment in industry and in 
the primary sector. The labour force grew by around 220,000 owing to 
demographic factors. Only 40 per cent of those entering the labour 
market found a job, so that the average number of persons seeking 
employment in 1984 approached 2,400,000. Forty-three per cent of the 
unemployed were concentrated in southern Italy and the islands, 
where the unemployment rate reached 14 per cent. The rate for the 
country as a whole rose from 9.9 per cent in 1983 to 10.4 per cent; 
it  stood at 12.3 per cent if workers covered by the Wage 
Supplementation Fund are included. 

The economic policy stance and a substantial increase in 
productivity encouraged a further slowdown in inflation and a large 
reduction in the differential between Italy and the other OECD 
countries (Figure 3). Consumer prices rose by 10.8 per cent, close to 
the target and more than 4 points lower than in 1983. In the second 
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half of 1984 the twelve-month rate fell to single figures for the first 
time in eleven years. 

Figure 3 

ITALY'S INFLATION DIFFERENTIAL VIS-A-VIS THE OECD 
(difference between inflation rates in the same period) 

Despite the growth in exports, the balance of payments on current 
account closed with a deficit of 5,188 billion lire, compared with a 
surplus of 1,183 billion lire in 1983. The deterioration was due in small 
part to the worsening of the terms of trade, which was caused mainly 
by the appreciation of the dollar. The volume of imports increased by 
9.6 per cent, a particularly large rise in relation both to the expansion 
in gross domestic product and that in overall demand. Invisibles 
produced a smaller surplus than in 1983; the modest growth in the 
surplus on tourist account was wiped out by the increase in net 
payments in respect of income from capital. 

Budgetary measures reduced the ratio of the state sector 
borrowing requirement to GDP by one percentage point; however, 
they failed to reduce the GDP ratio of the general government deficit 
on current account or that of net indebtedness. 

Monetary and exchange rate policies, which have been geared 
towards slowing the rise in prices ever since the beginning of the 
eighties, were combined with incomes policy measures for a time last 
year. Their impact on the monetary base kept real interest rates high 
and encouraged a deceleration in the credit aggregates in the latter 
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part of the year. The external value of the lira declined by 6.4 per cent 
on average in 1984 as a result of a depreciation of 13.5 per cent against 
the dollar and 2.4 per cent against the Community currencies. 

Fixing the degree of wage indexation in advance for the first half 
of the year reduced industry's annual average labour costs per 
employee by about two percentage points, though the increase still 
worked out at 13.7 per cent after adjustment to take account of the 
Wage Supplementation Fund. This and an increase of 8 per cent in 
labour productivity helped hold the increase in labour costs per unit of 
production to 5.3 per cent, compared with an average of 15.6 per cent 
in the preceding five years. With the lira cost of imported industrial 
inputs rising by 12.3 per cent, it was thus possible to limit the increase 
in total industrial unit costs to 8.8 per cent. Output prices rose by 10.7 
per cent, so that profit margins widened. 

Among the other costs controlled under the incomes policy 
measures, the prices of administered goods and services rose by 9.9 per 
cent, more or less in line with the target, with average monthly rates of 
growth slowing down from 0.7 per cent in the first half of the year to 
0.5 per cent in the second. The prices of mass consumer goods rose by 
9.8 per cent; as this was in line with the objectives for curbing 
inflation, the Government was able to reduce the social security 
contributions of retail firms. 

Real gross per capita wages in the private sector remained 
practically unchanged. The nominal increase came to 10.7 per cent, 
with a spread of no more than 1 percentage point between the various 
branches; in the public sector, by contrast, the increase was in excess 
of 13 per cent. 

Although the overall increase in gross wages in the private and 
public sectors matched the rise in consumer prices, households' 
disposable incomes increased by 2.2 per cent in real terms owing to the 
redistribution effect of fiscal policy and the increase in non-wage 
income of family enterprises. Consumer spending increased by only 
2.0 per cent in real terms, despite the increase in disposable income, 
the slowdown in inflation and growing expectations that incomes 
would continue to rise. The worsening of labour market conditions 
and the persistence of high real interest rates dampened down the 
increase in spending, after two years in which it had remained virtually 
unchanged. The propensity to save recovered slightly, particularly the 
propensity to invest in financial assets. 

The high level of interest rates did not prevent a strong recovery in 
investment. The growing awareness on the part of firms both large and 
small, private and public, that it was possible to raise profitability by 
means of investment aimed at improving product quality and finding 
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more efficient combinations of production factors pushed the average 
annual increase in investment in plant, machinery and transport 
equipment up to 9.5 per cent; the widening of profit margins provided 
the means to finance such investment. Stocks needed to be replenished 
after the rundown of the previous year, but restocking was confined to 
meeting the needs of the recovery in output. 

Gross investment increased by 7.7 per cent and fixed investment 
by 4.l per cent. The latter increased slightly as a proportion of GDP, 
but remained about 1 percentage point below the average for the three 
years from 1979 to 1981; at current prices, domestic savings formation 
was insufficient to finance investment and the change in stocks. 
Despite the increase in households' propensity to save and the 
formation of substantial corporate profits, the expansion in the general 
government deficit on current account made it impossible to achieve 
both higher investment and equilibrium in the balance of payments on 
current account simultaneously (Table 1). 

Table 1 

INVESTMENT AND SAVING 
(as a percentage of gross domestic product) 

Exports, which rose by 7 per cent, were a particularly dynamic 
component of overall demand. The increase occurred mainly in the 
first half of the year and was stimulated by the strong expansion in 
world trade and the continued weakness of domestic demand. Export 
growth slowed down in the second half, owing partly to the weakening 
of world demand and partly to an upturn in the domestic market. 

The real effective exchange rate remained virtually unchanged on 
an annual average basis, but rose by 1.6 per cent during the year. 
Losses in price competitiveness in relation to European countries, in 
particular the Federal Republic of Germany, were offset by gains 
vis-à-vis the dollar area. Sales to industrialized European countries 
increased by less than the average, while those to North America 
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recorded the highest growth rates, boosted partly by the faster growth 
in economic activity than in Italy. 

Italy's share of total exports by industrialized countries increased 
in the US market but declined in almost all other countries. There were 
significant reductions in some Eastern European markets and certain 
developing countries. 

The growing integration of the Italian economy with the rest of 
the world, the fact that the cyclical recovery was based on the 
components of final demand with the highest import content, and the 
move towards limited restocking meant that the upturn in domestic 
activity was accompanied by a pronounced increase in imports. 
Imports of capital goods and intermediate goods and materials 
showed above-average rates of growth. The trade deficit increased 
from 11,448 to 19,163 billion lire, almost half of the expansion being 
due to the increase in the deficit in the energy account. In the past, 
Italy had made progress towards reducing the propensity to import 
energy, though less than other countries ; the improvement was not 
sustained last year, despite the gradual shift towards the greater use of 
natural gas. 

The openness of the Italian economy has increased in recent 
years; the ratios of exports and imports to GDP rose further last year 
(Table 2), though the difference between them at constant prices 
remained broadly the same. The rise in the propensity to import and 
Italy's increased penetration of world markets are linked closely with 
changes in the structure of production but, other conditions remaining 
unchanged, they make Italy's development more dependent on world 
demand. 

Table 2 

EXPORTS, IMPORTS, BALANCE OF PAYMENTS ON CURRENT ACCOUNT 
AND NET EXTERNAL POSITION IN RELATION TO GDP 

Financing of the current account deficits accumulated from the 
early eighties onwards has produced a net external debtor position. At 
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the end of last year, this exceeded 7 per cent of GDP if official gold 
reserves are left out of account. Interest payments on the country's 
growing foreign debt have steadily eroded the surplus on invisibles 
generated by tourist receipts. For this reason too, the external 
constraint has become more severe. 

The prospects for 1985 

The difficulties that the Italian economy is experiencing in 
eliminating disequilibria are illustrated by the results achieved in terms 
of the balance of payments, prices and public finance in the first few 
months of this year. 

In the first quarter of 1985 the trade balance showed a deficit of 
8,250 billion lire, almost double that recorded in the same period of 
1984. Exports increased by 12.4 per cent in value terms, while imports 
grew by 22.6 per cent. In the first four months of the year the overall 
balance-of-payments deficit rose to 6,200 billion lire. 

The strong appreciation of the dollar in late 1984 and early 1985 
and the weakening of incomes policy are affecting prices and inflation 
expectations. Wholesale prices increased at an average monthly rate of 
1.3 per cent in the first quarter, compared with one of 0.5 per cent in 
the preceding six months, while the slowdown in the twelve-month 
rate of consumer price inflation came to a halt at 8.6 per cent and gave 
way to a slight increase to 8.8 per cent in April. 

The state sector borrowing requirement has been growing rapidly 
since November of last year. In the first four months of 1985 the deficit 
came to about 37 trillion lire, over 9 trillion lire more than in the same 
period a year earlier. 

The latest indicators all predict limited growth in household 
consumption following the slight contraction recorded in the second 
half of 1984; available information suggests that high profits and the 
continued modernization and reorganization of industry will promote 
further growth in investment, though not at the rapid pace witnessed in 
the second half of last year. 

Domestic demand is continuing to expand, but exports are 
showing further signs of weakening. The slowdown in economic 
activity in the United States is still not being offset by a better 
performance by the European economies; international institutions 
forecast a reduction of about one and a half points in the growth in 
Italy's export markets in 1985. The trend of exports is reflecting 
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international cyclical developments and the level of domestic demand 
in Italy and abroad. The loss of competitiveness suffered in the second 
half of 1984 was made good by the fall in the effective exchange rate of 
the lira in March and April. 

In the first three months of this year industrial production was 0.7 
per cent higher than in the final quarter of 1984 on a seasonally 
adjusted basis. The rate of GDP growth in 1985 may approach that 
recorded in 1984, but the balance-of-payments deficit on current 
account may increase substantially both in absolute terms and as a 
percentage of GDP. As far as prices are concerned, the target of an 
average annual inflation rate of 7 per cent must now be regarded as 
almost unattainable in view of the increases recorded to date; 
nonetheless, it is essential that inflation should begin to come down 
again and that inflation expectations be brought back under control. 
To this end, there appears to be a need for incomes policy measures to 
hold down nominal wages and fiscal measures to contain the budget 
deficit. 
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DOMESTIC DEMAND 

Consumers' expenditure 

National consumers' expenditure, which had been virtually static 
in the previous two years, rose by 2.0 per cent in real terms in 1984 
(Table 3). Private consumption made a smaller contribution to GDP 
growth than in the last cyclical recovery. 

Consumer spending increased by 13.3 per cent in money terms; 
since disposable income at current prices increased somewhat faster 
(13.5 per cent), the propensity to consume declined slightly, from 76.8 
to 76.6 per cent. 

The annual increase in nominal income was primarily due to the 
buoyant growth of income from unincorporated business and 
self-employment; gross wages and salaries, on the other hand, kept 
pace more or less with inflation. The cancellation of wage indexation 
points following the agreement of 14 February, which reduced 
disposable income by about 0.5 per cent over the full year, slowed 
down consumption during the summer months; this effect was 
eliminated by the steady decline in inflation and by expectations of 
continued growth. 

Including interest payments, the public sector's contribution to 
households' disposable income rose by about 0.5 percentage points. 
The increase in interest payments and in the wage bill of the general 
government sector, which was almost five percentage points higher 
than in the private sector (2.6 points in terms of wages per person), 
combined with a slower increase in direct taxes, largely due to the 
fading-out of the effects of one-off tax measures. 

Investment 

Gross investment recovered sharply (by 7.7 per cent in real terms), 
reversing the rapid downward trend that had persisted since 1981. The 
major contributory factors were a resumption of stockbuilding (305 
billion lire at 1970 prices) and a 4.1 per cent growth in gross fixed 
capital formation. 
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Table 3 
APPROPRIATION ACCOUNT FOR HOUSEHOLDS 
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As in the early stages of the previous investment cycle, the 
recovery in fixed capital formation was confined to an increase in the 
demand for machinery, equipment and transport equipment (9.5 per 
cent in real terms), with machinery and metal equipment, in particular, 
showing a very substantial rise (11.6 per cent). In contrast, investment 
in construction fell by a further 0.5 per cent, owing to a slowdown in 
the rate of growth of the residential sector and the weakness of 
planned additions to productive capacity. 

Table 4 

PUBLIC AND PRIVATE GROSS FIXED INVESTMENT 
BY BRANCH OF ECONOMIC ACTIVITY 

(at 1970 prices) 
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The strong recovery in the demand for machinery, equipment and 
transport equipment was only partly matched by an increase in domestic 
production, since imports satisfied a larger proportion of demand than in 
recent years, expanding by 24.5 per cent in real terms. 

The bulk of the additional investment in 1984 appears to have been 
concentrated in industry and in market services (excluding dwellings); in 
the former, the main stimulus came from the p rivate sector, while the latter 
benefited from substantial public sector investment, especially in transport. 
The public sector's overall contribution was far greater than that of the 
private sector and was higher than in the 1979 recovery (Table 4). 

Information from many sources indicates that the reorganization of 
medium-sized and large enterprises has entailed a serious decline in 
employment, put at more than 17 per cent between 1980 and 1984 in the 
case of firms with more than 100 employees. Analysis of the investment 
behaviour of firms of this size shows that since 1978-79 there has been a 
substantial acceleration in the scrapping of plant and machinery, 
accompanied by limited, though highly innovative new investment. This 
resulted in a marked slowdown in the growth in production capacity, a 
substantial saving in the volume of resources invested in fixed capital and 
hence a sizable increase in the ratio of output to capital. 

The empirical evidence relates to manufacturing firms with more than 
100 employees, excluding sectors in which the characteristic size of firms is 
particularly small (less than 20 workers). In the period 1978-82 this 
category accounted for 61.5 per cent of investment in the whole of 
manufacturing industry and 43.2 per cent of its value added. 

The service life of capital invested in machinery, equipment and 
transport equipment began to decrease substantially from 1978-79 onwards 
after remaining for many years at the level recorded in the late sixties. 
Assuming that disinvestment affects the oldest vintages, it has been 
estimated that the service life of capital decreased by about two years 
between 1978 and 1982 (Table 5). 

This seems to confirm that in the early seventies medium-sized and 
large industrial firms did not immediately respond to the profound 
changes occurring in the labour, finished goods and commodity markets, 
as they were discouraged by the uncertain outlook and were seriously 
hampered by the structure of their balance sheets from 1974 onwards. The 
volume of investment carried out in the early seventies, which in the case 
of motor vehicles, basic metals and metal products was very substantial, 
should be seen as reflecting growth targets carried over from the previous 
phase of development rather than as a sign of an overall strategy of 
industrial modernization. It was only from 1978 onwards that the majority 
of medium-sized and large firms began to update their plant and 
equipment. The steady decline in the service life of capital as a result of the 

33



accelerated scrapping of about half a vintage of investment every year 
would suggest that this was not a temporary cyclical phenomenon. The 
structural nature of the determinants is confirmed by the fact that most 
sectors were affected, though to widely differing degrees. 

Table 5 

MEDIUM-SIZED AND LARGE INDUSTRIAL ENTERPRISES: 
SERVICE LIFE OF CAPITAL INVESTED IN MACHINERY, 

EQUIPMENT AND TRANSPORT EQUIPMENT 
(in years) 

For medium-sized and large firms as a whole, the acceleration in 
scrapping coincided with the end of the trend decline in investment and in 
the ratio of investment to value added (Figure 4). Hence, firms took 
advantage of higher profits to invest in new plant while at the same time 
scrapping fixed capital that had become prematurely obsolete owing to 
structural changes. However, the expenditure on new purchases appears to 
have been less than total disinvestment at constant prices. Between 1978 
and end-1982 there was therefore a real reduction of 8.2 per cent in the 
volume of financial resources tied up in fixed capital; in machinery, 
equipment and transport equipment the reduction amounted to 10.0 per 
cent. 

Between the periods 1974-78 and 1978-82 the ratio of value added to 
capital rose by an average of 5.9 per cent in the manufacturing sectors in 
question. This change alone brought about an increase of about 3 
percentage points in the ratio of gross product to capital for the whole of 
manufacturing industry. Hence, it does not seem that the adjustment 
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undertaken by medium-sized and large firms in the second half of the 
seventies involved a massive substitution of capital for labour. Empirical 
evidence shows that a modernization of the structure of production is 
occurring in which the rationalization of the use of labour and the 
introduction of new technology are producing savings in both capital and 
labour by increasing their average utilization rates and flexibility of use; 
labour is being replaced by more skilled labour and capital by more 
efficient capital (Figure 4). 

Figure 4 

MEDIUM-SIZED AND LARGE INDUSTRIAL ENTERPRISES: 
CAPITAL, EMPLOYMENT AND VALUE ADDED 

(1973 = 100; at 1970 prices) 

In carrying out this modernization against a background of modest 
growth in final demand and the marked ability of small firms to expand 
their market share, medium-sized and large firms gave priority to 
adjustment and profitability rather than growth, so that installed capacity 
showed only a small increase. 

The change in the composition of investment in machinery and 
equipment in the last decade is consistent with the empirical evidence of 
an improvement in the efficiency of capital. Whereas there were cyclical 
fluctuations in investment in "industrial machinery" and a marked decline 
in that in "metal products", investment in "office and precision machines" 
and in "electrical and electronic equipment" (electrical apparatus for 
industrial use and telecommunications, control systems for industrial 
processes, motors and generators) has increased almost without 
interruption since the beginning of the seventies, with an acceleration 
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Figure 5 

INVESTMENT IN MACHINERY AND METAL EQUIPMENT, BY TYPE 
(billions of lire at 1970 prices) 

between 1978 and 1980 (Figure 5). The last two categories, which 
incorporate most technological advances, accounted respectively for 25.5 
and 27.3 per cent of total investment in machinery and metal equipment in 
the period 1978-83, compared with 9.7 and 24.7 per cent in the period 
1970-72. 
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DOMESTIC SUPPLY 

Agriculture 

The year was a disappointing one for Italian farming. Output 
declined while the gap between costs and revenues widened; there was 
also a further decrease in the use of technical resources and labour in 
agriculture. 

Gross marketable production contracted by 3.9 per cent in real 
terms after the substantial rise achieved in 1983; value added at factor 
cost decreased by slightly less (3.4 per cent). The decline, due 
principally to poor weather, was sharpest for tree crops such as olives, 
fruits and grapes; the South of Italy was hit hardest. 

After the pause registered in 1983, the flight from the land 
resumed. The agricultural work force shrank by 94,000 (— 3.8 per cent), 
the decline affecting both employed workers and self-employed 
farmers. Only a minority of those leaving farming (32 per cent) shifted 
into other branches; owing to the age structure of the farm population, 
most of them retired from the labour force. 

Agricultural producer prices rose by 6.2 per cent compared with 
1983, much less than unit costs of intermediate materials (up 9.3 per 
cent) and investment goods (up 11.2 per cent). Measured by the 
deflators of value added, the farm sector's terms of trade with other 
sectors deteriorated by five percentage points. As a result, income per 
worker rose much more slowly in farming than in the rest of the 
economy, partly because for the first time since 1976 relative 
productivity trends worked against agriculture. If this pattern 
continues, it could jeopardize the expansion of agricultural output and 
aggravate Italy's trade de ficit in food products. The widespread 
introduction of new technology and advanced techniques found in the 
other branches of the economy has barely touched agriculture; farm 
investment declined for the fourth consecutive year (— 0.9 per cent) to 
its lowest level since 1971. 

The relatively small rise in farm prices reflected the limited 
increases agreed on by the EEC for the products subject to 
Community regulation. The restrictive revision of CAP guidelines in 
March 1984 reflected the need to keep the cost of the system down and 
prevent the production of surpluses that would be hard to market 
either inside or outside the Community. 
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Table 6 

EEC AGRICULTURAL PRICE SUPPORT LEVELS 
(% changes) 

All member countries kept agricultural price increases below the 
change in the GDP deflator, the largest differential being for Italy 
(Table 6). Furthermore, there was a strengthening of the principle of 
volume thresholds for surplus products, beyond which Community 
price support is cut off or reduced. Accordingly, more restrictive rules 
were adopted for those products already subject to thresholds, and the 
thresholds themselves were extended to a broader range of foodstuffs, 
covering some 35 per cent of EEC agricultural output by value. The 
agreements reached so far, which do not cover cereals, should produce 
even sharper reductions in real prices for the current year, although in 
Italy they will be partly offset by a 3.5 per cent devaluation of the 
green lira. It should also be pointed out that to improve the 
fundamental conditions of agriculture in the member countries, the 
Community's financial endowment for structural modernization was 
increased. 

Industry 

Production. — After three years of decline, industrial activity 
increased by 2.8 per cent in 1984, despite a further contraction in 
construction (Table 7). Value added in mining and manufacturing 
(including fuel and power products) increased by 3.3 per cent. 
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However, while the substantial contraction of 1983 has been made up, 
industrial output is still about 5 per cent below its pre-recession peak 
in 1980. 

Table 7 
INDUSTRIAL VALUE ADDED AT MARKET PRICES 

The recovery got under way in the second half of 1983, propelled 
primarily by export demand, and it proceeded through 1984 in fits and 
starts, with periods of stagnation both at the beginning and towards 
the end of the year (Figure 6). 

Figure 6 
INDUSTRIAL PRODUCTION 

(seasonally adjusted; 1980 = 100) 
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There were sharp divergencies in the growth patterns of goods 
classed by economic use because of the differing evolution of the 
fundamental components of domestic demand, which in the course of 
the year gradually supplanted export demand as the driving force in 
the expansion. Intermediate goods recorded the strongest growth (4.7 
per cent), thanks to the reconstitution of stocks of semi-finished 
products by most branches of industry, but this growth halted at 
mid-year. Starting in the summer months, final demand became more 
buoyant and stimulated the production of both consumer and 
investment goods, whose average increases for the year were 2.2 and 
0.6 per cent respectively. 

The expansion of activity engendered a gradual rise in capacity 
utilization. Isco surveys indicate that by. year's end this had reached 
73.3 per cent (in 1980, at the peak of the expansive phase, it had been 
77.7 per cent). The rise in capacity utilization during the year actually 
outstripped the rise in output, bearing witness to the ongoing 
elimination of obsolete capital by Italian industry. 

Recent policy for technological innovation. — In the last few years, 
Italy's policy on industrial supply has been increasingly vigorous in 
favouring technological innovation and applied research. This 
orientation grows out of the belief that the competitiveness and the 
growth potential of the economy will depend on thoroughgoing 
modernization of the productive structure. 

The economic legislation of the 1970s reflected only a partial 
awareness of the crucial role of technological innovation. The first 
systematic legislative treatment of the matter came with Law 46/1982, 
which revised the system of financing applied research administered 
by IMI and created a special Revolving Fund for Technological 
Innovation that dispenses subsidized medium-term loans. 

It is still too early for an overall assessment of the effectiveness 
and macroeconomic importance of this new mechanism because 
virtually all the technological innovation programmes funded are still 
in course of implementation. Moreover, there are theoretical and 
practical difficulties in making a comparative cost-benefit analysis of 
different types of public support for technological innovation 
(subsidized loans, capital grants, tax incentives, services to firms, 
measures affecting vocational training, the labour market, scientific 
research, and so on). Nevertheless, the Fund certainly represents an 
advance over the previous legislation in its streamlined procedures and 
relatively prompt disbursement of public financing, and it has 
stimulated a substantial "demand for innovation" from firms. 
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The significance of this demand is demonstrated by the more than 
500 applications for Fund loans received and accepted by the Ministry 
for Industry through the end of 1984. Table 8 shows the distribution of 
applicants and their proposed spending plans by geographic area, firm 
size and industry — the only industries eligible being those deemed of 
high priority by the Interministerial Committee for Industrial Policy 
(CIPI). 

Table 8 

FUND FOR TECHNOLOGICAL INNOVATION (LAW 46/1982): 
EXPENSES FINANCED THROUGH 1984 

(% composition) 

As the table shows, the Fund's financing has gone primarily 
to large firms. The smaller ones (especially in the South) are 
underrepresented with respect both to their importance in their 
industries and to the portion of funding expressly reserved for them by 
the law, perhaps because in small and medium-sized firms investment 
in technological innovation is likely to affect the entire economic and 
financial structure. This means that these firms require guarantees of 
even prompter processing of applications and disbursement of funds. 

These arguments were certainly decisive factors underlying Law 
696/1983, which, drawing initially on the portion of the Fund reserved 
for small and medium-sized firms, established simplified procedures 
for contributions to the cost of the purchase or leasing of numerically 
controlled machines by small and medium-sized manufacturing and 
mining firms. The funds had to be replenished several times. The 
success of the law is a strong argument in favour of the approach 
taken, which fits in with the recent inclination towards near-automatic 
disbursement of relatively small loans as an effective means of 
promoting the transfer of new technology to minor enterprises. 
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In the South, not even the large firms manage to exploit the 
possibilities offered by the substantial quota of the funds reserved 
for them. In fact their demand for innovation, as reflected in the 
investment programmes presented with their loan applications to 
CIPI, is more or less proportional to their importance in the national 
economy. The institution of quotas does not therefore seem to be very 
effective. Instead, even more favourable terms for funding in the South 
could be set, or eligibility could be extended to other industries in the 
region. 

The type of innovation described in the loan applications is no 
longer directed almost exclusively to the manufacture of new products 
as it was in the past. Many programmes now aim at making existing 
production processes more flexible and efficient through the use of 
microprocessors and numerically controlled machines. In any case, 
investment in equipment accounts for little more than a fifth of the 
total cost of the programmes funded (about 1.0 trillion lire of the 4.5 
trillion covered by the law through 1984), while personnel costs — 
including training and retraining courses — amount to nearly 40 per 
cent, the rest going on services, materials and overheads, etc. The 
predominance of investment in human capital is a characteristic 
feature of the new "soft" technologies, which require large outlays on 
the stages of design of machinery, adaptation, and familiarization of 
personnel. 

Services 

The economic recovery stimulated the supply of market services, 
which expanded more than manufacturing (3.7 per cent). Employment 
increased by 5.2 per cent, fully offsetting the declines in agriculture 
and industry. For the second consecutive year the number of 
self-employed grew more than the number of employees, both in 
percentage (6.0 as against 4.5 per cent) and absolutely (202,000 as 
against 186,000). 

The expansion of consumption and foreign trade spurred a 
growth in value added for the distributive trades of 4.1 per cent after 
two years of stagnation. Last year, both the number of retail outlets 
and the number of persons employed continued to expand. On the 
strength of rapid and sustained capital formation, value added in the 
communications industry has risen by 23.5 per cent over the past four 
years. Among the "miscellaneous" services, services to firms — which 
include those usually known as "advanced services" (advertising and 
public relations, market surveys and management consultancy, and 
data processing) — continued their sustained expansion, growing by 
some 8 per cent. 
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To contribute to the understanding of the new type of services, the 
Bank of Italy has begun a survey of a sample of manufacturing firms 
in Lombardy. The specific focus of the study is the development of 
services to industry and organizational changes, in particular the 
contracting-out of services formerly performed by the manufacturer 
and vice versa, i.e. the creation within the manufacturing firm of new 
departments to provide services equivalent to those formerly supplied 
by outside companies. 

The initial findings of the survey underscore the rapid growth of 
demand for advanced services in the recent past and confirm that it 
will continue. They also show that the growth of the external and 
internal components of services to industry are complementary. This 
explains why the increase in the portion of the demand for services 
met internally — including data processing, thanks to the possibility of 
having systems tailor-made for the user — is accompanied by rapid 
growth in the number of firms and the work force in the advanced 
services sector (in Lombardy, the work force more than doubled 
between the 1971 and 1981 censuses, increasing by 16,000 in the 
sub-categories for which comparable figures are available). 

The growth of value added in non-market services was 1.2 per 
cent in 1984. As in 1983, there was only a limited expansion of the 
number of government employees (31,000). 
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EMPLOYMENT, WAGES AND PRICES 

Employment 

The recovery in economic activity had a marginal effect on 
employment, which increased by only 0.3 per cent by comparison with 
the previous year (Table 9). Once again, the overall figure was the 
result of widely differing trends in the various industries and types of 
employment. For the third year in succession the number of employed 
workers declined while that of the self-employed increased. Moreover, 
the profound change in the structure of employment in Italy 
continued, with the services sector assuming growing importance; 
employment will probably continue to fall for the foreseeable future 
not only in agriculture but also in manufacturing owing to the 
fundamental restructuring of the corporate sector. 

Table 9 

EMPLOYMENT IN ITALY 
(V changes on previous year) 

The increase in employment was entirely due to the services 
sector, where jobs grew by 400,000, or 4 per cent; the rise was 
concentrated in market services (5.2 per cent), though here too there 
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were marked disparities. The most dynamic growth (12 per cent, or 
200,000 jobs) was recorded by miscellaneous services, which include 
the provision of accounting, data processing and security services 
previously carried out by manufacturing firms themselves and which 
now tend to be contracted out as part of the general process of 
industrial rationalization. There was a smaller increase in the credit 
sector, while employment fell by 0.4 per cent in transport and 
communications. 

The decline of employment in agriculture continued, with a fall of 
3.8 per cent; however, the proportion of total employment for which 
the sector accounts, just over 10 per cent, is still higher than in the 
main European countries. 

Despite the modest recovery in output, the number of people 
employed in mining and manufacturing contracted by a further 
190,000, or 3.6 per cent, and the number of hours paid by the Wage 
Supplementation Fund continued to rise. The resultant increase in 
labour productivity was very large, working out at over 8 per cent after 
adjustment to eliminate the effect of the Wage Supplementation Fund. 
Output per man-hour rose by about two percentage points less, owing 
to a substantial increase in hours actually worked, although there was 
a slight decrease in contractual working hours. 

The improvement in labour productivity derived not only from 
cyclical factors but also from the restructuring that has been taking 
place since the end of the seventies. In short, this has involved a 
drastic contraction in labour inputs — achieved partly through 
recourse to the Wage Supplementation Fund and partly by reducing 
the labour employed — and a period of intense investment and 
automation that has led to the installation of new, more flexible 
machinery that can be adapted more easily to increased market 
fluctuations. This retooling of industry was due to a number of factors, 
including the availability of high technology goods that are relatively 
easy to use, the high rate of increase in labour costs, the considerable 
constraints on manpower management until the end of the seventies 
and the decline in expectations of sustained growth in output in the 
medium to long term. 

These factors together induced firms to move towards methods of 
production with a low labour content but requiring a higher level of 
skill. However, this trend was not uniform in all branches of industry, 
which fell into two broad groups: on the one hand engineering and 
basic industries (metals, chemicals and pharmaceuticals) and, on the 
other, industries producing traditional consumer goods. In the first 
group, employment was stable or increasing up to 1980; from then 
onwards there was a substantial reduction in the numbers employed 
and a parallel increase in productivity. The productivity gains are even 
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more obvious if one looks at the figures corrected to take account of 
the Wage Supplementation Fund; for example, adjusted productivity 
increased by 60 per cent in the chemicals and pharmaceuticals sector 
between 1980 and 1984, while in the metals industry it rose by 20 per 
cent (Figure 7). Within the engineering sector a further distinction 
should be made between firms producing transport equipment and 
other companies, in which restructuring proceeded more slowly. The 
second group of industries (textiles, leather and skins, footwear, food) 
was already experiencing a slight reduction in the demand for labour 
in the early seventies, though the tendency strengthened in 1983-84; 
productivity gains in these industries were therefore more sustained 
over the entire period under consideration. 

The different strategies adopted appear to be linked to the type of 
goods produced and the size of firms ; basic industries and those 
producing transport equipment, where companies are large, were 
restructured mainly by introducing new high-technology capital goods 
to replace labour; traditional light industries, where enterprises are 
predominantly smaller, experienced a less marked reduction in 
employment, partly owing to the greater flexibility of their workforce. 
The two groups also differ in their recourse to the Wage 
Supplementation Fund. Although recourse to the Fund has increased 
in all industries, it has assumed key importance in engineering, 
steelmaking and chemical firms and has strongly influenced the 
process of restructuring in these industries, whereas it is less 
important, though far from negligible, in textile and food processing 
companies. 

The labour force continued to expand in 1984. The increase of 
217,000, or 1 per cent, was due mainly to the greater relative size of the 
central age groups, which have high activity rates. However, only 
women increased their participation in the labour force. This 
difference in growth trends has been a feature of the Italian labour 
market for the last ten years. If the increase in the labour force over the 
period from 1975 to 1984 is broken down into one component 
ascribable to population changes at constant activity rates and another 
due to changes in labour market participation at constant population, 
the difference in the behaviour of the two components is clearly visible 
(Figure 8); the substantial increase in the female labour force is due 
largely to the continued growth in activity rates, while the modest 
increase in the male labour force appears to have been caused only by 
demographic factors, partly offset by a decline in activity rates. 

The number of persons seeking work increased further to almost 
2,500,000 as a result of the trends described above. The overall 
unemployment rate rose to 10.4 per cent, or 12.2 per cent if the worker 
equivalent of the hours paid by the Wage Supplementation Fund 
are included. In the course of the year, however, there was a 
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Figure 7 

VALUE ADDED, EMPLOYMENT AND PRODUCTIVITY 
IN MINING AND MANUFACTURING 

(indices, 1970 = 100) 
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Figure 8 

ACTUAL AND THEORETICAL LABOUR FORCE 
UNDER VARIOUS POPULATION 

AND ACTIVITY RATE HYPOTHESES 
(thousands) 

slight decrease from 10.6 per cent in the first quarter to 10.2 per cent in 
the last, chiefly on account of the strong expansion of employment in 
the services sector. As in 1983, the largest increase in unemployment 
occurred among those who had previously held a job (35.6 per cent), 
while for the first time for several years the number of young people 
seeking their first job decreased appreciably (9.6 per cent). These 
changes may indicate a reduction in the rigidity of the labour market 
as a result of modifications in the system of industrial relations and 
new legislation to make recruitment quicker and more flexible. 
Nevertheless, some degree of caution should be exercised in assessing 
these developments, owing to the amendments made in the Istat 
employment surveys, which may have led to some reclassification of 
persons seeking employment. 

Wages and labour costs 

In the economy as a whole, the rate of growth in actual per capita 
wages slowed down from 14.6 in 1983 to 11.5 per cent in 1984; as 
consumer prices rose by 10.8 per cent, there was a slight increase in 
real incomes. This overall rise was the result of different developments 
in the various sectors. In general government, gross per capita wages 
increased by more than 2 per cent in real terms, while in mining and 
manufacturing the increase came to 1.1 per cent, after adjustment 
to take account of the Wage Supplementation Fund (Figure 9). In 
the other sectors, by contrast, real wages remained more or less 
unchanged. 
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Figure 9 

NOMINAL AND REAL PER CAPITA WAGES 
AND THE PERCENTAGE PROTECTION OF WAGES 

IN MINING AND MANUFACTURING (1) 

(percentage changes over the same quarter of the previous year, percentage of 
inflation protection. Data net of persons covered by the Wage Supplementation Fund) 
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The general slowdown in wage growth was due to the 
deterioration in labour market conditions, which is now having a 
perceptible impact on all parts of the labour force, in contrast to what 
happened up to the beginning of the eighties. The effect of this 
situation was strengthened by the measure fixing wage adjustments 
in advance, which cut four points off the scala mobile indexation 
mechanism in the first two quarters of the year. 

The degree of inflation-proofing provided by wage indexation 
declined temporarily from 65.5 per cent in 1983 to 44.5 per cent as a 
result of the above measure; but for this, the degree of protection 
would have been 60 per cent. According to elasticity data, calculated 
to take account of institutional lags between movements in the price 
index and wage adjustments, the degree of protection may be put at 
around 55 per cent in the absence of government action. 

The slowdown in the rate of wage increase together with the 
strong rise in productivity led to a marked reduction in the growth in 
unit labour costs. The increase in mining and manufacturing was 
particularly small, falling from 15.3 to 5.3 per cent, the lowest value 
since 1972, mainly owing to the large productivity gains in the sector. 
The rate of increase in unit costs was halved in market services and 
construction; only agriculture moved against the general trend owing 
to a fall in productivity. 

Prices 

The slowdown in domestic prices continued in 1984; the average 
annual rate of inflation, measured in terms of consumer prices, fell 
from 14.7 to 10.8 per cent, the smallest rate of increase recorded in the 
last decade and only slightly above the target rate. The inflation 
differential in relation to the other industrialized countries, which had 
exceeded 8 percentage points in 1983, narrowed considerably; in the 
final quarter of 1984 it was between 4 and 5 points vis-à-vis both the 
OECD area and the EEC countries as a whole. 

The process of curbing inflation, which began in mid-1980 after 
the rate of price increase had reached around 20 per cent, was initiated 
by the change in monetary policy, which created a favourable climate 
despite the large and growing public sector deficit by avoiding demand 
pressures or excessive liquidity that could have spilled over onto the 
foreign exchange markets, thereby triggering a wage/price spiral. The 
period under consideration can be divided into two phases 
(Figure 10). The first (1981-82) was characterized by the persistence of 
adverse external effects, such as the second oil shock and the steady 
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appreciation of the dollar; the second (1983-84) saw the introduction 
of a coordinated wages and prices policy in Italy for the first time. The 
measures taken during the second phase served the common objective 
of curbing inflation, but they differed in kind. The reduction in the 
degree of wage indexation in January 1983 permanently reduced the 
role of the automatic components of wage determination. By contrast, 
the predetermination of cost-of-living adjustments in February 1984 
had an impact on inflation, albeit a temporary one, by curbing labour 
costs and seeking to influence expectations. The measures involved 
announcing targets for the rise in prices, loosening the link between 
past and future inflation by setting cost-of-living adjustments in 
advance and controlling the rise in administered prices and public 
service charges. 

Figure 10 
WHOLESALE AND CONSUMER PRICES 

(changes in monthly indices over the corresponding period of the previous year) 

The results of these policies can be examined more easily by 
considering the various causes of inflation. Table 10 shows the rates of 
change in the main costs incurred by mining and manufacturing 
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and the variation in these sectors' output prices, the main variable 
determining consumer prices. It indicates the strong containment of 
total costs, which rose in the last two years at only half the rate 
recorded previously. The increase in unit labour costs declined 
dramatically, owing both to the gains in productivity and efficiency 
described above and to the curbing of the nominal growth in labour 
incomes as a result of the policies pursued. Moreover, fixing the 
degree of wage indexation in advance in 1984 seems to have had a 
significant effect on inflation expectations. This certainly aided the 
fight against inflation by having a positive impact on the determinants 
of the prices of production factors and products. 

Table 10 
TOTAL UNIT COSTS AND FINAL PRICES 

IN MINING AND MANUFACTURING 
(% changes) 

The reduction in domestic inflationary pressures was aided by the 
sharp deceleration in the prices of foreign inputs, which slowed down 
from 22.1 per cent in 1981-82 to 8.3 per cent in the two subsequent 
years. This development was encouraged by the relative stability of the 
lira against the main European currencies, whereas the continuous 
appreciation of the dollar was partly offset by the fall in world market 
prices for raw materials and finished products. 

The factors described above were reinforced in 1984 by the 
freezing of rents and a policy aimed at curbing the rise in public 
service charges. In contrast to the previous year, the rate of increase in 
these charges and administered prices remained within the limits set. 
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TIE BALANCE OF PAYMENTS ON CURRENT ACCOUNT 

Merchandise trade 

The trade balance on a transactions basis recorded a deficit of 
19,163 billion lire, an increase of nearly 7.7 trillion lire on 1983. Most 
of this was due to the performance of trade volumes, since the terms 
of trade only worsened by around 1.5 per cent, principally as a 
consequence of the sharp rise in the dollar. 

Almost half the deterioration in the trade balance was due to the 
3.7 trillion lira widening of the energy deficit, while nearly all the 
rest was accounted for by the increase in the structural deficit 
of agriculture (1.8 trillion) and the decrease in the surplus of 
manufacturing industry (1.3 trillion). 

The pick-up in domestic activity over the year and the financing 
difficulties with some Eastern European and OPEC countries were the 
principal reasons why the growth in the volume of Italy's exports was 
below that in its export market (6.6 per cent as against 7.9 per cent). In 
addition, Italy's competitiveness declined with respect to the other 
EEC countries, though this was partly offset by gains vis-à-vis North 
America and Japan. Italian exports lost market share in several major 
countries, while gaining ground (0.2 per cent) only in the United 
States. 

The pronounced rise in imports (9.1 per cent in volume) was 
primarily the result of domestic demand having grown faster 
throughout the year than in the other Community countries, while 
compared with the other major countries it grew slower than in the 
United States, Canada and Japan. 

The divergences between Italy and other countries with regard to 
the performance of domestic demand and competitiveness are 
reflected in the geographical composition of Italy's trade. The balance 
with the rest of the EEC worsened by 4.45 trillion lire, while that with 
North America improved by almost as much. The balances with the 
Eastern European and OPEC countries also worsened substantially —
the former by around 2.5 trillion lire, exclusively on trade with the 
Soviet Union and Romania; the latter by around 0.7 trillion, primarily 
as a result of larger deficits with Algeria and Libya. In both these areas 
a considerable increase in Italy's imports, for the most part of oil and 
gas, was accompanied by a small rise or a fall in the value of its 
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exports. This situation is partly the result of the international and 
bilateral constraints on the granting of preferential credit conditions, 
an important element in the support of exports to these countries. 

Internationalization of the Italian economy and the external constraint 

The trade deficit has steadily increased since the early seventies, 
even though Italy has been more successful than the other EEC 
countries in maintaining its share of world trade in manufactures and 
has recorded growing surpluses in this sector. The breakdown of the 
trade accounts of the last fifteen years shows that the deficits have 
been concentrated in agriculture, raw materials, energy, and a number 
of manufacturing products (basic metals, food and tobacco, and 
chemicals). 

The proportion of the total shortfall of the deficit sectors offset by 
manufacturing surpluses declined sharply after both the oil crises from 
the 80 per cent of the early seventies and has averaged around 71 per 
cent over the last three years (Figure 1 1). 

Figure 11 

PERCENTAGE COMPOSITION OF SECTORAL TRADE DEFICITS 
AND THE PERCENTAGE OF THEIR TOTAL COVERED 

BY MANUFACTURING SURPLUSES 
(at current prices) 

The changes that have occurred over the last ten years in relative 
factor prices and the demand for goods, coupled with the spread of 
new technologies and the sharpening of international competition, 
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have entailed a far-reaching adjustment in industry. The link between 
this and Italy's trade performance appears to be extremely close. The 
new combinations of productive factors, with greater use being made 
of intermediate inputs and highly flexible capital goods, have led to 
greater imports. Furthermore, the extensive innovations introduced in 
products and production processes, with the ensuing efficiency gains, 
have promoted greater export specialization and encouraged the 
internationalization of the Italian economy. 

The average ratios of imports of intermediate and final investment 
goods to domestic output over the last six years rose by respectively 42 
and 15 per cent compared with the previous ten years. Over the same 
lapse of time there was also a substantial increase in imports of both 
durable and non-durable consumer goods, excluding food (Figure 12). 

Rises in import penetration have generally been coupled with 
even larger increases in the share of domestic production exported 
(Figure 12). The latter, which have often actually preceded the rise in 
imports and provided a partial explanation of their performance, 
appear to be the result of the enhanced specialization mentioned 
earlier, a process that has chiefly concerned traditional sectors. 

The fact that Italy, unlike its major competitors, has inter-
nationalized its economy primarily through specialization in 
traditional sectors should not, however, be allowed to overshadow the 
general improvement in the quality of output stemming from the 
innovations made in products and production processes. 

Invisibles 

The surplus on invisibles amounted to 5,597 billion lire, 268 
billion less than in 1983. The small rise in the surplus on foreign travel 
and unrequited transfers was more than offset by the nearly 1 trillion 
lira increase in the deficit on income from capital, which rose to 6,855 
billion. 

The heavier net interest burden was the combined effect of the 
slight rise in international interest rates compared with 1983, the 
increase in the net external debt expressed in dollars and, in particular, 
the depreciation of the lira against the dollar. 

The growth in Italy's external interest burden in the eighties has 
helped to tighten the external constraint by reducing the contribution 
of invisibles to the financing of the trade deficit. In the period 1981-83 
the deficit on income from capital averaged 56 per cent of the tourism 
surplus; in 1984 the ratio rose further to over 60 per cent. 
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Figure 12 

IMPORT PENETRATION, EXPORT PERFORMANCE 
AND SECTORAL PLANT CAPACITY UTILIZATION 

(indices, 1970 = 100 and % ratios) 
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After improving substantially for two years, the surplus on foreign 
travel only recorded a small increase of 458 billion lire, giving a total 
of 11.4 trillion. While tourism prices rose by 12.2 per cent in Italy, 
receipts grew by only 9.7 per cent. The decrease of approximately 3 per 
cent in the number of foreign tourists at a time when international 
tourist flows were expanding resulted in a further reduction in Italy's 
share of the world market. 

Italian residents' expenditure on foreign travel amounted to 3,686 
billion lire in 1984, an increase of 33 per cent compared with the 
previous year. The rise in real expenditure reflected both the increase 
in real incomes in Italy and the deterioration in the Italian tourist 
industry's competitive position. The normal factors explaining 
outward tourism thus produced their full effects, especially in view of 
the liberalization of tourist allowances that was implemented in the 
spring. 
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CAPITAL FLOWS 

Movements of non-bank capital produced a net inflow of 2,363 
billion lire last year, compared with one of 1,900 billion lire in 1983 
(Table 11). Net borrowing abroad by the banks in the first two quarters 
of 1984 almost equalled the figure for the whole of 1983, but the inflow 
from this source slowed down in the second half of the year. Over the 
year as a whole, net inflows of banking capital amounted to more than 
5 trillion lire and were entirely translated into official reserves. The lira 
remained almost continuously above the narrow band of fluctuation 
within the European Monetary System, notwithstanding some periods 
of weakness, while the US dollar appreciated by 16.7 per cent against 
the Italian currency. 

Table I1 
CAPITAL FLOWS 

(net, in billions of lire) 

Investment and foreign loans 

Direct investment continued to show a de ficit, as it has since the 
beginning of the eighties, but the net outflow declined from 1,423 
billion lire in 1983 to 1,238 billion lire last year. 

Net foreign investment in Italian companies rose from 1,807 to 
2,267 billion lire, while Italian investment abroad increased from 3,230 
to 3,505 billion lire. Both developments reflected the increasing 
internationalization of Italian industry, which has gained momentum 
in recent years. Italian investment abroad and foreign investment in 
Italy outstanding at the end of the year totalled almost $20 billion, 
with a net position of $1.3 billion in Italy's favour. 
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Portfolio investment generated a net inflow of 173 billion lire 
against 353 billion lire in 1983. 

The inflow of foreign capital (net of disinvestment) amounted to 
535 billion lire, slightly less than that recorded in 1983 (603 billion 
lire); it was the result of gross flows of more than 5 trillion lire in 
each direction, almost double those of the preceding year. The 
attractiveness of Italian government securities to foreign investors was 
enhanced by the favourable yield differentials over similar securities 
denominated in other currencies, and especially European currencies, 
as a realignment of the lira within the EMS was not expected in the 
short term. The substantial volume of securities transactions last year 
reflects the short maturities of some newly subscribed paper and 
portfolio adjustments consequent on interest rate developments during 
the year. 

The net outflow of Italian capital increased slightly to 362 billion 
lire. The gross figure was 1,766 billion lire, more than half of which 
represented purchases of units in foreign investment funds. However, 
part of this outflow was repatriated as a result of the investments in 
Italian securities which foreign funds are required to make under the 
regulations governing their activities in Italy. On the other hand, 
purchases of foreign securities by Italian investment funds were still 
negligible. Official restrictions on their foreign operations were eased 
at the end of the year in the context of a partial liberalization of 
foreign investment by residents. 

Foreign loans, net of repayments, amounted to 4,205 billion lire, 
almost the same as the figure for 1983 (4,269 billion lire), which, in 
turn, was less than half the total for the year before. The public sector 
component increased substantially from 3,618 to 5,669 billion lire, two 
thirds of which was incurred in the last few months of the year, 
whereas the private sector component, which had contracted sharply 
in 1983 from almost 5,000 to 651 billion lire, showed a deficit for the 
first time since the end of the seventies, with repayments exceeding 
new loans by l,464 billion lire. 

Medium and long-term export finance 

The ability to offer adequate amounts of credit at attractive 
interest rates for periods longer than the short term to potential foreign 
buyers, and especially those in planned economies and developing 
countries, is now almost as important as price and quality 
considerations in determining the competitiveness of Italian exports. 
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Among the credit facilities granted by residents and recorded in 
the balance of payments, longer payment terms conceded by suppliers 
themselves have expanded by more in recent years than financial 
facilities permitting foreign buyers to pay for their purchases 
immediately. 

Exports of goods have also been stimulated by buyer facilities 
granted by foreign banks under the Italian system of official subsidies 
for export credit; these facilities are not reflected in the balance of 
payments. 

Official medium and long-term support for exports, which is 
provided by Mediocredito Centrale and SACE in their respective 
spheres, showed signs of recovering some of the ground it had lost in 
1983. 

The financial difficulties afflicting some of the non-oil developing 
countries of Latin America and Africa have caused lenders to curtail 
lending to these countries. Special problems have arisen for countries 
such as the Soviet Union and Algeria, which have frequently 
considered financial arrangements compatible with the Consensus to 
be unsatisfactory. This situation has limited the growth in their 
purchases of Italian goods but has favoured countries with low 
domestic interest rates able to offer credit facilities in domestic 
currency at rates acceptable to borrowers and in line with the 
international agreements. 

More generally, recent amendments to the Consensus rules have 
led to a gradual reduction in permitted interest rate subsidies by 
raising minimum rates at a time of stable or falling market rates. 

The Government recently discussed the need to resolve these 
problems and also expressed its intention to encourage the use of the 
ECU in international financial transactions, especially with countries 
exporting fuel and primary products. The ECU is now one of the 
low interest rate currencies recognized by the Consensus, with a 
commercial reference rate ascertained by the EEC Commission on the 
basis of provisional criteria. 

Short-term capital flows, external debt and the exchange rates of the lira 

The net inflow of short-term funds, in the form of trade credit and 
banking capital, rose from the 1983 figure of 5,616 to 5,883 billion lire. 
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There was a net inflow of 745 billion lire in respect of short-term 
trade credit, compared with one of 616 billion lire in 1983. The surplus 
on flows of banking capital also increased slightly, from 4,996 to 5,138 
billion lire. 

The main net creditor countries of Italian banks at the end of 
the year were Switzerland, the United Kingdom and France, with 
claims of 8,504, 5,250 and 4,064 billion lire respectively. The position 
vis-à-vis France was considerably higher than in the previous year, so 
that France may now be regarded as a major creditor of Italian 
banks alongside the other two countries, which have long possessed 
important international banking centres. The currency distribution of 
the banks' foreign positions reveals the substantial increase in ECU 
transactions: gross liabilities denominated in ECUs accounted for 10 
per cent of the total (excluding liabilities in lire), whereas net ECU 
liabilities made up a little less than a quarter of the banks' overall net 
foreign currency debt. Bank lending in ECUs to residents accounted 
for almost as large a share of total lending in foreign currency. 

Financing of the current account deficit recorded in 1984 resulted 
in a worsening of Italy's overall net external position. Including gold 
reserves and expressed in dollars at year-end exchange rates, it fell 
from $7.2 to 0.5 billion; if gold reserves are excluded, net debt 
increased from $19 to 21.1 billion. The net debtor financial position, 
which excludes assets and liabilities in respect of investment as well 
as gold, increased from $21 to 23.5 billion. 

The renewed increase in net financial liabilities, after a year in 
which they had remained more or less stable, raised the ratio of debt to 
GDP from 6.5 to 7.4 per cent and to exports of goods and services 
from 24.1 to 26.2 per cent (Table 12). 

Table 12 

NET FINANCIAL POSITION AS A RATIO TO GDP AND EXPORTS 
(percentages) 

From the beginning of 1984 to the end of March 1985 the lira 
depreciated by 8.5 per cent in effective terms and by 16.2, 5.0 and 4.0 
per cent respectively against the dollar, the Deutschemark and the 
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ECU. It lost ground within the EMS, but maintained its position above 
the fluctuation band for most of the year. In March 1985 its market 
value fell below the central rates. Since 22 March 1983, when the 
currencies participating in the exchange rate agreement were last 
realigned, the lira has depreciated by 27.2 per cent against the dollar, 
by 6.3 per cent against the mark and by 6.4 per cent against the ECU; 
its effective rate has come down by 13.9 per cent. 
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PUBLIC FINANCE 

The corrective measures taken in 1984 slowed down the fast-rising 
trend of the borrowing requirement of the public sector (general 
government as defined in the national accounts plus autonomous 
government agencies). Nonetheless, the PSBR rose from 91.5 trillion 
lire in 1983 to 102.5 trillion in 1984, while remaining just below 17 per 
cent as a ratio to GDP (Table 13). The funding needs of the state 
sector, which differs from the public sector by excluding the social 
security institutions, local government and part of the central 
government, rose from 88.6 to 95.35 trillion lire but nonetheless 
declined in relation to GDP from 16.4 to 15.6 per cent. The different 
growth in the two sectors' borrowing requirements was the result of 
banks having been made responsible for the settlement of part of local 
health units' accrued liabilities, thereby reducing these bodies' 
drawings from the Treasury while entailing a corresponding increase 
in their recourse to the banking system. 

Table 13 
BORROWING REQUIREMENTS (1) 

(as a percentage of GDP) 

The slowdown in the growth in borrowing requirements was 
primarily due to the reduction in the balance of financial operations as 
a result of specific measures. The introduction of the centralized 
Treasury account curbed the expansion of the net disbursements of the 
central government to decentralized public bodies and thus reversed 
the rising trend of their balances with the banking system. For the 
public sector as a whole these balances decreased by 150 billion lire, 
compared with an increase of 5.7 trillion the previous year. 
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Disbursements to public corporations fell by roughly 2.9 trillion lire, 
partly as a result of their improved cash flows. 

Analysis of the budget operations that most directly influence 
economic activity shows that fiscal policy had an expansionary effect 
on domestic demand and that this will carry over into this year. Even 
combined with the cyclical recovery, the measures taken to increase 
revenues and reduce expenditures failed to prevent a large increase in 
the net borrowing of the public sector. This rose from 69.8 trillion lire 
in 1983 to 89.8 trillion in 1984, or from 13.0 to 14.7 per cent of GDP 
(Table 14). 

Table 14 

MAIN INDICATORS OF PUBLIC SECTOR FINANCES 
(as a percentage of GDP) 

The expansionary impulse is found to be greater if it is assessed 
by deflating the various revenue and expenditure items and taking 
account of the loss of purchasing power incurred on the net liabilities 
of the public sector. This remains true even if the assessment is 
extended to include expenditure on financial items, which support 
economic activity in much the same way as transfer payments between 
1983 and 1984 and fell sharply. 

On the revenue side, the measures taken prevented the tax to 
GDP ratio from falling, as it would otherwise have done after the 
considerable rise recorded in 1983. Including the levies accruing to the 
EEC, the ratio remained steady at the 42 per cent level. The measures 
basically involved increases in corporate income tax and withholding 
tax on interest, a temporary change in the instalments of the latter, and 
a condonation of social security offences. 

On the expenditure side the postponement of the payment of 
pension cost-of-living increases and the adoption of the target inflation 
rate for their calculation, together with the introduction of means 
testing for some social security benefits, produced an estimated saving 
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in expenditure of around 2 trillion lire. According to the national 
accounts, the ratio of public sector spending (excluding financial 
operations) to GDP rose from 59.6 to 60.3 per cent. This was primarily 
due to the increase in expenditure on capital account and to the rise in 
the interest burden caused by the expansion of the debt. 

In particular, provisional data indicate that, despite the limits 
set on public sector wages and recruitment, the expenditure for 
compensation of employees went up in line with national income. 
Central government transfers to INPS exceeded the amount fixed in 
the Finance Law by more than 4 trillion lire. Health expenditure 
pertaining to 1984 also exceeded the budget appropriations to the 
National Health Fund. 

The stock of public debt grew from 455 trillion lire at end-1983 to 
560.5 trillion at end-1984, and from 84 to 92 per cent of GDP. The 
share of the debt held by the market increased most (from 375.3 trillion 
to 467.6 trillion), while the ratio of central bank financing to the total 
debt decreased slightly (from 17.5 to 16.6 per cent), notwithstanding 
the large expansion in such financing to meet the needs of the 
Treasury. 

The recent policy of lengthening the maturity of the debt was 
continued in 1984. The substantial results achieved owed much to the 
slowdown in inflation. The proportion of the total debt consisting of 
medium and long-term securities in the market rose between end-1983 
and end-1984 from 33.1 to 37.3 per cent. That of Treasury bills, by 
contrast, continued to decrease (from 30.3 to 27.3 per cent). 

The effect of the policies pursued is brought out more clearly by 
the lengthening in the average residual life of securities in the market. 
After falling to a low of just over a year in 1982, it rose to around a 
year and a half at end-1983 and to nearly two and a half years at 
end-1984. These results reflect the greater use of Treasury credit 
certificates and the gradual lengthening of their maturities from two to 
seven years. 

The outlook for 1985 

The fiscal policy formulated in the Finance Law and other 
important measures was designed, on the one hand, to prevent a fall in 
the tax to GDP ratio and, on the other, to keep the growth rates of 
expenditure on current and capital account down to respectively 7 and 
10 per cent. The aim was to prevent the state sector borrowing 
requirement from exceeding the target then obtaining for 1984. In the 
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absence of corrective measures, the budget deficit would have 
worsened. 

On the revenue side the programme included not only the 
extension of extraordinary surtaxes and the earlier increases in 
advance payments of IRPEF and ILOR but also a reduction in the 
scope for VAT evasion and a condonation of building offences. 

On the expenditure side, limits similar to last year's have been set 
on the recruitment of public employees, the Treasury financing of 
INPS and increases in public employees' wages. Simultaneously, 
however, pension increases have been approved for retired workers 
from both the private and the public sector that are expected to 
amount to nearly 4 trillion lire in 1985 (including the entitlements 
accrued in 1984) and to around 10 trillion when the measures produce 
their full effects in 1988. 

According to the Report submitted to Parliament by the Treasury 
Minister in February of this year, the state sector borrowing 
requirement, fixed in the Government's Forecasting and Planning 
Report at 96.3 trillion lire, is likely to amount to 99.9 trillion. 

Turning to revenues, it is worth stressing that, on the one hand, 
the receipts from some important taxes, including the withholding tax 
on interest, are likely to exceed the official forecast while, on the other, 
the time needed to implement the building offences condonation 
makes it unlikely that the forecast yield of 5 trillion lire will be realized 
in 1985. Moreover, the achievement of an unchanged tax to GDP ratio 
still requires the implementation of the increases in taxation 
announced in the Forecasting and Planning Repo rt . 

Achievement of the objectives on the expenditure side also 
appears to be far from certain. Even if inflation is on target, wages are 
likely to rise about one point faster than indicated in the Finance Law. 
The overshoot of the forecast for pensions could prove to be even 
larger than that indicated for wages. If both the recent pension 
increases and the corresponding accrued entitlements were to be paid 
in full during the year, the growth rate of this item would be nearly 
twice the 7 per cent targeted for current expenditure. Outlays on 
investment may also expand faster than foreseen, primarily owing to 
cost overruns due to the higher rates of inflation of earlier years. 

The picture that emerges shows that the imbalances in public 
finances are still serious. Expenditures continue to grow faster than 
revenues even though the tax to GDP ratio has been substantially 
raised in recent years. Indeed, it is now in line with the average of the 
other major EEC countries, even though Italy's per capita income — 
one indicator of taxpaying ability — is below theirs. 
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THE MONEY AND FINANCIAL MARKETS 

The outcome for the year 

The central bank sought to maintain monetary and exchange 
conditions that would enable the slowdown in inflation to continue. 
The rise in investment, which was encouraged by the improvement in 
the general economic climate, produced a substantial increase in the 
demand for credit. As the year proceeded, the need for the large public 
deficit to be financed, and especially for vast amounts of accumulated 
debt to be renewed, exerted an increasing influence on monetary 
policy, which was reflected in the high level of real interest rates. 

The monetary and credit aggregates were regulated via control of 
the monetary base supplemented by three changes in the official 
discount rate — two reductions in the first part of the year and one 
increase in the second. After ten years, 1984 was the first year in which 
monetary policy operated without the support of the ceiling on bank 
lending. Despite the cyclical upturn in the demand for credit, the new 
system of monetary control made it possible to maintain the required 
degree of restriction and to come close to the intermediate targets for 
credit and money. 

According to the plan for financial flows submitted to the 
Interministerial Committee for Economic Planning in September 1983, 
the state sector borrowing requirement was to be kept to 90.8 trillion 
lire in 1984, with the domestic component not exceeding 84.5 trillion. 
The expansion in lending to the non-state sector (which includes 
non-state public bodies, firms and households) was set at 38 trillion, a 
rate of increase of 12.5 per cent. This growth in the credit aggregates 
was consistent with the official objective of reducing the average 
annual rate of inflation to 10 per cent while keeping the external 
accounts in balance. Real GDP was forecast to rise by about 2 per cent 
and investment by 3 per cent. 

During the first half of 1984 the slowdown in inflation, coupled 
with the satisfactory performance of the external accounts and the 
moderate increase in the state sector borrowing requirement, permitted 
a reduction in Treasury bill yields of more than 2 points to below 15 
per cent. In February the official discount rate was lowered by one 
point to 16 per cent. In May the further slowdown in inflation allowed 
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an additional half-point decrease in the official rate, thus exploiting all 
the available scope for bringing down the cost of money. Throughout 
this period the growth in the money supply (M2) was below the 10 per 
cent target rate for the year judged compatible with the plan for 
financial flows. 

However, in contrast with the moderate growth in money, the 
lively demand for credit that developed after the first quarter began to 
push lending to the non-state sector off the growth path consistent 
with the objective for the year (Figure 13). Firms' strong demand for 
credit consequent on the recovery in production and the greater use of 
bank credit for liquidity was substantially added to by the demand of 
the non-state public bodies. Simultaneously, the elimination of the 
ceiling on bank lending and the scope for banks to draw on their large 
securities portfolios enabled them to pursue active loan expansion 
policies. This course was reflected in the downward trend of interest 
rates. 

Figure 13 
THE FINANCING OF THE NON-STATE SECTOR 

(seasonally adjusted; billions of lire; semi-log scale) 

The first signs of a deterioration in the external accounts, the 
increasingly rapid rise in bank lending and the upturn in the growth of 
the money supply meant that a number of restrictive measures had to 
be taken during the summer with the aim of curbing the acceleration in 
domestic demand. First, with the aim of slowing down the rapid 
expansion in banks' foreign currency lending, they were required not 
to increase their borrowing abroad from July onwards and then the 
discount rate was raised by one point in September. The yields on 
government securities also rose again, though to a lesser extent. This 
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upward adjustment in interest rates was followed by an increase in the 
issues of government securities, making monetary base control more 
effective and curbing the pace of bank deposit growth. 

The meeting of the Interministerial Committee for Economic 
Planning held at the end of September agreed on the need to keep the 
growth of the credit aggregates in line with targets reflecting the new 
macroeconomic situation, in which GDP was expected to grow one 
point faster than originally foreseen and investment two points faster, 
together with a slight worsening in the external current account. The 
target rate of increase in credit to the non-state sector was raised to 
14.5 per cent, corresponding to 44 trillion lire. 

The restrictive measures taken caused the annualized rate of 
growth in lending to the non-state sector to fall to 13.3 per cent in the 
last four months of the year, compared with 16.2 per cent over the first 
eight months. Specifically, the rate for bank lending dropped by half 
from 20.8 to 10.1 per cent, in part owing to the November change in 
tax regulations, which made it less advantageous to finance the 
purchase of tax-exempt securities with bank loans and thereby 
removed a factor distorting credit flows. The slowdown in bank credit 
was offset to some extent by faster growth in the lending of the special 
credit institutions in connection with the strengthening of the recovery 
in investment and, in the last few weeks of the year, by local 
authorities' heavy drawings on loans for public works. The expansion 
of total credit thus ended by conforming closely to the new official 
target for the year, which was overshot by less than one point 
(Table 15). 

Table 15 
CREDIT, MONEY SUPPLY AND FINANCIAL ASSETS 

(12-month growth rates) 
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The financing of the private sector and total domestic credit 

Lending to the non-state sector rose by 47,112 billion lire, at a rate 
of 15.3 per cent. This expansion was partly due to the more than 60 per 
cent increase on the previous year in the lending of the credit system to 
non-state public bodies to 7,017 billion lire. Total lending to the 
private sector (firms and households) rose by 13.4 per cent, as in 1983, 
and increased slightly in relation to GDP (Table 16). 

Table 16 

TOTAL DOMESTIC CREDIT AND LENDING TO THE PRIVATE SECTOR 

(changes in billions of lire) 

The elimination of the ceiling on bank lending led to an increase 
in the banks' share of the financing of the private sector. Despite the 
faster growth the special credit institutions recorded in the second half 
of the year, the increase in their lending fell more than 3 points below 
that of the banks. The upturn in investment boosted the momentum of 
leasing companies, which have now carved out a solid niche for 
themselves in the credit market, primarily among small and 
medium-sized firms. Factoring also gained ground with the start-up of 
new companies linked to large industrial groups. The development of 
these banking-related activities is described in greater detail in the 
section "The Special Credit Institutions and Leasing and Factoring 
Companies". 

Firms' borrowing was moderated by the high level of 
self-financing consequent on the improvement in their gross operating 
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profits and the smaller incidence of net financial costs. The latter 
stemmed not only from the drop in nominal interest rates but also 
from improved management of working capital. The rebuilding of 
stocks was kept in line with actual production needs and the 
composition of liquid assets shifted towards those offering higher 
returns. 

Firms raised a larger volume of equity capital than in the previous 
year. Even though 1984 was marked by cyclical expansion and 
increased investment, the ratio of firms' loan capital to their output did 
not rise. The drive to improve the balance between own and borrowed 
funds is benefiting from the opening of the share market to new 
intermediaries such as Italian investment funds, which started business 
in the second half of 1984. Although only a small portion of the funds' 
resources has so far been put into shares, their activity has improved 
the tone of the stock exchange, which has also benefited from inflows 
of foreign capital. Firms' greater profitability, coupled with 
expectations of lower interest rates and the prospect of greater stability 
in the market owing to the presence of institutional investors, revived 
savers' interest in shares. 

The public component of total credit again expanded much faster 
than that of the non-state sector. The state sector domestic borrowing 
requirement amounted to 91,364 billion lire, which was 6,864 billion 
above the original target and accounted for more than two thirds of the 
total flow of credit. Total domestic credit expanded by 138,476 billion 
lire or 19.5 per cent of the initial stock, as against 20.7 per cent in 1983. 
In relation to GDP, the flow of credit increased from 22.4 per cent the 
previous year to 22.6 per cent. 

Financial assets 

The expansion of total domestic credit described above led to the 
private sector's financial assets rising by 20 per cent, which was the 
same as in 1983 and almost twice the 1984 increase in GDP. To ensure 
that this flow of financial assets would be taken up by the private 
sector without creating money at a faster pace than the nominal 
increase in incomes, real interest rates on government securities had to 
be kept high. With reference to effective consumer price inflation, the 
real yield on six-month Treasury bills averaged around 5 per cent over 
the year, as in 1983. A rise in the first part of 1984 was followed by a 
gradual decrease in the second, so that at the beginning of 1985 the 
real rate returned to its autumn 1982 level (Figure 14). 
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Figure 14 

REAL RATE OF INTEREST ON 6-MONTH TREASURY BILLS 

(1) The nominal Treasury bill rate, calculated as the average of the last month of each quarter and the first month of the next, 
deflated by the annualized change in consumer prices over the six following months. — (2) The nominal Treasury bill rate, 
calculated as in footnote (1) above, deflated by the annualized expected change in consumer prices over the six following 
months compared with the six previous months using Mondo Economico survey data. 

Partly as a consequence of the narrowing of the interest rate 
differential between government securities and bank deposits, the 
growth in the money supply in the second half of 1984 was slightly 
above the planned path, amounting to 11.8 per cent in December. Net  
of bank CDs, the growth in the money stock amounted to 10.9 per 
cent, compared with 12.5 per cent in 1983. The slowdown between the 
two years can be attributed in part to the reduction in the bank 
deposits of decentralized public bodies, which had to transfer part of 
their liquidity to the centralized Treasury account in 1984 in 
accordance with recent legislation. 

The moderate growth in the money supply, notwithstanding the 
upward revision of the targets for credit during the year, was made 
possible by the substantial increase in the bonds and government 
securities purchased by firms and households, who together took up 84 
per cent of total net issues. The private sector's securities portfolio 
grew by 39 per cent, after expanding by 47 per cent in 1983. The strong 
demand for securities, sustained for most of the year by expectations 
of lower interest rates, permitted a reduction in the proportion of 
shorter-term securities. 
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The gradual reduction in inflation over the last three years 
combined with the cautious policy for lowering interest rates to 
support households' demand for securities and enable the growing 
supply of public sector financial assets to be placed (Figure 15). The 
money supply remained stable in relation to income, but the ratio of 
total private sector financial wealth to GDP rose from 99 to 117 per 
cent between end-1981 and end-1984, at an even faster pace than in the 
early seventies, the previous period of very rapid growth in debt and 
financial assets. Such rapid expansion of the debt aggravates the risk 
that potential excess demand will suddenly be unleashed in the 
markets for goods and money, thereby generating instability that could 
jeopardize the results obtained in the fight against inflation. Today's 
rate of increase in overall debt cannot be maintained except by 
keeping interest rates at such a high level as to impair investment, 
employment and public finances, and thus push the ratio of financial 
assets to GDP even higher. This vicious circle can only be avoided by 
putting a brake on the expansion of the public debt with measures 
curbing the growth in current expenditure net of interest payments. 

Figure 15 

FINANCIAL ASSETS OF THE PRIVATE SECTOR 

(% ratios to GDP; seasonally adjusted averages) 
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The prospects for 1985 

The fall in the rate of inflation and the less pronounced growth in 
lending to the private sector permitted the authorities to lower the 
discount rate to 15.5 per cent at the beginning of 1985. In the first 
quarter of this year the yield curve shifted downwards across the 
board. The November 1984 change in the tax regulations governing 
firms' holdings of tax-exempt securities made it advantageous for 
banks not to dispose of securities from their portfolios. In January and 
February this resulted in the seasonally high demand of the public for 
securities being concentrated on Treasury credit ce rtificate issues, 
which were relatively small in comparison with the borrowing 
requirement. Another reason for demand having been so high was that 
investors heavily oversubscribed to counter proportional allotment. 
This temporary effect rapidly died away and by March the changed 
state of inflation expectations had already caused a fall in the demand 
for government securities. Faced with a substantial rise in the 
borrowing requirement, the Treasury was forced to use nearly all its 
overdraft facility with the Bank of Italy. Continued difficulty in raising 
funds in the market made it necessary to raise the yields on 
government securities by nearly one point. 

Partly with the aim , of preventing instability in the financial 
markets, in the early months of 1985 the central bank allowed bank 
deposits and reserves to expand faster than was consistent with the 
plan for financial flows. This is based on growth in M2 of around 10 
per cent, in line with that in GDP. The annual rate of growth in the 
money supply rose to 18 per cent over the first four months of the year. 
Net  of certificates of deposit, issues of which expanded substantially, 
the money supply grew by 15 per cent. A gap thus opened between the 
rates of money supply growth and credit expansion. Despite the 
upturn in bank lending in April, the increase in credit to the non-state 
sector in the first four months was in line with the 12 per cent annual 
target set last autumn by the Interministerial Committee for Economic 
Planning. 

Nonetheless, the present pace of state sector borrowing is pushing 
the expansion of total domestic credit off the path consistent with the 
plan for financial flows. As mentioned above, the faster-than-expected 
rise in the borrowing requirement has so far led to an acceleration in 
the growth of the money supply. The liquidity preference of savers and 
firms has been accentuated by the uncertainty about the cyclical 
development of the economy and the future course of prices. 
Corrective measures to curb the public deficit and put inflation back 
on a downward course are needed in order to improve expectations 
and thus reinforce central bank action to mop up the excess liquidity 
that might otherwise spill over into increased consumption and 
imports. 
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THE CENTRAL BANK'S OPERATIONS AND 
CONTROL OF THE MONETARY BASE 

Control of the monetary base 

The monetary authorities' task of controlling the growth in the 
monetary base and bank reserves in the light of the objectives for 
credit and money was made easier in 1984 by the strong demand for 
government securities, attributable in part to the improvement in 
inflation expectations. Faced with a sharply rising demand for credit, 
banks were able to increase their lending faster than their deposits for 
most of the year by rearranging their balance sheets after the removal 
of the ceiling on lending and substantially increasing their borrowing 
from abroad. In this way the banks further lengthened the lag with 
which central bank action affected the supply of credit to the private 
sector. 

The pursuit of the objectives for credit and money required 
several changes in the discount rate and the yields on government 
securities. Credit control was also reinforced by the limit set on banks' 
net foreign borrowing, which had been stimulated in the first half of 
the year by favourable interest rate differentials and expectations of 
stable exchange rates. 

Table 17 

MONETARY BASE AND BANK DEPOSITS 
(percentage changes on an annual basis) (*) 
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In 1984 the monetary base and bank reserves increased by 
respectively 13,847 and 9,986 billion lire (12.5 and 14.0 per cent, after 
adjusting for the changes in the compulsory reserve ratio; Tables 17 
and 18), compared with 12,604 and 8,523 billion (13.3 and 14.1 per 
cent) in 1983. The growth of these two aggregates is less pronounced 
(respectively 11.4 and 12.2 per cent) when the end-December data are 
corrected for the abnormal rise in banks' cash balances caused by 
strikes in the banking industry. 

The composition of monetary base creation differed substantially 
from that of 1983 — the foreign sector contributed 5,141 billion lire, 
which was almost entirely attributable to the net borrowing of the 
banks and just over half the increase in the monetary base financing of 
the Treasury (10,028 billion lire). In 1983 the better performance of the 
balance of payments had resulted in the ratio between the two 
channels having been roughly the inverse, with the foreign sector 
contributing 8,840 billion lire and the Treasury 4,514 billion. 

The steady decrease in the direct participation of the central bank 
in the primary market for government securities and the increase in 
interventions to finance market operators both continued in 1984. Of 
the total net sales of government securities in the market, amounting to 
75,410 billion lire, 93.4 per cent were made at issue. The corresponding 
figures in 1983 and 1982 were 71.1 and 44.7 per cent. Interventions to 
stabilize liquidity were mostly in the form of temporarily financing 
banks by means of fixed term advances, temporary purchases of 
securities and the financing of subscriptions of government securities. 
The net value of these operations was small, while their gross value 
amounted to 88,635 billion lire, compared with 49,101 and 19,329 
billion in 1983 and 1982 respectively. By contrast, the temporary sales 
of government securities amounted to only 12,591 billion (down from 
35,715 billion and 51,050 billion in the two previous years). 

The increase in the marginal rate of the compulsory reserve ratio 
decided by the Credit Committee in December 1982 to make the link 
between the monetary base and the money supply closer and more 
stable raised the ratio of banks' reserves to their total deposits. 
Nonetheless, as a ratio to the total, the cost of deposits associated with 
compulsory reserves decreased from 2 to 1.6 percentage points 
between 1983 and 1984 as a result of the fall in market interest rates. 
For the banking system as a whole the ratio of compulsory reserves to 
the relevant deposit base, measured at end-January 1985 and 
end-December 1984, amounted to 19 per cent, as against 17.9 and 16.6 
per cent respectively twelve and twenty-four months earlier. The effect 
of the Credit Committee measure is expected to wear off when the 
increases in reserves, which are bunched in January owing to the 
seasonal pattern of deposits, has brought the average reserve ratio of 
the banking system and each bank to 22.50 per cent. 
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Table 18 
MONETARY BASE (*) 

(changes in billions of lire) 
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In the early months of 1984 money market conditions were very 
tight, notwithstanding the sharp drop in the yields at issue on 
government securities. This fall was convalidated in February by the 
reduction in the discount rate from 17 to 16 per cent. Market demand 
for securities, which was already substantial owing to seasonal factors, 
was boosted by expectations of further reductions in yields and was 
concentrated largely on Treasury credit certificates (Table 18). The 
central bank's interventions went some, but not all the way to 
offsetting the restrictive effects of primary market placements that 
actually involved overfunding in some months, as well as outflows of 
official reserves and the January compulsory reserve payment, which 
was particularly large owing to the increase in the marginal ratio 
mentioned above. 

This tight liquidity situation made it possible to weather a short 
period of pressure on the exchange rate in February and hold down 
money supply growth. Bank deposits expanded in the first quarter at 
an annualized rate of 9.8 per cent. Demand for bank credit was 
cyclically high, partly as a result of restocking linked to the recovery in 
production. This period also saw the reappearance in banks' balance 
sheets of loans that had been diverted to other institutions while the 
ceiling on lending was in force or made self-liquidating within the 
monthly reporting period. 

In the second quarter the interest of the public and the banking 
system in acquiring government securities, reinforced by expectations 
of lower inflation, made it possible to keep the growth in the money 
supply below the level compatible with the annual target. At the 
beginning of May the slowdown in inflation coupled with the arrival 
of summer — a seasonally favourable period for the lira — allowed 
the monetary authorities to accompany the decrease in market rates 
with a further reduction, in the discount rate of half a point. The 
restrictiveness surrounding bank reserves eased somewhat; temporary 
securities purchases were gradually unwound and less recourse was 
made to fixed term advances, the effective cost of which continued to 
come down. During this quarter, as in the rest of the year, the demand 
for Treasury bills at auction was buttressed by the group of 
intermediaries that started to perform this task in March. 

In May the competitive bid system, which had been restricted to 
3-month Treasury bills until then, was extended to 6-month bills. 
However, the Treasury dropped its practice for such issues of keeping 
a sizable differential between the issue floor-rate and the yield 
prevailing in the market, thereby making the tender price less 
responsive to demand. 

The growth in bank credit in the second quarter gathered speed, 
with foreign currency lending expanding especially fast. The limit set 
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in July on increases in banks' net external positions (see the section 
"Capital Flows") was intended to tighten the link between the growth 
in banks' lira deposits and their total lending. In the months that 
followed, uncertainty about the future course of yields gave rise to 
some difficulty in placing government securities, and especially those 
with long maturities. In addition to bank lending, deposits also showed 
signs of gathering pace (their annualized rate of increase rose from 9.3 
per cent in the second quarter to 15.4 per cent in the third), while it 
began to be clear that the trade deficit was deteriorating. 

At the end of the summer a series of measures were taken to 
counter these developments. The discount rate was raised by one point 
at the beginning of September; increases, albeit smaller, were also 
made in the yields on 3 and 6-month Treasury bills and in the first 
coupon on Treasury credit ce rtificates, thereby expanding the volume 
of sales. The curb on the growth of bank reserves was reinforced by the 
first temporary sales of government securities. The momentary strains 
that developed in the money market were coped with by granting fixed 
term advances, while the conditions on which finance was granted to 
the group of intermediaries in the Treasury bill market were made less 
flexible. 

The increase in interest rates spread to bank loans and the 
consequent slowdown in bank credit was sufficient to bring it back 
into line with the new, higher targets that had been set. From 
mid-October the rates in the primary market for government securities 
turned down again; temporary sales of securities, which had been 
reinforced by outright sales in the secondary market in October, were 
stopped in November. 

In the last two months of the year the Treasury borrowing 
requirement spurted unexpectedly without the rise being offset by 
larger sales of securities in the primary market. The change in the 
regulations governing the right of legal persons to deduct interest 
payments for tax purposes led banks and firms to hold on to the 
securities they owned when the provision took force. This reduced the 
liquidity of both groups' financial assets and led to a shortage of 
tax-exempt securities in the secondary market that pushed up their 
price. The Bank of Italy's outright sales of securities at the end of 
November and in December were designed both to mop up the excess 
liquidity and to provide the banks with securities with which to meet 
the demand of their customers. At the end of 1984 the average 
Treasury bill rate was 14.7 per cent, 2.6 points below that obtaining 
twelve months earlier. 

At the beginning of 1985 the discount rate was lowered to 15.50 
per cent once more in view of the good results achieved in containing 
inflation and the slowdown in the growth of the credit aggregates. At 
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the same time the Bank of Italy announced a change in the regulations 
governing banks' overdraft facilities with the central bank with the aim 
of making their use more efficient. 

In the first two months of 1985 there was the regular increase in 
the public's demand for securities serving to recompose their financial 
assets after the crediting of deposit interest. Owing to the new tax 
regulations the banks' sales were smaller than those recorded in the 
same period in similar years; net of repurchase agreements with the 
central bank, their securities portfolio decreased by 17,013 billion lire, 
compared with 19,523 billion in 1984. In view of the liquidity strains 
following the largest compulsory reserve payment of the year, the 
banks took up only a small part of the securities that the Bank of Italy 
offered for outright sale in this period to make good the lack of supply. 

Non-bank operators consequently switched their demand to the 
primary market, and in particular to the issues of Treasury credit 
certificates, the coupon on which had been changed from six-monthly 
to yearly as of 1 January. The increase in the supply of securities was 
very small and the quantity sold failed to keep up with the rapid 
expansion of the borrowing requirement (about 14.4 trillion lire 
between January and February, as against 9,027 billion in the 
corresponding period of 1984). The restriction of liquidity caused by 
the gradually rising outflow of official reserves and the depositing of 
compulsory reserves was thus rapidly annulled. The finance granted to 
the banks after mid-January was repaid within a month and by 
February the Bank of Italy had already been forced to make temporary 
securities sales. Bank deposits shot upwards. 

The tender method was used for Treasury credit certificates for 
the first time for the March issue (restricted to ten-year paper). The 
method allows the tender price to be brought into line with market 
conditions more rapidly and reduces the probability of large-scale 
over-subscription. For the method to work smoothly, however, the 
floor price must be fixed low enough to allow demand to influence the 
tender price. By contrast, it was fixed at a level that made the issue less 
attractive than the previous month's. 

The drop in the demand for Treasury credit certificates was 
reflected in the quantity taken up. Net  of redemptions, this was small, 
especially when compared with the very large Treasury borrowing 
requirement for the month (around 6.3 trillion lire the former, as 
against 13.3 trillion the latter). Treasury bills for their part recorded net 
disinvestment; the growth in excess reserves accelerated and the 
central bank had to step up its temporary sales of securities. 

The outflow of foreign currency reserves, the halt in the 
downward trend of inflation and the rapid swelling of the Treasury 
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borrowing requirement all helped to create uncertainty in the market 
about future yields. Confirmation of this is provided by the low level 
of demand for Treasury credit certificates at the early-April auction 
with the same conditions as in March. The need to finance the budget 
deficit in the market and to keep the growth in bank reserves under 
control made an increase in yields inevitable. At the mid-April auction 
the base yields on Treasury bills rose by an average of nearly one 
point. The adjustment was completed by increasing the first coupon on 
Treasury credit certificates and raising the yield on Treasury bonds. In 
May purchases of the former were satisfactory but the uncertainty 
surrounding expectations caused bond sales to fall well short of 
redemptions. 

Central bank financing of the Treasury 

The Treasury made frequent and substantial use of its overdraft 
facility with the central bank during the year. The strategy pursued for 
securities issues in 1983 had resulted in the amount utilized at end-year 
falling very considerably short of the limit (13,469 billion lire). This 
enabled the Treasury in January 1984 to repay the 8 trillion lira 
extraordinary advance made a year earlier without utilizing the 
increase in the overdraft limit consequent on the passing of the 
Finance Law. This increase in the limit, coupled with the net sales of 
securities, enabled the Treasury to keep the unutilized margin on its 
account (at the end of each month) above 7.5 trillion lire. In this period 
the Bank of Italy contributed only 7.7 per cent of the total demand for 
public securities in the primary market and the increase in its portfolio 
was small. 

In the last quarter of 1984 the acceleration in the state sector 
borrowing requirement was met primarily by current account 
drawings, which rose by 10 trillion lire. By the end of the year the 
unutilized margin was down to only 1,282 billion lire, despite the limit 
having risen between November and December by around 1,200 
billion. The Bank of Italy's portfolio of government securities 
decreased in this period by close to 5 trillion lire, primarily as a result 
of outright sales designed to mop up the liquidity created by Treasury 
drawings on its current account. 

After the approval of the budget for 1985, the overdraft facility 
increased by around 7 trillion lire in January of this year and now 
amounts to over 50 trillion lire. In the first quarter sales of securities 
failed to finance the growing borrowing requirement and the Treasury 
drew close to 8.2 trillion lire, with the result that the overdraft facility 
was virtually exhausted at the end of March. 
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In 1984 the Treasury used the overdraft facility on its account 
with the Bank of Italy for a total, excluding the reimbursement of the 
extraordinary advance, of 10,554 billion lire, which accounted for 76 
per cent of the total creation of monetary base. At the end of the year 
the Treasury's total overdraft was equal to 38 per cent of the stock of 
monetary base. 

The size of these percentages confirms the longstanding tendency 
to make greater and greater use of this overdraft facility, which has 
grown into a form of permanent Treasury financing instead of a 
technical instrument for meeting temporary mismatches between 
revenues and outlays. Over the last ten years the rise in government 
expenditure, to the size of which the overdraft limit is linked, has been 
extremely fast. Indeed, the limit has risen at an average annual rate of 
close to 29 per cent, eleven points above the average growth in 
deposits, and actual use of the overdraft facility has expanded in 
parallel. 

The difference comes down to around seven points if the 
calculation is limited to the last four years but, looking ahead, a 
difference of this order is bound to create problems for monetary 
control. Increasing its open market sales of securities is the only means 
available to the central bank for absorbing liquidity created via the 
Treasury current account that appears to jeopardize the monetary 
targets. 

Over the last ten years it has been possible to cope with this 
situation by raising the average compulsory reserve ratio, which has 
boosted the demand for monetary base for any given rate of growth in 
deposits and thus partially offset the mushrooming of the least 
controllable component of its supply. However, since current 
legislation foresees the gradual unification of compulsory reserves 
with the same average ratio for all banks, the difficulties are likely to 
be accentuated in the future unless there is a narrowing of the gap 
between the growth rates of public expenditure and GDP. 
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BANKING 

The economic recovery, together with the spur to competition 
produced by the removal of the ceiling on lending, quickened the pace 
of bank lending in 1984, which the central bank countered with reserve 
controls. At first, banks expanded their lending by sharply lowering 
the interest rates on loans. To deal with the disparity between the 
growth of lending and that of deposits, they liquidated short-term 
portfolio securities and increased their foreign borrowing. After the 
imposition of a freeze on their net external indebtedness and a rise in 
the discount rate, which the authorities decided on during the summer, 
the banks pursued a more cautious lending policy, raising interest rates 
and thus helping slow the expansion of credit. Contributing factors in 
the slowdown at the end of the year were the weakening of the 
economic expansion and the end of borrowing by firms to buy 
government securities. 

Table 19 

BANK DEPOSITS AND LOANS (1) 
(percentage rates of increase) 

Adjusted for the distortions produced by the elimination of the 
ceiling, bank lending in 1984 expanded by 17.1 per cent (31.3 trillion 
lire), 3.1 percentage points more than in 1983 (Table 19). Thanks to 
this growth, the banks regained the share of credit to the private sector 
which they had lost to the special credit institutions following the 
imposition of the ceiling. Growth in deposits slowed from 13.3 per cent 
in 1983 to 11.6 per cent in 1984 (in absolute numbers, from 43.8 to 43.3 
trillion lire). As in 1983, the increase in deposits was substantially less 
than the expansion in total financial assets. At the end of the year the 
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banks' net external liabilities were 28.4 per cent greater than in 
December 1983, after adjustment for exchange rate changes. The 
expansion of securities portfolios slowed from 16.1 per cent to 6.8 per 
cent (24.2 and 11.9 trillion lire, respectively), one of the smallest rises 
of recent years. 

Lending and borrowing rates declined less than the yield on 
government securities. On average, real interest rates on bank credit, 
i.e. lending rates net of the rate of wholesale price inflation, kept to the 
high levels attained in 1983 (Figure 16). What helped keep bank rates 
from declining further was the vigorous growth throughout much of 
the year in the demand for credit, together with the banks' more 
aggressive defence of the deposits they needed to finance the 
expansion of lending. Retaining their share of deposits was especially 
onerous in 1984, as more moderate inflation expectations encouraged 
the public to invest in long-term financial assets. 

Under the impact of competition in both the loan and the deposit 
markets, the spread between the return on lending and the cost of 
deposits narrowed sharply. However, the effect of this factor on net 
interest income was offset by an increase in the share of loans in 
banks' assets. Bank profitability also benefited from substantial 
investment in Treasury credit certificates and by securities transactions 
with the public at a time of rising bond prices. Moreover, the 
favourable economic situation helped slow the expansion of bad and 
doubtful debts, necessitating smaller provisions to risk funds. Bank 
profit as a percentage of total assets was thus higher than in 1983. 

Bank lending and deposits 

A significant share in the overall rise in bank lending was 
accounted for by foreign currency loans, which expanded by 34.5 per 
cent in 1984, while lending in lire rose by 14.8 per cent, only 1.5 
percentage points more than in 1983. Foreign currency borrowing by 
bank customers, made attractive by higher domestic interest rates and 
the expected stability of the lira, increased by 4.5 trillion lire in the first 
half of the year and 2.9 trillion in the second half. The banks made 
ample use of the leeway allowed by present regulations, taking foreign 
currency deposits domestically, decreasing the lira share of their net 
external debt and negotiating spot foreign exchange against domestic 
lire (see the section "Capital Flows"). 

Lending to local units of the central government (including local 
health units) expanded by 38.0 per cent. At the same time, in 
compliance with the requirement to keep their holdings of liquidity 
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Figure 16 

BANK LOANS, REAL INTEREST RATES AND ECONOMIC ACTIVITY 

(1) The actual inflation rate is the rate observed in the subsequent six months on an annual basis; the expected rate of 
inflation is calculated by the Bank of Italy using data from the ISCO-Mondo Economico survey. — (2) Rates of increase in the 
twelve months ending in the relevant quarter. — (3) Ratio of gross operating profit to mining and manufacturing output net of 
intrasectoral transactions. — (4) Stocks of finished goods in industry (deviation from normal): averages of responses (net 
monthly balances) to the ISCO-Mondo Economico survey. 
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with the Treasury, these units reduced their bank deposits by 9.0 per 
cent. Excluding the public sector, the gap between the expansion of 
lending and that of deposits (15.9 and 12.8 per cent respectively) 
narrows from 5.5 to 3.1 percentage points. 

Securities portfolios 

Between December 1983 and December 1984, banks' securities 
portfolios declined as a percentage of deposits from 47.5 to 44.8 per 
cent. This was due primarily to the liquidation of Treasury bills, but a 
contributing cause was banks' limited purchases of special credit 
institution bonds. 

The use of Treasury bills to meet liquidity needs stemmed in part 
from difficulties in obtaining funds on the interbank market. With the 
end of the ceiling on lending, the banks that had traditionally provided 
funds to that market made greater use of their liquidity for lending to 
ordinary customers. Interbank accounts, which had expanded by 
nearly 18 per cent per year over the previous five years, grew by only 
5.4 per cent in 1984. Despite the decline of other money market rates, 
the interbank rate remained high: its yield differential over Treasury 
bills widened from 0.7 points at the end of 1983 to 2.6 points at 
end-1984, the largest since 1976. There was also a sharp decrease in the 
differential between the interbank rate and loan rates: the gap with 
respect to the minimum lending rate narrowed from 0.8 to 0.4 points 
during the year. 

In the last two years, an overnight interbank market has 
developed in Italy, and, though still small in size, it has made a major 
contribution to banks' cash-flow management. The instrument of 
overnight lending was introduced to overcome some of the limitations 
of the traditional interbank market, such as the one-way flows of funds 
between banks and the supply and demand inelasticity of interest 
rates, due to the fact that interbank flows were predominantly stable 
investments of surpluses of deposits over loans. On the overnight 
market, funds are exchanged via deposits constituted one day and 
liquidated the next business day. Interest rates, which vary with the 
system's daily liquidity conditions, ranged in 1984 from 4.5 to 18.8 per 
cent, with 50 per cent of the daily figures falling between 14.1 and 18.8 
per cent. About 100 banks took part in the market in 1984; the volume 
of daily flows usually ranged between 220 and 440 billion lire, with 
peaks of 1.5 trillion lire. 

Banks' holdings of Treasury bills decreased by 8 per cent, while 
those of Treasury credit certificates expanded by 30 per cent (as 
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against the 120 per cent rise recorded in 1983). As a percentage of 
deposits, credit certificates rose from 13.7 to 16.0 per cent during the 
year. The net effect was an increase in the portfolio share accounted 
for by securities whose yields react promptly to market rates: 
short-term and floating rate securities reached 73.8 per cent of the 
total, as against 64.8 per cent at the end of 1983. 

Bond issues by special credit institutions expanded by only 2.8 per 
cent in 1984. This extremely modest growth was connected with a 
diversification of their sources of fund-raising (see the section "The 
Special Credit Institutions and Leasing and Factoring Companies"). 
Bond purchases also suffered significantly from the easing of the 
portfolio constraint on banks with the ending, in December 1983, of 
the requirement to replace the maturing bonds of the industrial credit 
institutions and with the reduction of the portfolio constraint from 5.5 
to 4.5 per cent decided in June 1984. The share of bonds held in 
compliance with the constraint thus declined from 16.0 to 13.4 per cent 
of deposits (in 1982 it had been 18 per cent). 

By offering higher yields than Treasury bills, albeit before taxes, 
some banks spurred the expansion of certificates of deposit, whose 
total value more than doubled in the course of the year to 7,535 billion 
lire in December. The incentive to issue CDs constituted by the higher 
yield on the compulsory reserves deposited against them was 
strengthened by a 1.1 point increase in the average reserve ratio and by 
a decrease in the difference between market yields and earnings on the 
reserve deposit. CDs continued their rapid expansion in the first 
quarter of 1985, reaching 12 trillion lire in total worth in March. 
Generated in part by seasonal factors, the increase was fuelled partly 
by stronger demand from the public, which turned to CDs for want of 
adequate offerings of government securities, and partly by a greater 
willingness of banks to take on long-term debt at a time in which 
expectations of declining interest rates were being revised. 

The certificates were issued for the most part by several of the 
larger banks with branches concentrated in the big cities and higher 
than average ratios of compulsory reserves to deposits. More subject 
than others to disintermediation, these banks appear to be more 
inclined to differentiate the yield on deposits depending on the 
products offered. 

With the development of a secondary market, certificates of 
deposit could become more widespread. The resulting improvement of 
their degree of liquidity would help make them a money market 
instrument proper, facilitating their placement with firms. At present, 
CDs are still primarily a form of time deposit, held chiefly by 
households, rather than tradable securities. For this reason their 
interest rates tend to follow other bank rates rather than the yields on 
Treasury bills or credit certificates. 
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Market share patterns 

With the removal of the lending ceiling, the spurs to competition 
enacted in past years, especially the opening of new branches, and the 
pressures stemming from demand could take full effect. There was a 
significant increase in the dispersion of the rates of lending growth for 
individual banks. Consequently, the market shares held by the various 
categories of banks changed rapidly, and those of individual banks 
within each class more rapidly still. 

Interest rates charged to comparable classes of customers became 
more uniform. Between the second quarter of 1983 and the fourth 
quarter of 1984, the range of minimum lending rates charged by the 
various legal categories of banks narrowed from 1.7 to 0.8 percentage 
points, and the group of customers being offered terms as good as or 
better than the prime rate was enlarged. 

The redistribution of market shares worked to the advantage of 
the smaller banks, which had a lower ratio of loans to deposits and 
which had been more severely constricted by the ceiling. The evolving 
pattern of market shares was accompanied by differing interest rate 
policies during the year: the minimum lending rate was lowered by 0.9 
points by the major and large banks and by 1.4 points by the rest of the 
banking system. 

The intensified competition in the loan market was reflected in 
the deposit market, producing a substantial redistribution of shares 
there as well. There was a much closer correlation than in the past 
between the deposit and the loan growth rates of individual banks. 
Like that for loans, competition for deposits was fierce, especially with 
respect to those customers offered the best terms. The maximum 
interest paid on deposits was raised above that paid on Treasury bills, 
and the differential widened steadily through 1984, except in 
September and October, and continued to increase this year. 
Furthermore, between the second quarter of 1983 and the fourth 
quarter of 1984 the range of variability of maximum deposit rates 
among the various legal categories of banks narrowed from 1.3 to 0.5 
points. 

Profit and loss accounts 

The banks' net interest income, as a percentage of total resources, 
remained virtually unchanged from 1983 at 3.36 per cent (Table 20). 
Despite a narrowing of 1.5 percentage points in the spread between the 
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Table 20 

PROFIT AND LOSS ACCOUNTS OF THE BANKS: 
FORMATION OF PROFIT (1) 
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average yield on loans and the average cost of deposits, the margin was 
held steady thanks to an increase in the loan component of assets and, 
to a lesser extent, to the increased differential between the yield on 
securities portfolios and the cost of deposits. The average yield on 
securities portfolios declined from 16.9 to 16.4 per cent, less than the 
decline in market interest rates, as a consequence of banks' increasing 
the share of Treasury credit certificates in their portfolios, replacing 
Treasury bills and old, low-interest bonds. 

Other net income increased from 1.19 to 1.28 per cent of total 
resources, the rise stemming entirely from earnings on securities 
transactions, thanks not only to larger volume but also to capital gains 
due to rising prices. Gross income, defined as total income less interest 
expenses, thus rose from 4.56 to 4.64 per cent of total resources. 

The level of operating costs was unchanged on the year at 3.15 per 
cent of total resources. The share of staff costs declined only slightly 
(from 2.31 to 2.27 per cent), despite the fact that in 1983 they had been 
pushed significantly higher by the application of the new collective 
bargaining agreement and the payment of salary arrears. 

Net income rose from 1.41 to 1.49 per cent of total resources, 
while depreciation and provisions remained virtually unchanged at the 
previous year's low level. Specifically, allocations to provisions against 
loan losses diminished slightly, from 0.42 to 0.39 per cent of total 
resources, thanks to a slower rise in bad and doubtful debts. Net  profit 
increased from 0.29 to 0.36 per cent. The ratio of net profit to own 
funds also rose, from 8.6 to 9.0 per cent, even though the latter 
increased from 6.2 to 7.3 per cent of deposits. 

The principal developments of the eighties 

Last year, for the first time since the start of the decade, real total 
resources per employee held steady. In the preceding years, by 
contrast, this ratio declined sharply, owing primarily to the rapid 
slowdown in the growth of banking business in real terms. Banks 
moved in various ways to counteract the trend. On the inputs side, they 
stepped up automation and began to slow staff expansion, albeit 
lagging behind the start of the business contraction. On the output 
side, they extended the range of services, chiefly in the area of 
customer securities transactions. Banks also broadened their spheres 
of activity, forming specialized financial services companies. More 
recently, as noted above, they have regained their lost share of credit 
market business. 
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The banks have greatly improved their automatic data processing 
capabilities, of which a rough gauge is total memory capacity and the 
number of terminals in use. A survey by the Interbank Committee for 
Automation has found that these variables have been rising at annual 
rates of 22 and 18 per cent, respectively. Automation is now common 
even in smaller banks: 60 per cent of minor banks now perform all 
their own data processing, and almost all the rest use the services of 
outside data processing centres. 

For the most part, the slowdown in bank staff expansion has come 
in the last three years, when the number of bank employees has risen 
by just 1.7 per cent per year, as against 4.8 per cent annually over the 
previous five years. 

Securities transactions have expanded especially fast, and income 
from them now accounts for nearly half of total income from services. 
The amount of Treasury bills and credit certificates held by banks for 
customers has increased rapidly over the last five years, from a value 
of less than 9 per cent of deposits to about 48 per cent. The growth of 
other services has been much slower: their contribution to the 
formation of gross income is now only slightly greater than it was ten 
years ago (17 as against 14 per cent). 
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THE SPECIAL CREDIT INSTITUTIONS AND LEASING AND 
FACTORING COMPANIES 

The special credit institutions 

Last year was a turning point in the field of special credit; the rate 
of growth in domestic lending was almost the same as in 1983 (almost 
14 per cent; see Table 21), but the distribution over the year was 
markedly different. The slowdown in activity that had occurred in 
1983 persisted in the first half of the year, but in the second half, and 
especially in the final quarter, there was a recovery that carried over 
into the first few months of 1985. This development was preceded by a 
rise in the demand for credit from the very low levels recorded at the 
end of 1983; the expansion was particularly strong in demand for 
loans at market rates of interest, which had already reached a high 
level by the summer. 

Table 21 
DOMESTIC LENDING BY THE SPECIAL CREDIT INSTITUTIONS 

(% changes) 

The cyclical upturn occurred mainly in industrial credit, which is 
linked more closely to investment in machinery, equipment and 
transport equipment. There was particularly rapid growth in credit 
with maturities of up to 18 months (short-term loans rose from about 
one quarter to around one third of total unsubsidized lending), despite 
the keener competition in this segment of the market as a result of the 
abolition of the ceiling on bank lending. The special credit institutions 
countered the competition from the banks by offering short-term funds 
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at low interest rates; the differential between minimum bank rates and 
interest rates on loans at 18 months or less widened from 0.6 to 1.3 
percentage points during the year. In the early part of the year in 
particular, this manoeuvre reduced the margin between lending rates 
and yields on certificates of deposit, the main source of funds for such 
operations. The rise in bank lending rates from September onwards 
favoured the activity of the institutions in this segment of the market 
towards the end of the year. By keeping interest rates on this kind of 
operation largely unchanged and allowing yields on certificates of 
deposit to follow the decline in rates on government securities, the 
special credit institutions were able to boost the growth in lending in 
the fourth quarter and at the same time ease the pressure on their 
profit margins. 

The expansion in operations with maturities of up to 18 months 
was part of the institutions' search for new operating strategies. Loan 
demand from firms is now different from what it was in the past, when 
applications related predominantly to investment in large-scale plant 
with a long economic life. Changes in the terms for official assistance 
are also affecting medium and long-term lending; the gradual 
reduction in subsidized industrial credit is being offset by increasing 
recourse to low-cost loans using funds obtained from Community 
institutions under the Treasury's exchange guarantee. The expansion 
in the special credit institutions' short-term lending, which is tending 
to reduce the degree of specialization in the credit sector, is also being 
encouraged by fiscal and administrative factors; the heavy burden of 
duties on medium and long-term loans is diverting demand towards 
maturities of eighteen months or less, while certificates of deposit, 
which have made a decisive contribution in enabling the special credit 
institutions to diversify their resources and gain greater independence 
from the banks (Table 22), are taxed at a lower rate than the banks' 
fund-raising instruments and are not subject to compulsory reserves. 

Table 22 

BANKS' SHARE OF THE FUND-RAISING OF THE SPECIAL 
CREDIT INSTITUTIONS (1) 

(percentages) 
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Lending 

Domestic lending increased by 15,366 billion lire, compared with 
an expansion of 13,405 billion lire in 1983; adjusting the rise for the 
effects of the formation of one new agricultural credit section to which 
the operations previously conducted by the parent bank have been 
attributed, the growth rate came to 13.6 per cent, almost the same as 
that recorded in 1983. 

Despite substantial lending to local authorities, the increase in 
loans to the public sector was much smaller than in 1983 in both 
absolute and relative terms owing to the decline in the financing of 
autonomous public agencies (Table 23). There was a strong increase in 
corporate lending, which accounted for about 65 per cent of the 
increase in special credit, as against 48 per cent in 1983. 

Table 23 

DOMESTIC LENDING BY THE SPECIAL CREDIT INSTITUTIONS 
BY CLASS OF BORROWER 

(changes in billions of lire) 

The slowdown in inflation, which aggravated the difficulties 
experienced by some businesses, particularly those that had borrowed 
at high fixed interest rates, was reflected in an increase in bad debts 
both in absolute terms (5,308 billion lire at the end of 1984, compared 
with 4,193 billion lire a year earlier) and as a percentage of lending (3.9 
per cent, as against 3.5 per cent at the end of 1983 in the case of the 
special credit institutions and 4.0 per cent as against 3.7 per cent in 
that of industrial credit institutions). The largest increase in bad debts 
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occurred in distribution and agriculture (60-70 per cent), although the 
amounts involved remained small; in industry, the branches worst 
affected appear to be clothing, building materials, wood and paper. 

Credit to industry and the services sector. — Most of the growth in 
special credit occurred in industry and especially in services, which 
together accounted for well over half of total short-term credit. 

The increase in lending to industry (3,540 billion lire, compared 
with a rise of 2,715 billion lire in 1983; Table 24) related mainly to 
operations at market rates, which expanded by 10.9 per cent, as against 
7.4 per cent in 1983. Subsidized credit to the sector continued to 
account for a significant share of the total but grew at a slower rate (9.9 
per cent, compared with 11.3 per cent in 1983) owing to the gradual 
fading of the effects of the laws under which subsidies are paid. 

Table 24 

DOMESTIC LENDING BY THE SPECIAL 
CREDIT INSTITUTIONS BY SECTOR 

(billions of lire) 

The proportion of the industrial credit institutions' lending that is 
at subsidized rates, which has declined significantly since the early 
seventies (from almost half of total loans at the end of 1973 to around 
one third at the end of last year), may increase considerably if 
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approval is given to the bill on special aid to southern Italy being 
drafted by the Government, which confirms the role of subsidized 
credit as a fundamental instrument in overcoming regional disparities, 
despite the disadvantages that have emerged in the past. 

In recent years, other instruments designed to reduce the cost of 
borrowing have increased in importance as the flow of subsidized 
credit has dried up. A considerable volume of loans have been granted 
at interest rates similar to those on international markets, financed by 
resources raised abroad with the aid of the government exchange 
guarantee; in particular, loans financed from EIB funds amounted to 
about 2,500 billion lire, compared with 2,000 billion lire in 1983. 

Loans to the services sector continued to expand more rapidly 
than those to other sectors (11,783 billion lire or 17.8 per cent, 
compared with a rise of 11,541 billion lire or 20.1 per cent in 1983). 
Loans to firms in wholesale and retail distribution and the financial. 
sector expanded appreciably, as well as finance for non-market 
services included among transport, miscellaneous services and general 
government agencies, which was affected by the above-mentioned 
operations with local authorities. 

Credit for housing. — The stagnation of housing investment had 
an impact on housing credit; loans increased by 2,631 billion lire, or 
11.2 per cent (Table 24). Real estate credit institutions also felt the 
competition from bank mortgage lending; medium and long-term bank 
lending to households, which was mainly to finance house purchases, 
increased by about 2,300 billion lire, a growth rate of 23 per cent. 

However, the increase in disbursements was higher than that in 
investment in housing (9.0 per cent, compared with 7.6 per cent), partly 
owing to the fall in nominal interest rates. Although the high real 
yields on financial assets are depressing housing demand and hence 
house prices, it is the nominal interest rate that sets the borrowing 
"threshold", given that repayment is in equal instalments. 

The problems of the housing sector and the relative lack of 
appropriate financial instruments obliged the authorities to increase 
the subsidies to facilitate access to finance; subsidized credit, which 
has traditionally played only a small role in the housing sector, 
accounted for 40 per cent of the increase in this kind of lending. The 
availability of funds under Law no. 457 of 1978 (Ten-year Plan) 
permitted subsidized credit to expand at a rate of 21.5 per cent, while 
unsubsidized loans rose by 8.5 per cent. 

Export credit. — The volume of export credit granted by the 
special credit institutions was particularly small for the second year in 
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succession, amounting to 2,659 billion lire, compared with 2,844 
billion lire in 1983 (Table 25); the ratio of disbursements to exports of 
capital goods continued to decline, falling from 9.4 to 7.8 per cent. 

Table 25 

EXPORT CREDITS GRANTED BY THE SPECIAL CREDIT INSTITUTIONS (1) 

(billions of lire) 

This trend partly reflects the gradual reduction in the institutions' 
role in financing exports on deferred payment terms, which was their 
exclusive preserve before the passage of Law no. 227 of 1977 ; in 1984 
their operations in this field accounted for less than 50 per cent of total 
lending eligible for subsidies from Mediocredito Centrale. 

The decline was particularly pronounced in buyer credits, where 
new lending was outweighed by substantial repayments. The special 
credit institutions are being affected by the gradual dying away the 
effects of the intergovernmental agreements on large credit lines, 
which in the past had constituted an important element in export 
promotion policies. 

The demand for export finance in lire, which only the special 
credit institutions can provide, was weak, owing partly to the disparity 
between subsidized interest rates on loans in lire and those on foreign 
currency loans, which were much lower. Domestic funds were raised 
almost exclusively through the issue of variable rate bonds. 

After stagnating in 1983, lending to developing countries began to 
rise again last year. The opposite appears to have occurred in credit to 
Eastern European countries, although it should be borne in mind that 
a number of large transactions were carried out directly by 
Mediocredito Centrale and are thus not included in the aggregate for 
the special credit institutions. 

Agricultural credit. — In a particularly bad year for Italian 
agriculture, lending to the sector expanded at relatively high rates. 
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Working credit outstanding exceeded 10 trillion lire at the end of the 
year, having risen by 15.4 per cent (Table 26). Such a large acceleration 
appears to have been due to the need for farmers to raise short-term 
credit, which is particularly favourable on account of the official 
subsidies, to finance production in a year in which internally generated 
funds declined owing to the sector's unsatisfactory results. There was 
widespread recourse to assisted credit last year, increasing the already 
high proportion at preferential rates. Almost 90 per cent of the 
expansion in working credit was subsidized, largely on account of 
interest subsidies from the regions; by contrast, the application of EEC 

Table 26 
LENDING BY THE AGRICULTURAL CREDIT SYSTEM 

(billions of lire) 
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Regulation 2969 of 1983 on the prolongation of loans for livestock 
farmers had a very small effect. If one takes `account of loans recorded 
as unsubsidized credit but granted at low interest rates thanks to 
low-cost funds raised by rediscounting agricultural bills with the Bank 
of Italy (1,155 billion lire in 1984, compared with 1,022 billion lire in 
1983), only a minimal amount of working credit was granted at market 
rates. 

Improvement credit again grew more slowly than in the preceding 
year (12.8 per cent, compared with 14.2 per cent). Disbursements were 
almost the same as in 1983 (around 1,050 billion lire), despite an 
increase of 10.2 per cent in investment in the sector. Improvement 
loans therefore continued to decline as a proportion of total 
agricultural credit, contracting from 41.2 to 40.6 per cent. If one also 
bears in mind the stagnation in loans for the purchase of machinery, 
which are included in working credit, the financial resources used for 
investment are substantially less than those used for operational 
purposes. 

The slowdown in lending cannot be attributed to supply 
conditions; the volume of long-term funds raised by the agricultural 
and real estate credit institutions was in fact substantial. Issues of 
agricultural bonds, which are boosted by the securities investment 
requirement, expanded by 909 billion lire, compared with 704 billion 
lire in 1983. 

Fund-raising and liquid resources 

The special credit institutions, and especially those in the 
industrial field, diversified their means of raising funds. They issued 
fewer bonds, which decreased from 59.3 to 56.0 per cent of total 
borrowed funds, and increased the proportion of resources obtained 
by borrowing abroad or issuing certificates of deposit. These changes 
further reduced their financial dependence on the banks, whose 
contribution to the institutions' resources declined from 50.6 to 46.4 
per cent. The measure of 28 November concerning tax-exempt 
securities accentuated the seasonal pattern of net issues of bonds and 
certificates of deposit, with 43.1 per cent being concentrated in 
December; the same had occurred in the two preceding years, again 
owing to fiscal measures. 

Net issues of securities (4,420 billion lire, compared with 7,962 
billion in 1983) related to non-industrial sectors; the growth in issues 
by credit sections for financing public works was particularly strong 
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(17.6 per cent), whereas industrial credit institutions recorded net 
redemptions of 275 billion lire, compared with net issues of 1,337 
billion lire in 1983. 

The institutions differed in their use of variable rate instruments. 
These declined as a percentage of total bonds issued by real estate 
institutions and remained almost nil in the case of agricultural 
institutions, whereas the proportion issued by industrial institutions 
and sections for public works credit increased, though at a much 
slower pace than in previous years. This brought the floating rate 
portion of bonds outstanding at the end of the year to 23 per cent, 
compared with 20 per cent in December 1983. The industrial 
institutions, in particular, greatly increased the volume of funds raised 
by means of certificates of deposit, the volume of which increased by 
4,216 billion lire, compared with a rise of 1,204 billion lire in 1983; 
these securities, which were used primarily to finance short-term 
lending, became easier to place, thanks partly to the substantial 
reduction in the yield differential in relation to paper with similar 
maturities, such as two-year Treasury bonds and twelve-month 
Treasury bills. 

Finally, the persistence of a positive, though smaller differential 
between domestic and foreign interest rates encouraged borrowing 
abroad, most of which was covered by exchange guarantees; net of 
variations in exchange rates, the increase came to around 2,930 billion 
lire. 

The institutions' liquid resources also increased in relation to their 
lending commitments (130.2 per cent, compared with 124.3 per cent at 
the end of 1983). There was a further change in composition, with an 
increase of 4,461 billion lire in Treasury credit certificates and 
reductions of 133 billion lire in bank deposits and 725 billion lire in 
holdings of Treasury bills. 

The securities held by the institutions as a whole were heavily 
concentrated, with the four largest institutions holding 49.2 per cent of 
the total, as against 45.5 per cent at the end of 1983. 

Profit and loss accounts 

The institutions' interest income and interest expenses increased 
further as a proportion of total resources, though only slightly; income 
rose from 14.72 to 14.80 per cent and expenses from 11.63 to 11.66 per 
cent (Table 27). The change was due entirely to the fact that interest 
rates on new lending, though appreciably lower than those obtained in 
1983, were higher than the rates on maturing operations, a large part of 
which had been granted at fixed rates. 
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Table 27 

PROFIT AND LOSS ACCOUNTS OF THE SPECIAL CREDIT 
INSTITUTIONS: FORMATION OF PROFIT(1) 

(as a percentage of total resources) 
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Net interest income again increased slightly in relation to total 
resources, thanks mainly to a rearrangement of the main items of the 
institutions' balance sheets. The strongest effect was produced by the 
expansion in own funds; the ratio of own funds to total resources rose 
from 8.9 per cent in 1983 to 9.6 per cent. 

The gross income ratio increased more than the net interest ratio, 
thanks to the expansion in other receipts owing to profits on securities 
transactions during a period of falling interest rates. The widening of 
the gross income ratio from 3.04 per cent in 1983 to 3.16 per cent in 
1984 was partly absorbed by the increase in operating expenses from 
0.77 to 0.82 per cent of total resources. In particular, staff costs 
increased from 0.48 to 0.50 per cent to stand at 797 billion lire, 18 per 
cent more than in 1983. The increase was due less to the expansion of 
1.7 per cent in staff numbers than to the 16 per cent rise in average 
costs per employee, a considerably faster increase than that in total 
resources per employee and almost the same as the rate recorded the 
previous year. 

In the light of the substantial increase in bad debts, the 
institutions' improved net income (2.34 per cent, compared with 2.27 
per cent in 1983) enabled them to increase provisions and depreciation 
from 1.41 per cent of total resources in 1983 to 1.46 per cent; 
nevertheless, this was still below the level recorded in 1980 and 1981. 

Profits before tax worked out at 1.05 per cent, slightly down on 
the figure of 1.10 per cent for 1983, when extraordinary recoveries had 
been particularly large. The tax burden increased slightly from 0.39 to 
0.42 per cent, so that the net profits of around 1 trillion lire (the same 
as in 1983) worked out at 0.63 per cent of total resources, less than the 
particularly high level of 0.71 per cent recorded the previous year. 

Leasing and factoring companies 

In recent years, other intermediaries involved primarily in 
financing the productive sector have emerged alongside the banks and 
special credit institutions. In particular, a growing role is being played 
by leasing and factoring companies, whose operations last year 
generated total net financial flows to the economy estimated, on the 
basis of sample data, at more than 2 trillion lire, a growth rate of about 
30 per cent. 

The banks and special credit institutions have played a decisive 
part in the development of these companies, with which they have 
established close equity and operational links. 
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Leasing companies. — After a pause in 1983, the expansion in the 
activities of leasing companies resumed last year in connection with 
the upturn in investment; contracts signed by the group of 30 
companies surveyed by the ABI increased by 26 per cent, against 13 
per cent in 1983. In fact, the relationship between leasing operations 
and investment in machinery, equipment and transport equipment 
appears to be fairly stable. 

The strong recovery in operations after the removal of the ceilings 
on bank lending indicates that leasing satisfies the financial needs of a 
segment of the market. Leasing contracts are a rapid means of 
providing small loans for capital goods that are quickly superseded, a 
need that is not satisfied by the banks and special credit institutions; 
banks tend to finance enterprises rather than individual investments 
and are subject to restrictions on operations longer than 18 months, 
while the special credit institutions have little to gain from small 
operations and have longer and more complicated procedures. 

Lending to the leasing companies by the credit system, which 
represents their main source of funds, increased by 22 per cent; 
according to data from the Central Risks Office on the exposure of 91 
companies, outstanding loans totalled 5 trillion lire at the end of the 
year. The expansion occurred largely in lending by banks, which 
increased their share of the total from 30 to 41 per cent at the expense 
of the special credit institutions. 

Factoring companies. — The cyclical upturn and the strengthening 
of direct links with large industrial groups had a positive effect on the 
activity of factoring companies, which increased at a high rate similar 
to that recorded in previous years. Far from penalizing such 
companies by exposing them to keener competition from the banks, 
the abolition of direct credit controls allowed them wider access to 
short-term finance, to the benefit of their balance-sheet structure and 
the volume of their operations. 

The volume of commercial claims assigned to the factoring 
companies is estimated to have totalled 4.8 trillion lire at the end of 
1984, 48 per cent more than a year earlier. Their lending increased 
proportionately to 3.6 trillion lire. Despite considerable efforts to 
diversify, the factoring companies continue to be engaged 
predominantly in financial activities; advances remained almost 
constant in relation to total assigned claims, at an average of around 75 
per cent. 

A number of new companies made their mark last year, most of 
them controlled by major industrial groups; they provide factoring 
services primarily to settle the commercial claims and debts of group 
companies. 
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This development did not appreciably affect the factoring 
companies' dependence on bank credit, but it further reduced the 
relative size of their debt towards shareholding banks and credit 
institutions from 34 to 30 per cent of their total indebtedness, 
estimated at around 2.9 trillion lire at the end of the year. The 
abolition of the ceiling brought about a better maturity match between 
liabilities and assets by increasing the percentage of short-term debt to 
75 per cent, compared with 65 and 62 per cent at the end of 1983 and 
1982 respectively. 
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SECURITIES AND INSTITUTIONAL INVESTORS 

Securities 

In 1984 the public sector borrowing requirement was again the 
dominant influence on the securities market, which was broadened by 
the presence of new institutional investors and new instruments. The 
fall in nominal interest rates and the market's improved efficiency 
in allocating savings among instruments with different maturities 
steepened the positive slope of the yield curve. 

Total issues of government securities and special credit 
institutions' bonds and certificates of credit declined after four years 
of continuous growth — as a percentage of GDP, gross issues fell from 
71.7 per cent in 1983 to 61.5 per cent, while net issues decreased from 
17.1 to 13.7 per cent. The lengthening of maturities on public debt and 
the resultant reduction in the proportion in the form of Treasury bills 
led to a decrease in gross issues. Net  issues by all categories of issuer 
declined; net recourse to the market (i.e. issues less debt interest 
payments as well as redemptions) increased only in the case of the 
public sector (Table 28). 

Table 28 

ISSUES OF SECURITIES AND NET RECOURSE TO THE MARKET 
(billions of lire) 
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Savings were attracted to the share market by the growth 
prospects of many listed companies, especially in the industrial sector, 
where profit and loss accounts had improved as a result of the 
restructuring of production and the fall in nominal interest rates. Net  
of double counting, the volume of new equity capital came to 9,774 
billion lire, or l.6 per cent of GDP, after reaching the very high level of 
10,899 billion lire (2 per cent) in 1983. There were sizable inflows of 
foreign capital. 

The Italian investment funds, which began operations in the. 
second half of 1984, responded to the demand for portfolio 
diversification, which was boosted by the expansion in the share of 
wealth held in financial assets. The funds' activities expanded rapidly, 
so that by the end of the first quarter of 1985 their portfolio was worth 
5 trillion lire, largely invested in government securities but with a 
substantial amount in shares. Foreign investment funds and trust 
management companies also recorded marked growth, mainly in the 
first half of the year in the case of the former. By contrast, there was a 
sharp contraction in certain atypical securities, which had become 
widespread in recent years owing to positive developments in the real 
estate sector and the lack of adequate regulation. 

Bonds and government securities. — The Treasury's strategy of 
replacing short-term debt by medium and long-term paper has 
lengthened the average residual life of public debt from 1 year and 3 
months in 1982 to 2 years and 2 months in 1984. Reducing the risk of 
instability due to the huge stock of short-term securities created the 
conditions for a more orderly development of the market. The 
decrease in the turnover of government securities was achieved by 
increasing the ratio of Treasury credit certificates to total Treasury 
debt instruments and progressively lengthening their maturities. At the 
end of the year, the average life of Treasury credit certificates was 4 
years and 4 months (against 1 year and 11 months at end-December 
1982), whereas the figures for Treasury bills and Treasury bonds were 
virtually unchanged, at 5 months against 4 and 12 months against 13 
respectively. The importance of the exercise becomes even more 
apparent if one looks at the liquidity injected into the economy as a 
result of coupon payments, which, together with redemptions, reflect 
the average duration of the commitment taken by holders of securities. 
As a result of the lengthening of maturities, the total of redemptions 
and coupon payments substantially decreased as a percentage of GDP, 
from 63.3 per cent in 1982 to 51.7 per cent in 1984. 

The Treasury diversified away from Treasury bills and Treasury 
credit certificates more than in the past. It made larger issues of 
Treasury bonds every 3 months throughout 1984 and then every month 
in the first quarter of 1985; Treasury certificates in ECUs for the 
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domestic market were issued at intervals of about 3 months, while the 
issue frequency of those for circulation abroad was around 6 months. 
Net recourse to the market via these instruments was equal to 30.1 per 
cent of the total for the public sector, compared with 3.7 per cent in 
1983 (Table 29). 

Table 29 

GOVERNMENT SECURITIES 

(billions of lire) 

At the beginning of 1985 an important alteration was made in the 
characteristics of Treasury credit certificates by paying coupons 
annually and basing them on the yield on 12-month Treasury bills. The 
January and February issues were marked by an abnormal expansion 
in demand, for the reasons stated in the section "The Money and 
Financial Markets". In March, the system of uniform price auctions, 
which is already used for 12-month Treasury bills, was extended to 
Treasury credit certificates. Participation in the auction was limited to 
credit institutions, which were paid the usual commission of 1 per cent 
on condition that they passed on three quarters of it to the other 
financial institutions that had received the commission under the 
previous system of fixed-price subscriptions. 

The major non-Treasury issuers in the market in recent years 
(special credit institutions, ENEL, ENI and IRI) were joined by 
autonomous government agencies, EFIM and international 
institutions, which made a return to the Italian market. Competition 
among issuers helped bring about a diversification in the 
characteristics of the bonds offered. ENEL continued to issue variable 
rate bonds, while modifying the system of capital indexation; IRI 
issued only bonds with warrants attached to encourage wider holding 
of the group's shares, whereas issues by international institutions 
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satisfied most of the demand for long-term fixed rate securities 
(Table 30). 

Table 30 

BONDS 
(billions of lire) 

Shares and convertible bonds. — Favourable expectations as to 
stock market developments made it possible to carry out substantial 
capital increases and to place a sizable volume of convertible bonds. 
Subscriptions of new shares totalled 11,784 billion lire, of which 5,380 
billion related to private sector companies, compared with 3,269 
billion in 1983 (Table 31). About half of total gross issues was by 
quoted companies; 75 per cent of this component was concentrated in 
only five companies, of which two were in the private sector. The 
capital increases by these two companies (1,135 billion lire) 
represented a very substantial proportion of total fund-raising by 
quoted private sector companies (2,010 billion, against 852 billion in 
1983). 

The expansion in equity financing was also encouraged by the 
improvement in the quality of the official list now being undertaken by 
withdrawing the quotation of a number of shares that no longer meet 
the listing requirements (11 in 1984) and, more impo rtant, by admitting 
new firms (12 last year), some of which belong to groups not 
previously quoted. In resolution no. 1622 of 19 December 1984, 
Consob laid down the regulations for stock exchange listing, stating 
that fulfilment of the requirements constituted a necessary condition 
for continued quotation and setting a period of not more than three 
years for bringing currently quoted shares into line with the new 
regulations. 

The interest in equity capital also extended to the convertible bond 
market. The volume of issues remained high, buoyed up by strong 
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Table 31 
GROSS SHARE ISSUES 

demand, as subscribers were attracted by the nominal rates offered 
and the rapid increase in market prices as a result of the rise in those 
of the shares into which the bonds could be converted. The high prices 
induced some firms to retire old issues early, thereby forcing their 
conversion into shares, in order to remove the interest on these 
securities from their profit and loss accounts and to achieve a better 
balance between loan capital and equity capital. 

Units in investment funds. — The first Italian investment funds 
were well received and quickly accumulated a substantial volume of 
assets. Resources raised by the management companies amounted to 
1.1 trillion lire in the second half of 1984 and grew rapidly in the 
following quarter at a rate of about 1.25 trillion a month as new funds 
entered the market and the promising results of the first few months' 
trading became known. 

Units in investment funds may be registered or to bearer and may 
be bought by private individuals, non-profit-making organizations and 
life assurance companies up to the amount of their allocations to 
actuarial reserves. Income from holdings of fund units (profits or 
capital gains) is exempt from personal income tax. 

Atypical securities and trust management companies. — The 
creation of Italian investment funds coincided with the liquidation of 
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the two foreign real estate investment funds operating in Italy, which 
had run into difficulties as a result of applications to sell and the 
downturn in the property market, and with the almost complete 
disappearance of certain forms of fund-raising that had proliferated in 
the last few years before Law no. 77 of 23 March 1983 and Law no. 649 
of 29 November 1983 laid down administrative and fiscal regulations 
for them. 

Trust management companies expanded considerably; in contrast 
to investment funds, they aim at satisfying individual investment 
needs, since the pooled management of resources entrusted to them by 
individual savers is no longer permitted. Given the more complex 
administrative requirements imposed on trust management companies, 
they tend to aim at savers in the middle-to-high income brackets. 
Consob resolution no. 11815 of 10 September 1984 lays down the 
characteristics that trust management companies must have to ensure 
consistency with the law establishing investment funds. 

Yields and price indices 

Yields on the main medium and long-term bonds decreased by 
an average of 3 percentage points during the year, continuing the 
downward trend that began in 1982. All sections of the bond market 
were affected by the reduction in interest rates, which was interrupted 
only temporarily in the third quarter owing to the 1 point increase in 
the official discount rate. In the last few months of the year nominal 
rates began to decline slowly once again and continued to fall 
throughout the first quarter of 1985, largely as a result of the heavy 
demand for new issues. Rates on government securities were 
subsequently pushed upwards again by the need to finance the steadily 
expanding Treasury borrowing requirement and by the uncertainty 
about future inflation. 

In 1984 the yield at issue on Treasury credit certificates declined 
substantially owing to the simultaneous reduction in 6-month Treasury 
bill rates and in the spread in relation to the reference rate, which, in 
the case of 7-year ce rtificates, was cut from 1 to 0.5 percentage points 
on a 6-month basis. The yield differential in relation to Treasury bills, 
which reflects not only the spread but also the issue discount (not 
including the banks' subscription commission) and any premium or 
discount on the first coupon, was halved from 2.2 to 1.1 points per 
annum, or from 13.l to 7.2 per cent in proportional terms. 

As regards fixed rate securities, the reduction in yields at issue 
was more pronounced in the case of Treasury bonds (13.51 per cent in 
January 1985, against 17.13 per cent in January 1984) than in that of 
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bonds issued by industrial credit institutions (13.66 per cent, against 
16.10 per cent), so that the latter became slightly more competitive. 

There was a similar movement in the secondary market, where 
rising prices led to sizable capital gains on sales of securities. 
Specifically, investments in Treasury credit certificates on the 
secondary market made at the end of 1983 and liquidated one year 
later produced an average ex post yield of 19.5 per cent, compared 
with 21.8 per cent in the previous year. The decline in coupons on 
ECU securities and the depreciation of the lira against the European 
currency unit resulted in a yield of 14.6 per cent on ECU-denominated 
Treasury certificates in 1984 and one of 21.3 per cent in the twelve 
months ending in April 1985. 

Share prices rose by 15.7 per cent in 1984. Since distributed 
dividends averaged about 4 per cent of the year-end capitalization 
value, the gross yield on investments in shares came to more than 
20 per cent. After a very positive beginning, stock market activity 
remained fairly steady throughout the year, with modest trading and 
small variations in price. However, there were periods of livelier 
activity when prices were being adjusted to the share exchange terms 
of mergers or to the unit prices paid in connection with sales of large 
blocks of shares. Between mid-December and mid-January 1985 the 
market situation changed again, with prices and trading increasing 
sharply; Consob adjusted the margin requirements to test the strength 
of the rise. After a brief pause, the increase in share prices resumed, in 
step with the upward trend in output and investment; the share index 
rose by 26 per cent in the first four months of 1985. 

The favourable developments in the securities market in the 
second half of the year were reflected in the value of units of Italian 
investment funds, the index for which stood at 111.4 at the end of 
December (base = 100, 2 July 1984). The strong rise continued in early 
1985, largely owing to the stimulus from the share market, so that by 
end-April a further rise of 10.1 per cent had been recorded. In the six 
months to the end of April, the gross average yield on investments in 
investment fund units was 16.1 per cent on a six-month basis, against 
9.3 per cent on Treasury credit certificates and 27.4 per cent on shares. 
Gross ex post yields on investment funds placed mainly in shares 
recorded the highest gains (22.5 per cent). The results for the nine 
funds operating at the end of October 1984 ranged from 9.0 to 29.9 per 
cent. 

Institutional investors 

Insurance companies. — The assets of the insurance companies 
increased by 19 per cent compared with 1983, largely as a result of an 
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expansion in their securities portfolio (28 per cent) and smaller 
increases in deposits (17 per cent) and real estate (8 per cent; 
Table 32). In particular, the rate of growth in real estate holdings fell 
back to the average values of 1980-81 after the increase over the last 
two years, which had been due to the revaluation of assets under Law 
no. 72 of 19 March 1983. Portfolio holdings, which accounted for 58 
per cent of balance-sheet assets (against 54 per cent in 1983), increased 
in both the life assurance sector, where it was the fastest growing item 
of assets, and in the casualty sector, where the growth was more evenly 
spread across the balance sheet. 

Table 32 

ASSETS OF THE INSURANCE COMPANIES 
(balance-sheet items in billions of lire) 

In the life assurance sector, which comprises more than 50 
companies managing about two fifths of the total assets of the 
insurance sector, holdings of securities increased by 29 per cent, in line 
with the increase in premium income (28.6 per cent). Holdings of 
Treasury credit certificates more than doubled, from 904 to 1,889 
billion lire. Bonds issued by the Treasury, the State Railways and 
ENEL declined slightly as a proportion of the total portfolio, but there 
was a more substantial decline in the share of bonds issued by the 
special credit institutions. 

In the casualty sector, holdings of securities expanded by around 
27 per cent, the same rate as in 1983. This was due more to increases in 
bonds issued by special credit institutions (34 per cent) and in shares 
(32 per cent) than to the rise in Treasury credit certificates (17 per 
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cent). Securities denominated in foreign currency, which accounted for 
13 per cent of the portfolio, increased by only a modest 11 per cent 
(Table 33). 

Table 33 

INSURANCE COMPANIES' PORTFOLIOS OF SECURITIES 
(balance-sheet items in billions of lire) 

Investment funds. — The net assets of the 21 funds in operation at 
the end of March 1985 amounted to 5,034 billion lire (against 1,163 
billion in December 1984), of which 4,908 billion was in securities. The 
degree of concentration was quite high, with three of the twelve 
management companies accounting for 64 per cent of the total; the 
figure was influenced, however, by the different lengths of time the 
various funds have been operating. 

The Italian portfolio was selected on the basis of risk 
diversification, though preference was given to securities in which 
there is a wide market to ensure good liquidity. The resources raised 
by the management companies were therefore invested mainly in 
long-term Treasury credit certificates, with purchases being spread 
over the various issues (Table 34). 

The investment funds' portfolios include substantial holdings of 
Treasury bills. Purchases were negligible at first, but they became 
significant in the first quarter of this year as a result of growing 
uncertainty about future interest rate developments. In late 1984, by 
contrast, expectations of capital gains due to the anticipated decline in 

113



rates had generated fairly substantial demand for Treasury bonds and 
fixed rate bonds issued by the special credit institutions. Treasury 
certificates in ECUs, which did not appear in the funds' portfolios 
until the first quarter of the year, attracted little interest, and there was 
an almost total lack of demand for certificates of deposit. ENEL and 
State Railway bonds are very similar to one another, but demand for 
the latter was stronger, especially when new issues were made. The 
funds purchased particularly large amounts of convertible bonds 
issued directly by firms. 

Table 34 

ITALIAN INVESTMENT FUNDS 
(end-of-period balance-sheet items in billions of lire) 

Although the bulk of the funds raised was invested in bonds, 
shares accounted for a significant portion of the securities portfolio 
(15.8 per cent); buying was concentrated almost exclusively on listed 
shares, in many cases new issues, a development that is likely to have a 
positive effect on applications for stock exchange listing. About 70 per 
cent of the share portfolio was held by just three funds. 

The foreign component of the security portfolio was small (0.3 per 
cent), since it was only in the first quarter of this year that the funds 
could invest part of their resources abroad without being liable to the 
non-interest-bearing deposit on foreign investments; the exemption 
applies to investments in foreign securities not exceeding 10 per cent 
of the assets held at the end of the month six months before the 
purchase date. 
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Table 35 

FOREIGN INVESTMENT FUNDS 
(end-of-period balance-sheet items in billions of lire) 

The net assets of foreign investment funds rose from 2,889 to 4,233 
billion lire, owing to the substantial volume of resources raised in the 
first six months of the year and the large rise in asset values, especially 
in the second half. Their securities portfolio accounted for about 93 
per cent of their net assets and 83 per cent of it was concentrated in 
funds managed by companies belonging to two financial groups; the 
increase in this item was entirely due to the rise in the domestic 
component from 2,132 to 3,372 billion lire, while the foreign 
component decreased slightly, from 617 to 587 billion (Table 35). The 
Italian portfolio continued to be equally divided between shares (1,685 
billion lire, as against 1,076 billion in 1983) and bonds (1,687 billion 
lire, compared with 1,056 billion), while 82 per cent of the foreign 
portfolio was in shares. 
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HOUSEHOLDS' SAVING AND 
THE FINANCING OF ENTERPRISES 

The trend in financial balances 

In 1984 the increase in the public sector's net debt was only 
partially offset by a further rise in households' financial surplus 
following the substantial increases in the previous three years 
(Table 36). Since the corporate sector's deficit recorded only a 
marginal change, there was an increase in the net foreign debt. 

Table 36 

FINANCIAL BALANCES 
(billions of lire) 

The public sector's financial deficit rose from 77 to 96 trillion lire, 
or from 14.3 to 15.6 per cent of GDP. If the figures are adjusted for the 
decline in the real value of total debt caused by inflation, the position 
of the public sector is seen to have worsened by almost 3 percentage 
points. 

Despite the recovery in fixed investment and the rebuilding of 
stocks, enterprises' borrowing abroad was small, largely as a result of a 
marked improvement in self-financing. The sector's financial deficit 
rose in absolute terms but declined slightly with respect to GDP, to 4 
per cent in 1984. Making allowance for the fact that the slowdown in 
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prices led to a smaller erosion of the real value of the debt, the 
corporate sector's financial deficit rose from 1.6 to 1.9 per cent of GDP 
between the two years. 

Saving and households' financial assets 

The  share of households' disposable income earmarked for 
consumption came to 76.6 per cent in 1984, slightly less than in the 
previous year. As a consequence, the rise in the propensity to invest in 
financial assets of about half a point is likely to have occurred at the 
expense of investment in real assets. 

Table 37 

FINANCIAL ASSETS OF HOUSEHOLDS (1) 
(billions of lire) 

Households' gross financial wealth, net of shares and foreign 
assets, rose by 107.4 trillion lire (Table 37), equal to a growth rate of 
20.8 per cent, whereas the growth in disposable income was 13.5 per 
cent. The ratio of financial assets to disposable income therefore 
increased by almost 9 points after rising by 6 points the previous 
year. This trend was made possible by the increase of more than 
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1 percentage point in the real yield on financial wealth (Figure 17), 
largely resulting from the rise in real interest rates on bank deposits 
and the increased share of Treasury credit certificates in households' 
portfolios. 

Figure 17 
HOUSEHOLDS' FINANCIAL ASSETS 

(percentages) 

The financing of enterprises and their liquidity situation 

The flow of finance to firms totalled 53.5 trillion lire in 1984, 
compared with 43.1 trillion in 1983 (Table 38), the figure worked out at 
49.9 trillion lire when adjusted for the estimated effect of distortions in 
banking statistics caused by the removal of the ceiling on bank 
lending. 
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Table 38 
ANALYSIS OF CORPORATE SECTOR FINANCING 

(billions of lire) 

Firms' domestic debt rose by 14.4 per cent, net of the adjustment 
referred to above, against 12.8 per cent in the previous year. This 
reflects the increase in the corporate sector's external borrowing 
requirement due to the recovery in investment in real and financial 
assets, despite inflows of equity capital and a satisfactory level of 
self-financing. Foreign borrowing declined over the year by about 800 
billion lire as a result of substantial repayments, particularly by public 
corporations. 

Corporate demand for loans was fostered by the banks, which 
were now free of restrictions on their lending and were engaging in 
keen competition among themselves. Short-term bank lending was the 
most vigorous component of corporate financing, increasing by 28.6 
trillion lire or 53.4 per cent of total flows; over the previous four years, 
the share provided by the banks averaged 34 per cent. Lending by the 
special credit institutions rose from 6.8 trillion lire in 1983 to 9.8 
trillion in 1984; its share of the total fell from 23.4 per cent in the 
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previous four-year period to 18.4 per cent. Recourse to the bond 
market continued to decline; in 1984 it accounted for less than 4 per 
cent of the total financing of the corporate sector. 

Interest rates on the main components of firms' debt fell in 1984. 
The average rate on total bank lending, which accounted for about half 
the sector's debt at the end of 1983, declined year on year by almost 
two points, from 19.6 to 17.7 per cent. The effect of this development 
on profit and loss accounts was lessened by the increase in the debt 
itself and by the fact that interest rate changes take time to affect the 
entire stock of liabilities. 

From the more detailed information available on industrial firms, 
the average nominal cost of their lira debt can be estimated to have 
declined by 1.3 percentage points. In real terms, deflating by the 
variation in wholesale prices for the following half-year, it increased 
by about one percentage point. Nevertheless, the improvement in 
profits allowed firms wider scope for deducting interest charges from 
taxable income, so that the resultant tax saving reduced the effective 
cost of borrowing. There was a widespread improvement in the 
financial position of the industrial sector in 1984, thanks to the 
widening of gross profit margins on production from 17.4 to 18.9 per 
cent and to the recovery of more than 14 per cent in the value of 
production, thereby creating a substantial increase in profits and 
self-financing. 

Firms' financial assets, net of shares and foreign assets, increased 
by about 24.8 trillion lire in 1984, or 17.5 per cent; this was markedly 
higher than the 1983 increase and the growth in GDP. Total foreign 
assets rose by 4.5 trillion lire, compared with 3.9 trillion in 1983. 
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THE SUPERVISION OF CREDIT INSTITUTIONS 

The Italian financial system is undergoing a period of change 
brought about by the development of new technology, increasing 
financial integration at the international level and sharper competition 
between banks and non-bank intermediaries. The supervisory 
authorities are therefore concentrating their efforts on regulating 
market forces to ensure that they will contribute positively to the 
pursuit of a satisfactory balance between efficiency and stability 
throughout the banking system. 

The reaffirmation of banks' independence in deciding their 
own affairs and of the entrepreneurial nature of credit intermediation 
is shifting the emphasis of regulatory controls away from single 
operations and onto the overall condition of the bank. 

The supervisory objectives are being pursued not only by 
obtaining more detailed information on the position of each institution 
and by refining the methods of analysis, but also by strengthening 
prudential supervision and inspections. 

The structure of the credit system 

New banks. — Until now, the entry of new institutions to the 
Italian banking system has been governed by the resolution of the 
Interministerial Committee for Credit and Savings of 23 June 1966, 
which imposed a general ban on the establishment of new banks. 
Leaving aside the branches of foreign banks, the increase in the 
number of institutions in operation has therefore been due entirely to 
the setting up of rural and artisans' banks, which was permitted on 
certain conditions under subsequent decisions of the Committee. 

Law no. 74 of 5 March 1985 empowered the Government to 
introduce legislation within 90 days implementing the provisions of 
EEC Commission Directive no. 780 of 12 December 1977. 

The most important implication this will have for Italian credit 
regulations is the switch to a system of authorization based primarily 
on the fulfilment of objectively defined requirements. 
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However, Italy is one of the countries which may continue to 
make authorization of the establishment of new banks dependent on 
market needs until the end of the transition al period, which will run 
until 1989. Authorization may therefore be refused, even though all the 
conditions set out in the Commission Directive have been met, if the 
establishment of new banks does not appear to accord with the 
objectives of the Directive in terms of productivity, competition and 
banking services. 

It will be the task of the banking authorities to ascertain whether 
the ban on the establishment of new credit institutions under the 1966 
resolution is compatible with the new regulations implementing the 
EEC Directive. 

The restrictions on the entry of new institutions did not apply to 
branches of foreign banks. Since the early seventies, the number of 
foreign banks operating in Italy has increased from 4 to 34, with a total 
of 54 offices. The admission of foreign institutions was one of the 
ways in which the banking authorities sought to stimulate greater 
competition within the Italian banking system. The general policy has 
been to avoid indiscriminate foreign access to the Italian market, 
selecting those banks whose size and operational strategies enable 
them to introduce new types of customer service and to offer 
constructive competition to the major domestic banks. As well as these 
branches, there are now five subsidiaries of foreign banks operating in 
Italy, with around 100 offices. 

Similarly, the Bank of Italy has encouraged Italian banks to 
expand abroad, especially those whose size and trade-related activities 
are sufficiently large to support an international role. More flexible 
rules for the opening of representative offices were recently adopted. 

Since the beginning of the seventies, the major Italian banks have 
more than doubled the number of their foreign branches and 
representative offices. By 31 January 1985, 13 major banks had been 
authorized to open 73 foreign branches, 51 banks had established 131 
representative offices (some of them operated jointly) and 11 banks 
owned 24 banking subsidiaries abroad. 

Geographical distribution. — Given the strict regulations governing 
the establishment of new banks in Italy, geographical expansion has 
assumed primary importance both in the strategies of the banks and in 
the policies of the supervisory authorities. 

The Bank of Italy periodically draws up bank network plans to 
permit an orderly increase in competition at the local level and an 
adequate spread of banking services throughout the country. The 
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banking system has been able to evolve gradually; banks have been 
given ample time to implement approved projects as well as scope for 
modifying their strategies.   

In the interval between one plan and the next, the supervisory 
authorities have encouraged adjustments in the territorial distribution 
of branches to enable the banks to adapt to changing market 
conditions. 

The Bank of Italy has already begun preparatory work on the next 
branch plan, the results of which will be made public by mid-1986. The 
composition of each market area will be made known to the banking 
community so that there will be wider understanding of the criteria for 
authorizing new branches and the guidelines on which they are based. 
Moreover, as soon as it is technically feasible, the banks will be 
informed of the statistical techniques used in drawing up the plan. 

An important step towards the geographical rationalization of the 
banking network was taken last February, when new regulations were 
issued on the transfer of branches. 

The amendments permit banks to transfer branches within the 
same district simply by informing the supervisory authorities. In other 
cases (i.e. transfers within the same market area or to districts without 
bank branches) the transfer may go ahead if the Bank of Italy does not 
raise objections within a short specified period. 

These guidelines are likely to be developed further at a later date. 

Changes in the geographical pattern of branches may therefore be 
made in two ways — by increasing the number of bank branches and 
by redistributing existing branches to an even greater extent than in the 
past. 

Shareholdings. — The banks have now fully met the requirements 
of the regulations on Italian banks' foreign shareholdings, which were 
issued four years ago to simplify relationships within banking groups 
operating worldwide so that more effective control could be exercised 
both by the parent bank and by the supervisory authorities. 

In ascertaining the existence and adequacy of supervisory 
practices in the countries in which foreign subsidiaries operate, the 
Bank of Italy attaches great importance to the fact that they comply 
with internationally agreed principles, providing that such compliance 
is not merely an empty declaration of intent. 

As regards domestic shareholdings, banks continued to expand 
their activities in banking related financial services in 1984. 
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The bill on banks' shareholdings at present before Parliament 
contains a government amendment to bring companies engaging in 
merchant banking under a uniform set of regulations. The purpose of 
the amendment, which includes provision for an appropriate register 
to be kept by the Bank of Italy, is to ensure competition on broadly 
equal terms between banks and non-banks. 

Lending limits. — The measures taken by the supervisory 
authorities to regulate the credit institutions' operations, and especially 
their lending, accord with the criteria for giving the banks greater 
freedom of action. 

The most significant step in this direction has been the revision of 
the concept of the geographical scope of banking operations in the 
light of the changes that have occurred in the economy and in the 
conditions under which banks operate. 

As a result of the revision, the number of banks authorized to lend 
throughout the country rose from 20 to 109 and the number permitted 
to operate in more than one region increased from 29 to 191. 
Moreover, the branches of foreign banks are no longer confined to the 
region in which they are established, but may now conduct business 
throughout the country with Italian clients with major foreign trade 
commitments. 

Capital adequacy. — In 1984 the banks' own funds rose from 
29,500 to 36,940 billion lire, a substantial increase, though less than 
that of the previous year (8,450 billion lire). The rate of increase was 
again higher than that in customers' deposits and lending, owing partly 
to further additions under Law no. 72 of 1983 on the revaluation of 
company assets, which accounted for about a quarter of the increase in 
the banks' own funds. 

The ratio of own funds to lending rose from 15.3 to 15.7 per cent 
and that of own funds to borrowed funds from 7.6 to 8.4 per cent 
(Table 39). 

Inspections. — A total of 205 general inspections and 4 sectoral 
inspections were instituted in 1984, compared with 203 and 2 
respectively in the preceding year. Of the inspections carried out last 
year, 19 were organized to meet special needs (compared with 62 in 
1983) and the rest were part of the annual programme. 
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Table 39 
RATIOS OF CREDIT INSTITUTIONS' OWN FUNDS 
TO THEIR LENDING AND BORROWED FUNDS (1) 

(end-of-year percentages) 

Steps towards self-regulation by the banking system 

In 1984 and the first few months of this year, the banking 
community took a number of important initiatives that confirm its 
ability to regulate its own affairs in conformity with the general 
objectives of the supervisory authorities. 

The publication and exchange of information. — The Bank of Italy 
invited the Italian Bankers' Association to consider introducing 
twice-yearly surveys of significant accounting data on the situation of 
the banks, in the belief that wider dissemination of such information 
would be in the interests of their creditors in general. 

To make well-informed choices, the public must have frequent, 
detailed information on banks' liquidity, profitability and risk 
positions apart from the data that can be gleaned from their annual 
accounts. 

Hence, the reports will be comprehensible to any reader, but they 
will also contain specialized information, since they are aimed 
primarily at observers accustomed to the techniques of financial 
analysis. 
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The banking community itself, which is interested in establishing 
more responsible interbank relationships and hence closer mutual 
checks and balances, has defined the contents of the new data and the 
methods to be used. All the main banks are participating in the project. 

The deposit protection fund. — The profound changes occurring in 
the financial sector, the resultant increase in competition and the 
expansion in the banks' international operations have made it 
necessary to re-examine the question of deposit protection to 
determine who should bear the cost of banking failures and whether 
complete protection of depositors' rights would be appropriate. 

Since it is in banks' own interests that the effects of a banking 
crisis be contained as far as possible, a mechanism should be sought 
whereby they bear part of the costs involved. As regards the extent of 
the guarantee, it would be desirable to find a formula that reinforced 
market selectivity by encouraging banks to be more prudent in their 
use of resources. 

On a number of occasions the supervisory authorities have 
indicated guidelines for a scheme funded by the banks that would win 
the support of the entire banking system. 

The banks have responded with plans for the creation of a 
voluntary deposit protection fund for all sections of the banking 
system except the rural and artisans' banks, which already have their 
own guarantee scheme. 

The purpose of the fund is to guarantee the repayment of deposits 
by intervening in favour of banks placed in compulsory liquidation 
and by means of a wide range of measures to assist banks under 
special administration where rehabilitation appears feasible. 

In keeping with the Bank of Italy's statutory role in the 
management of bank crises, the project provides for cooperation with 
the supervisory authorities, recognizing in particular their jurisdiction 
over the actions of the fund. However, the credit authorities must 
continue to have a discretionary instrument that they can use in cases 
where intervention by the fund would not be an appropriate way of 
safeguarding the general interests of the credit system. 

The basic outline of the project now taking shape is consistent 
with the series of measures taken by the supervisory authorities over a 
period of several years to strengthen the independence and 
entrepreneurship of both public and private banks. 
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Improvements in supervisory instruments 

Changes in regulations. — It is in the interests of both the 
supervisory authorities and the banking system that the banks have an 
increasingly clear regulatory framework in which to operate. 

The revision of the Supervisory Instructions, which is now nearing 
completion, is designed to serve this purpose. The instructions 
regarding individual instruments of supervision have been 
standardized and the text has been updated and rationalized where 
necessary. The requirements have also been coordinated and 
simplified and purely formal procedures have been reduced to a 
minimum. 

The legislation increasing the powers of supervision has also 
made significant progress in its passage through Parliament. 

The bill on the identification of shareholders in publicly quoted 
companies and banks has now been passed. The measure is consistent 
with the provisions of the Banking Law requiring shares to be 
registered in order to safeguard the separation between banking and 
industry; it gives the supervisory authorities powers to demand 
specific information in order to identify the ultimate holders of capital, 
even though nominees may be interposed. If this information is not 
forthcoming, the voting rights of the unidentified shareholders are 
suspended. 

International cooperation. — In September 1984 the Third 
International Conference of Banking Supervisors was organized in 
Rome by the Bank of Italy in cooperation with the Basle Committee 
on Banking Regulations and Supervisory Practices. The aim of the 
conference was to make an increasing number of countries aware of 
the problems arising from cross-border banking activities, which 
cannot be tackled effectively without closer cooperation. 

The supervisory authorities of almost 90 countries were 
represented, many of which do not belong to the committees dealing 
with this matter. The conference did not confine itself to discussing 
common problems; it also produced practical results. The participants 
indicated their acceptance of the principles of international 
cooperation laid down in the 1983 Basle Concordat and their intention 
to take this as the basis for the further development of supervisory 
practices in their respective countries. They also agreed to the proposal 
of the Basle Committee to prepare a questionnaire on the various 
national supervisory systems. Analysis of the replies to the 
questionnaire will make it possible to set up a multilateral centre for 
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the collection and exchange of information, which will make it easier 
to identify the institutional and practical obstacles that still impede 
effective collaboration between supervisory authorities. 

Investment funds 

During the first phase of the application of Law 77/1983 the Bank 
of Italy verified that funds met the conditions for entry to the market 
and approved the by-laws governing relations between management 
companies and subscribers. 

Before approving funds' by-laws, the Bank checks that they 
conform with the law and are compatible with the general criteria laid 
down by the Bank. 

These criteria, which were drawn up in the light of the problems 
reported by the funds, are designed to protect the weaker pa rty, since 
subscribers have to sign the contract without being able to amend it. 
The information to be provided to investors on the by-laws governing 
the operation of each fund, the equal treatment of unit holders with 
regard to subscription and redemption, and the stipulation that the 
fund by-laws form the only basis for a contract, accord with that 
objective. 

Law no. 77 identifies a number of important coefficients which a 
properly-run management company must respect. The Bank of Italy 
will verify that the funds' operations comply with the coefficients in 
the course of examining their prudential returns; further checks may 
be carried out during inspections. 

Since the implementation of Law no. 77, Italian and foreign 
investment funds have existed side by side. Pending legislation to 
regulate the foreign funds, the authorities have made them subject to 
the same operational requirements as apply to newly constituted 
Italian funds in order to avoid unfair competition. 

On 30 November 1984 the Minister for Foreign Trade decreed 
that a portion of Italian funds' investments abroad equal to 10 per cent 
of their assets were exempt from the non-interest-bearing deposit 
required under the exchange control regulations. This modification 
was viewed favourably, as it provides wider scope for diversifying the 
funds' investments and increases their attractiveness to savers. 
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THE GOVERNOR'S CONCLUDING REMARKS 

At the opening of this Meeting, the minds of all those who are in 
any way connected with this Institution will be turned to Donato 
Menichella with sincere and heartfelt recollection. 

I wish to pay tribute to him in this forum just as I did at the 
meeting of the Board of Directors last July. 

Others have already spoken about his lifetime of activity that 
spanned half a century and has already become a part of the 
country's history; much more still needs to be said. 

I recall the Menichella who governed the Bank of Italy for 
twelve difficult but excitingly productive years. He ran the Bank with 
a firm confidence that stemmed from his outstanding ability, with an 
openness to ideas that reflected his acute and high mind, with a strict 
and reserved style imposed simply through moral strength and the 
consistency of his life. The lesson that effective government of the 
currency is also fostered by discretion is a legacy that the Bank values 
highly. 

Rigorous intellectual discipline, a wealth of experience in many 
fields and a highly developed sense of service to the community were 
all endowments of the Bank before the appointment of Menichella, 
who inherited the guidelines laid down by Stringher and Einaudi. His 
actions were in perfect accord with that tradition, which he both 
epitomized and enriched, especially with his lucid and passionate 
commitment to the development of southern Italy. 

Intellectual clarity and honesty were the basis for the firmness of 
Menichella's convictions, which were never dogmatic, and for the 
originality of his judgements, which were never preconceived. This 
attitude, which expressed his spirit even more than his mind, enabled 
him to explore the intricate paths leading to the reconciliation of 
efficiency with social demands. He recognized and cultivated the 
strong complementarity that exists between market forces and 
openness to international trade on the one hand, and public 
intervention and control on the other. He adopted the same 
pragmatic approach in his conduct of the Bank's affairs, fruitfully 
combining the functions of monetary policy and banking supervision, 
marrying austerity with complete confidence in the ability of the staff 
and a humanity that was the hallmark of all his actions. 

For Menichella, a sound central bank able to neutralize the 
causes of instability inherent in credit systems by emphasizing 
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preventive measures of monetary management and banking 
supervision was the indispensable basic condition for a balanced 
economy. He strove tenaciously and successfully to ensure that this 
condition would be satisfied in Italy: first by contributing decisively 
to the solution of the industrial and financial crisis of the thirties, 
which threatened to compromise the central bank itself; then by 
helping to define the institutional framework that still ensures the 
proper working of the credit system and the independence and 
effectiveness of the Bank of Italy's operations; and finally, as 
Governor, by using that independence and effectiveness to promote 
the steady development of the whole economy in the late forties and 
fifties. 

However, a well-managed central bank alone might have been 
insufficient. It was especially important in an economy such as 
Italy's, with its longstanding geographical dualism and pronounced 
sectoral imbalances, that the Bank's action should be set in an even 
broader framework defining both the system whereby economic 
activity is governed and the conditions for structural interventions in 
the economy. 

It should not be a surprise, though it is undoubtedly evidence of 
a comprehensive and farsighted vision, that Governor Menichella 
should have sought to develop ideas and plans for the institutions 
and instruments of industrial and regional policies. 

Responsibility for such institutions and for the management of 
these instruments does not lie with the central bank and should not 
be entrusted to it. Nonetheless, only by eliminating the 
underdevelopment and even poverty of whole areas of the country 
would it have been possible to defuse the most dangerous "real" 
causes of instability. These are the causes with which monetary and 
credit policy is least well equipped to cope, and yet precisely those 
that can generate the greatest pressure for the involvement of the 
central bank in choices threatening to undermine its independence 
and ability to control credit. 

Menichella successfully guided the Bank of Italy and the Italian 
economy through a decisive transformation, inspired by his 
awareness that instability does not stop at prices but attacks 
production and employment as well as saving and investment, 
thereby prejudicing the development of the economy. 

Menichella combined this awareness, which was enhanced by his 
direct experience of some of the most traumatic events in Italian 
economic history, with farsightedness and an ability to formulate 
strategies for the long term, in which the objectives were set in 
conformity with carefully considered options and the instruments 
chosen in the light of their effectiveness for the task. 

Menichella's style, his pragmatism and the discreet silence he 
observed for twenty-five years after retiring from the Governorship 
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enhance the value of the heritage he has left the Bank and the 
country. 

Let us pay homage to Donato Menichella in the quiet manner he 
preferred. As Luigi Einaudi said of him, "This is the man who abhors 
`noise' in connection with his actions". May his example inspire us in 
attending to the affairs of the Bank. 

To increase our knowledge of the thinking and the achievements 
of Donato Menichella — first in the clarification of the regulation, 
ownership and management of banks and industry, and then in the 
government of the currency — the Bank of Italy and IRI have 
decided to organize a day of study and tribute to be held next 
January. 

In order to commemorate Donato Menichella, the Board of 
Directors has approved the creation of two scholarships bearing his 
name, to be awarded to young graduates wishing to continue their 
study of development economics or credit legislation. 

Carmelo Oteri, Deputy Director General, passed away last June. 
For more than forty years he had served the Bank with complete 
dedication, spending his entire career in the institution and giving it 
the benefit of his wide and varied experience. An authority on the 
working of the Bank, both in the Central Administration and in the 
branches, he was particularly involved with banking supervision and 
internal auditing, fields in which his ability to achieve results, his 
integrity and his discretion came to the fore. After becoming a 
member of the Directorate in 1982 he made valuable contributions to 
numerous aspects of the Bank's administration while continuing to 
monitor the problems of banking supervision. 

He displayed an exceptional sense of dedication to the very end, 
bearing the pain of his illness with calm fortitude, determined to 
attend to the demands of his office. We all remember him with us in 
this room last year, a noble demonstration of devotion to duty. 

Tommaso Padoa-Schioppa has been appointed to the 
Directorate. Having worked with him for many years, I am confident 
that the Bank will continue to benefit from his balanced judgement 
and technical competence. 

The world economy, Europe's backwardness, the exchange rate system 

The most significant international economic developments of 
1984 were strengthening expansion and a further deceleration of 
inflation. Only in North America, however, was economic growth 
robust enough to reduce unemployment. In Europe, by contrast, the 
number of jobless rose to over 18 million. The external position of the 
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developing countries improved, while payments imbalances and 
exchange rate disequilibria among the leading industrial countries 
worsened. 

Gross national product in the OECD area increased by nearly 5 
per cent, the fastest rate since 1976, powered principally by American 
domestic demand, which rose by 9 per cent. GNP grew by 7 per cent 
in the United States, 6 per cent in Japan and just over 2 per cent in 
Europe. World trade expanded by 9 per cent, trade between 
industrial countries by 14 per cent. 

Despite the sustained expansion of economic activity, cost and 
price inflation slowed, thanks to non-accommodating monetary 
conditions, wage restraint and slack markets for primary products 
and oil. In the OECD countries, hourly wages in industry rose by 5.5 
per cent, slightly less than in 1982 (from 1973 to 1982, the average 
annual rate of increase had been 11 per cent). On average for the 
seven leading industrial economies, unit labour costs in industry did 
not rise. The figures varied substantially from country to country, 
however, and this was reflected in inflation rate differentials. At the 
extremes, the increases in the GDP deflator and in labour costs were 
nearly ten percentage points higher in Italy than in Japan. 

The exceptionally strong expansion of demand in the United 
States meant large-scale resort to savings from abroad. The need for 
additional resources was engendered chiefly by soaring investment. 
Net private investment jumped from $56 billion in 1982 to $95 billion 
in 1983 and over $230 billion last year. The balance-of-payments 
deficit on current account more than doubled to over $100 billion. In 
addition to the inflow of private capital from abroad, financing for 
the deficit was also provided by US banks which, in view of surging 
domestic demand for credit and the narrowing of lending 
opportunities elsewhere, sharply cut acquisitions of overseas assets 
from 1983 onwards. 

The strains in US financial markets generated by the strict 
conduct of monetary policy were augmented by the federal budget 
deficit, which rose from $128 billion in 1982 to $185 billion in 1984. 
Failing significant corrective measures, the deficit will inevitably rise, 
even if the economic expansion continues. 

A contributory factor in the evolving pattern of payments 
balances and exchange rates was the different mix of monetary and 
fiscal policies pursued in the other industrial countries. In Europe 
and Japan, the curbing of the public sector borrowing requirement 
and less restrictive monetary conditions eased the upward pressure 
on interest rates. 

Confirmation of the new pre-eminence of financial transactions 
in determining exchange rates is found in the continued appreciation 
of the dollar despite the growing US payments deficit on current 
account. In 1984 the dollar gained 6 per cent against the yen, 21 per 
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cent against sterling and 13 per cent against the other EMS 
currencies. Nominal and real interest rate differentials, the strong US 
expansion, the high expected yield on capital and the security of 
investments all helped bring about a notable diversification of 
portfolios, especially in Europe and Japan, and sustained the rising 
dollar. 

The upward course of the US currency came to a halt only when 
signs of a slowdown in US economic growth appeared and only 
when, after a further steep rise in January and February, concerted 
action by the central banks of the main industrial countries reminded 
the markets that exchange risk is not a one-way proposition. The 
Bank of Italy took an active part, convinced of the usefulness of 
intervention in such cases. 

Adjustment programmes enabled the developing countries to 
take advantage of the growth in the OECD area, significantly 
improving their external accounts. As defined by the IMF, the current 
account payments deficit of all the debtor countries decreased to $38 
billion, as against the $113 billion registered in 1981. The 
improvement has been continuous, but whereas from 1981 to 1983 it 
stemmed chiefly from import containment, last year it was due 
entirely to export gains. The aggregate deficit of the seven most 
heavily indebted countries, which had stood at $40 billion in 1982, 
fell to $11 billion in 1983 and $1.5 billion last year. 

The overall foreign debt of the developing countries has thus 
begun to decline in proportion to exports, and its maturity structure 
has improved. In the past two years debt totalling $228 billion, almost 
all with commercial banks, has been renegotiated. The agreements 
with Mexico and Argentina extended repayment deadlines by as 
much as fourteen years in some cases, and the margin over the base 
rate was halved. 

The IMF has played its part in making this achievement possible, 
not only with its own lending but also by drafting economic 
adjustment programmes and promoting and coordinating finance 
through private markets. 

Finding a definitive solution to the debt crisis is a long-term task 
for the international community, and future periods of renewed crisis 
are not out of the question. If the domestic effects of the policies by 
which the most heavily indebted countries have improved their 
external positions are to be bearable in the long run, these countries 
need to gain broader access to private markets and sufficient official 
funds. The current trends must be reversed. Budget problems have 
led most industrial countries to trim foreign aid and financing, and 
even the development banks have slowed the pace of lending. More 
than anything else, the determined pursuit of appropriate policies by 
the most heavily indebted countries requires sustained growth of 
demand and imports in the industrial countries. 
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The expansive thrust of the US economy is waning, and the other 
leading economies are having trouble filling America's role in 
sustaining world growth. In particular, even acknowledging the need 
to maintain monetary stability, the expansion of domestic demand in 
Japan and Germany remains modest, providing insufficient stimulus 
to fulfil these economies' growth potential. 

The economic policies pursued by the major industrial countries, 
their interaction and their timing are crucial to the expansion of 
output and employment in the entire world economy. Inappropriate 
policies would further aggravate tensions in the exchange markets, 
worsen international financial imbalances and intensify the pressures 
making for the fragmentation of world trade. The foundations of 
international economic cooperation would be undermined. 

The slow growth of output and investment in Europe not only 
damages world economic expansion but also jeopardizes the very 
capacity of Western Europe to retain its leading role in the 
international political and economic arena. 

European growth is being held back by regulatory constraints, 
widespread market rigidity and a lag in technological innovation. In 
recent years the possibilities for expansion have been limited in many 
countries by restrictive fiscal policies aimed at scaling down the 
oversized public sector. 

The continued restraint required in countries where adjustment 
has been incomplete should be complemented, in those where more 
headway has been made, by a less restrictive fiscal stance, 
temporarily buoying private investment and gradually lowering the 
incidence of taxation on income. Such measures would help smooth 
the transition to a new balance between the public and private sectors 
without impeding efforts to curtail the public sector's role. 

Not only must Europe expand the volume of aggregate demand, 
it must also strengthen the productive base of the economy. 

The technological challenge posed by the United States and 
Japan goes beyond industrial primacy: job creation and economic 
growth will depend on an intensified research effort, on the 
introduction of new technology and on accelerated capital formation. 

The importance of advanced industries consists essentially in 
their ability to apply and disseminate technological changes at a time 
of rapid innovation. The process also takes place through the creation 
of new enterprises throughout the economy, their expansion, the 
elimination of the least able, and a shift of employment into the 
industries and regions where there is a demand for labour. If this 
evolution is impeded, the economy stagnates or declines. 

For too long now the construction of the European Community 
has been marking time. What has been lacking is the ability to devise 
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and put into operation institutional arrangements and 
decision-making procedures that can complete the creation of a 
unified European market for factors of production and products. 

The readiness of businessmen to respond promptly to innovation 
stimuli has been diminished by the limited mobility of labour and 
capital, the rigidity of the wage structure, the impediments to the 
movement of goods and the inefficiency sometimes connected with 
the expansion of the public sector. The emphasis on keeping and 
defending what we already have has ultimately worked to the 
detriment of entrepreneurial initiative and the ability to create jobs. 
Difficulties have also been encountered in implementing the 
industrial policy guidelines for tackling excess capacity in particular 
industries and promoting common programmes in such fields as 
telecommunications, data processing and basic research. Also 
lacking, finally, has been the stimulus to technological innovation 
that might derive from better coordination of public investment 
expenditure. 

The rise of truly "European" firms, with European-wide 
operations, financing and access to research findings, is hindered by 
institutional and market segmentation. 

One limitation is the incomplete integration of money and 
financial markets. Of necessity, their integration can only proceed 
together with economic convergence and institutional harmonization. 

The successful working of the EMS should not mislead us into 
underestimating the latent tensions. Significant advances have been 
made in relations between central banks and in strengthening the 
ECU in private markets, and more progress may follow. But the 
ultimate gauge of the system's performance is success in creating an 
area, of monetary stability. Progress towards that objective has been 
unsatisfactory. 

The increasing use of the ECU underscores its potential as a 
vehicle for monetary integration, but turning that potential into 
reality will require stronger official suppo rt : in particular, the 
recognition of the ECU as a currency by all the members of the 
Community. This would mean greater use of the ECU in stabilization 
interventions within the EMS. It would open up the prospect of a 
significant enhancement of the role of the European Monetary 
Cooperation Fund, both in the coordination of exchange market 
intervention and in concerted supervision of the creation of 
ECU-denominated deposits and financial assets. 

The increase over the years in the volume and mobility of 
international capital flows has amplified the impact that largely 
uncoordinated national policies have had on exchange rates and 
aggravated the difficulties of regulating international liquidity. 
Increasingly, the demand for reserves has been met by market 
borrowing. The creation of reserves has come to depend in large 
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measure on the banks' assessment of the creditworthiness of 
borrowing countries and on monetary conditions in the leading 
economies. 

Longstanding uncertainty about the markets' ability to reconcile 
competition and stability has acquired new urgency. It is true that 
international financial operators can cover themselves against 
exchange or illiquidity risks, but when a series of unfavourable events 
takes on macroeconomic importance, the monetary authorities have a 
duty to safeguard stability, and the cost must be borne by the entire 
community. 

The Group of Ten is currently engaged in a thorough discussion 
of the necessary conditions for less unstable exchange rates between 
the major currencies and better control over international liquidity. 
The report drafted by the G-10 Deputies will be presented at next 
month's meeting of Finance Ministers and central bank Governors in 
Tokyo. 

I am convinced that we cannot afford to relax our commitment 
to pursue more stable exchange rates, even though today no 
practicable alternatives to the floating rate system are in sight. 

The system of flexible exchange rates did help produce 
balance-of-payments adjustment to a series of jarring shocks to world 
economic equilibrium. Nevertheless, changes in the real exchange 
rates of the leading currencies of the order of 50 per cent, first in one 
direction and then in the other, as we have experienced in the last 
decade, are bound to produce distortions in resource allocation and 
engender the risk of sudden, sharp corrections with dangerous 
implications for economic and financial stability. The temptation of 
each country to seek a way out of its difficulties by imposing 
limitations and constraints on foreign trade may recur. 

Exchange market intervention by central banks can curb 
speculation and counter temporary market disorder. If it is not 
neutralized, and therefore influences domestic monetary conditions, 
such intervention can affect market trends. 

Restoring better-balanced international monetary relations will 
require greater convergence between developments in the major 
economies and compatibility among their fiscal and monetary 
policies. The likely international repercussions must weigh more 
heavily in national economic policy decisions, and exchange rate 
stability must once again become a high-priority objective. These 
goals can be pursued through multilateral surveillance, endowing the 
IMF with broader and more incisive powers to urge adjustments 
when the policies adopted by the leading countries fail to produce 
sufficiently stable exchange rates. 

Once the present disequilibria are on the way to solution, 
consideration should be given to establishing target zones for 
exchange rates between the major currencies as a possible way of 
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strengthening discipline; their implications for market intervention 
and domestic economic policies would have to be accepted. The 
experience gained in running the EMS may prove helpful in this 
respect. 

Moreover, a convergence towards non-inflationary growth and 
economic policy compatibility would make a major contribution to 
the more orderly expansion of international liquidity. Measures are 
also necessary to improve the working of private markets in liquidity 
creation and to bring about a suitable balance between private and 
public sources of funds. 

As to the first point, it is closer cooperation among supervisory 
authorities above all else that can help stabilize the international 
banks' contribution to liquidity creation, as was noted at the Third 
International Conference of Banking Supervisors in Rome last 
September. As to the second point, the IMF's role in coordinating the 
flow of credit to debtor countries in the last few years may be a 
harbinger of broader liquidity-regulating functions. The regular 
creation of even limited amounts of SDRs would strengthen the 
Fund's role and enhance the stability of the system by making at least 
some portion of international reserves independent of the risk 
assessments of the banks and the monetary policies of the major 
countries. 

Finally, it is worth re-emphasizing the distinction and the 
complementarity between the two central institutions of the Bretton 
Woods system. Specifically, better coordination between them could 
ensure that the gradual decline in recourse to Fund credit with the 
end of the most acute phase of the debt crisis is accompanied by a 
sufficient expansion in World Bank lending to facilitate structural 
adjustment. 

The slowdown in inflation and the recovery in output in Italy: progress and 
difficulties 

A year ago, in describing the state of the Italian economy, I said 
that there were no obstacles to a return to balanced, non-inflationary 
growth that could not be overcome by wide-ranging, determined 
action. At that time, the economy was responding positively to a 
convergence of economic behaviour and measures adopted over time 
in all areas of economic policy. Subsequent events, with a first phase 
of favourable results and expectations followed by a second phase 
marked by the emergence of new difficulties, have shown that this 
judgement was well founded. Indeed, I feel that it deserves to be 
reiterated today. 

The strict stance of monetary and exchange rate policy was 
reinforced by a number of measures: first, an incomes policy, which 
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consisted in setting guidelines for wage increases and encouraging 
compliance with them by means of the agreement of January 1983 
and the measures of February 1984; secondly, measures to curb the 
expansion in the public sector borrowing requirement; and finally, a 
careful graduation in the increases in utility charges and administered 
prices. 

This combination of measures brought a change in expectations; 
despite the appreciation of the dollar, it made it possible to achieve a 
marked slowdown in inflation at the same time as a recovery in 
output and investment. By the autumn, however, while the expansion 
in investment had strengthened, the budgetary and incomes measures 
were already encountering obstacles, with a consequent loss in 
continuity and effectiveness. Monetary policy continued to have a 
restrictive stance, which was reflected in high nominal and real 
interest rates. The relaxation of demand and cost constraints 
coincided with the pause in the slowdown in inflation and the 
worsening of the trade deficit. 

On average, the figures for 1984 reflect the prevalence for most 
of the year of the positive aspects I mentioned. The target for 
inflation was essentially achieved, with consumer prices rising by 10.8 
per cent, four points less than in 1983. The inflation differential 
between Italy and the rest of the EEC narrowed from eight points to 
five. After eleven years of double-digit inflation, the rate of increase 
in the cost of living fell to less than 9 per cent in the autumn. Real 
gross domestic product expanded by 2.6 per cent, ending the 
recession that had begun in 1980. 

The rise of 8.0 per cent in labour productivity in industry, an 
exceptional figure even for the initial phase of a cyclical upturn, 
offset a large part of the increase of 13.7 per cent in per capita labour 
costs and held the increase in labour costs per unit of output down to 
5.3 per cent. Since the prices of other inputs of goods and services 
rose by 11.7 per cent, the increase in total industrial costs per unit of 
output came to 8.8 per cent. 

The economic policy measures, the unchanged monetary stance, 
the lower inflation rate and the lira's satisfactory performance in the 
EMS created a climate of greater certainty in which the restoration of 
profit margins, firms' improved self-financing capacity and the need 
to continue with restructuring the productive sector stimulated an 
expansion of 4.1 per cent in gross fixed investment. Expenditure on 
machinery and equipment rose by more than 10 per cent, making 
good a large part of the decline that had begun in 1981. 

The rise in output and investment was accompanied by an 
increase of 60,000 in employment; though far from sufficient to 
absorb the growth in the labour force, this is indicative of the service 
sector's potential for creating jobs, which are declining in agriculture 
and manufacturing industry. As a result of the increase in the labour 
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force, the number of unemployed rose by 128,000 to just under 
2,400,000, of whom almost half are first-time job seekers. 

To consolidate and continue this simultaneous improvement on 
both the output and inflation fronts while maintaining external 
balance, additional measures would have had to be taken in the 
course of the year to maintain the curb on costs and prevent a new 
surge in the public sector deficit. 

By contrast, increasing difficulties were encountered in 
implementing incomes policy. Whereas in the private sector gross per 
capita wages rose in line with prices, in the public sector they 
increased by 2.3 per cent in real terms. Furthermore, the measures to 
broaden the tax base for income from self-employment and 
entrepreneurial income could not be introduced until the end of the 
year. 

The measures aimed at increasing revenue and reducing 
expenditure succeeded only in limiting the underlying deterioration 
in public finances. Over the year as a whole, the Treasury borrowing 
requirement, which is the financial aggregate available on a monthly 
basis, came to 95,350 billion lire; as a ratio to GDP, it was one 
percentage point less than in the preceding year. However, there was 
a further increase, from 13.9 to 14.7 per cent of output, in the public 
sector's net borrowing, the difference between non-financial receipts 
and expenditure, which have a more direct impact on the demand for 
goods and services; the deterioration in the ratio is reduced, but not 
eliminated, if interest charges are excluded. 

In the second half of the year, the stimulus generated by fixed 
investment was only partly offset by the containment of consumption 
and stock-building. The expansion in domestic demand gained 
momentum, with serious repercussions on the balance of payments. 

The effect was most evident in imports of goods and services. 
Whereas in 1983 they had stagnated in volume terms, in 1984 they 
rose by 9.6 per cent, primarily owing to increased purchases of capital 
goods and intermediate products. The increase in the lira value of 
imports was accentuated by the appreciation of the dollar. Moreover, 
exports began to slow down at mid-year. Though rising by 7 per cent 
in volume during the twelve months, they failed to profit fully from 
the growth in world demand. Gains in the United States market offset 
part, but not all of the losses sustained in the Community countries. 
The situation was aggravated by the worsening of the trade deficits 
vis-à-vis some North African and Eastern European countries, owing 
largely to difficulties unconnected with price competitiveness. 

Developments in 1984 once again highlighted the structural 
weakness of Italy's foreign trade, to which I shall return in due 
course. The less than satisfactory results from tourism contributed to 
the renewed deficit on current account after the modest surplus of 
1983 had broken the string of substantial deficits recorded in the 
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preceding three years. The 1984 deficit came to 5.2 trillion lire, with 
an appreciable deterioration in the second half of the year. 

In this situation, monetary and credit control benefited at first 
from the dual commitment to incomes and fiscal policies. When the 
effectiveness of these weakened, the control became more difficult. 

In the first few months of 1984, the slowdown in inflation and 
the improvement in expectations had made it possible to reinforce 
the decline in nominal interest rates by making two cuts in the 
discount rate, one in February and the other at the beginning of May. 

In the late spring the credit aggregates began to accelerate. The 
banks expanded the supply of credit by borrowing abroad. The initial 
signs of a deterioration in the trade balance indicated an excessively 
fast growth in domestic demand that high interest rates were not 
sufficient to curb. At the end of July it was decreed that the banks' 
net foreign borrowing should not exceed the June level at constant 
exchange rates. 

The acceleration in the credit aggregates was confirmed by the 
July data and spread to bank deposits. Corrective action was decided 
upon at the beginning of September. The discount rate was increased 
by one point to 16.50 per cent and bank liquidity was severely 
tightened. Interest rates on bank loans responded promptly. The 
increase in the yield on Treasury bills of up to 6 months and in the 
first coupon of Treasury credit certificates reinforced the demand for 
Treasury securities. At the same time, it became clear that the real 
economy was growing faster than had been forecast, particularly 
investment; accordingly, the Interministerial Committee for 
Economic Planning approved an upward revision of two percentage 
points in the annual target rate for the expansion in lending to the 
productive sector. 

The measures had the effect of curbing the growth in credit to 
the economy. In the autumn the slowdown in inflation continued and 
the fall in nominal interest rates on government securities was 
resumed. These developments, together with the approval of the 
Finance Law and the introduction of fiscal measures by decree law, 
made it possible to reduce the discount rate to 15.50 per cent on 3 
January. 

Over the year as a whole, the trend of interest rates on 
government securities followed that of inflation, with a lag that 
disappeared in the first few months of 1985. The yield on Treasury 
bills has fallen by three points since the beginning of 1984 and that 
on Treasury credit certificates by nearly five, calculated on the basis 
of the first coupon. Over the same period nominal bank lending rates 
have declined by almost two points. 

The year-on-year expansion in the monetary and credit 
aggregates did not diverge appreciably from the targets set in 
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September. Adjusted for changes in the compulsory reserve ratio and 
for random movements in the last few days of the year, the monetary 
base expanded by 11.4 per cent, two points less than in 1983. The 
money supply, net of certificates of deposit, grew at about the same 
rate. Credit to the private sector increased by 15 per cent and total 
domestic credit by 19 per cent. Under the pressure of the state sector 
borrowing requirement, holdings of financial assets rose by a further 
seven points in relation to GDP. 

In the new year the growth in the state sector borrowing 
requirement accelerated further. The expectation that a referendum 
would be held on the reduction in wage indexation enacted in the 
first half of 1984 accentuated the uncertainty about the future course 
of industrial relations, costs and prices. The deterioration in the trade 
balance grew worse. 

The lira depreciated within the EMS from mid-February 
onwards, whereas throughout 1984 improved confidence in the 
Italian economy and the nominal interest rate differentials had kept 
the lira strong to the point that substantial purchases of 
Deutschemarks were made. The movement was accentuated by the 
depreciation of the dollar in the principal foreign exchange markets. 
The situation stabilized in April. Since the realignment of March 
1983, Italy's price competitiveness in terms of real exchange rates has 
declined by 2 percentage points with respect to the EMS countries 
and increased by 1 point in relation to the other main OECD 
countries. 

In the first four months of 1985 lending to the private sector 
continued to grow at the slower rate recorded in the latter part of 
1984 and in line with the target for 1985. However, the expansion in 
the state sector borrowing requirement caused the growth in total 
domestic credit and the non-state sector's financial assets to 
accelerate; the expansionary monetary pressures intensified as a 
result of the Treasury's demand for credit, so that in the first four 
months of the year the money supply, net of certificates of deposit, 
increased at an annual rate of 15 per cent. 

In January and February, when uncertainty was not yet the 
dominant influence on expectations, the demand for government 
securities was concentrated on the primary market owing to the 
short-term effects of a change in fiscal regulations. The legislation 
had the desired effect of removing the incentive for firms to borrow 
in order to buy securities, but in the short term it also reduced the 
substantial sales of government securities that the banks usually make 
from their own portfolios in the first few months of the year. The 
January and February issues of Treasury credit certificates were 
heavily oversubscribed owing to widespread expectations that 
applications would be scaled down; this largely fictitious excess 
demand gave the fleeting impression that interest rates might decline 
further. In March the demand for securities fell sharply, whereas the 
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borrowing requirement continued to expand; the overdraft on the 
Treasury current account was used to the full. 

In April it became necessary to raise the yields on government 
securities to sustain demand and slow down the creation of monetary 
base via the Treasury. The rise in interest rates on securities was not 
accompanied by a similar movement in bank rates; the widening of 
the yield differential between government securities and bank deposit 
rates will help bring the monetary aggregates back on course. 

In many ways, the data available so far on the state of the Italian 
economy paint a disturbing picture. The state sector borrowing 
requirement amounted to about 37 trillion lire in the first four months 
of this year, 9 trillion lire more than in the same period of last year, 
displaying a trend incompatible with the targets for 1985. In the first 
quarter the trade balance registered a deficit of more than 8 trillion 
lire, twice that of the first quarter of 1984, a trend that is broadly 
confirmed by data on the balance of payments on a cash basis up to 
April. Domestic demand is expanding faster than in other major 
countries. There has been no slowdown in consumer price inflation 
for six months, while the rate of increase in wholesale prices has 
accelerated since the beginning of the year. 

Monetary policy is therefore seeking to limit the repercussions of 
these imbalances. However, a more vigorous incomes policy and 
prompt budgetary measures are needed to remove the factors causing 
the deterioration of the Italian economy and restore a climate of 
confidence. 

The path to growth and employment 

The close links in the Italian economy between cyclical 
difficulties and structural problems have been thrown sharply back 
into relief by the reappearance of storm clouds. It is therefore 
apposite that we should re-examine the long-term issues that were 
raised at last year's Meeting and ask what conditions will be 
necessary to avoid dissipating the progress that has been made and to 
permit a strengthening of the productive economy, the prerequisite of 
sustained and balanced growth. 

Studies conducted by various institutions have confirmed the 
seriousness of the risk that demographic developments together with 
the composition of labour supply and demand will entail an increase 
in unemployment. The national rate, not counting workers on Wage 
Supplementation, is 10.4 per cent, rising to 14 per cent in the South. 
Three quarters of the unemployed are less than thirty years old. 
Projections up to the early nineties, when demographic pressures will 
have eased, indicate an increase in the labour supply of between 
150,000 and 200,000 persons per year — largely in the Mezzogiorno. 
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The southern question thus re-emerges as the key to the economic 
and social progress of the whole Italian nation. 

The obstacles to a return to stable growth and at the same time 
the potential for such a development are most directly evident in 
connection with the external accounts and investment. 

The openness of the Italian economy, which has increased in 
recent years, offers opportunities for a more efficient use of resources 
and a greater satisfaction of needs. These opportunities will have to 
be grasped by giving a positive twist to the stimuli emanating from 
foreign trade. By contrast, the conditions obtaining today inside and 
outside Italy mean that our economic and financial relations with the 
rest of the world act in various ways as a severe constraint on growth. 

Over the last five years foreign debt has expanded to finance 
current account deficits amounting to 29 trillion lire. At the end of 
1984 the net external position, excluding the gold reserves, amounted 
to — $23.5 billion. In this situation small current account deficits 
financed with capital inflows can be accepted, provided they are 
temporary and matched by investment designed to increase the 
country's competitiveness and productive capacity. 

The prospective expansion of the world economy in the medium 
term will not in itself be enough to loosen the current account 
constraint. Forecasts made by international organizations indicate 
that the average annual growth in the industrial countries' GDP 
through 1990 will not exceed 3 per cent and the expansion in world 
trade 5 per cent, while inflation is expected to run at around 4 per 
cent. 

Italian industry's technology and the private sector's propensity 
to save do not rule out the possibility of our economy growing faster 
than others. Nonetheless, the factors generating inflation and the 
current values of the fundamental determinants of Italy's foreign 
trade force growth to be at a slower rate than is needed to reduce 
unemployment. 

On the assumption that the volume of exports will grow over the 
next five years at the same rate as world trade, that the terms of trade 
will remain unchanged and that the income elasticity of imports will 
stay close to its medium-term value, the annual GDP growth rate 
compatible with current account balance is around 2.5 per cent. With 
productivity rising at a rate of approximately 2 per cent, the excess 
supply of labour could continue to increase and amount to nearly 3 
million persons by 1990. 

Notwithstanding the limits of such exercises, the above scenario 
confirms the need to act to modify the parameters of the Italian 
economy, starting with those relevant to our foreign trade. 

The trade deficit includes a number of structural components, 
originating in the weakness of whole sectors. The burden of imports 
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remains substantial for food and agricultural products, and above all 
for energy. 

Even large and persistent deficits in specific sectors can be offset 
by other items of the trade balance. What counts, in the final analysis, 
is an economy's ability to produce efficiently and specialize in 
activities that make the best use of its comparative advantages and 
domestic resources. The surplus on manufactures has risen 
considerably, even in real terms, but this effort has not sufficed. 

Over the last five years the real exchange rate of the lira, 
calculated on the wholesale prices of manufactures, has fluctuated 
moderately about a virtually flat trend. A greater nominal 
depreciation could have aggravated inflation and would have further 
delayed the modernization of the productive system and the search 
for cost savings while providing only a temporary improvement in 
firms' export prospects. Relaxing the rigour of exchange rate policy 
today would not only revive inflation but also threaten to halt the 
positive developments under way. 

In several sectors, including engineering and textiles, Italian 
industry has succeeded in increasing its share of the world market as 
a result of innovations in production processes and improvements in 
product quality. For the most part, however, industry is still geared to 
exporting goods for which the growth in world demand is slow and 
whose technological content is relatively small. 

The new products and production processes require a high 
proportion of imported intermediate goods. However, the really 
worrying development is the increasing import penetration of final 
goods, which are by no means limited to capital goods. 

There are still limits to the ability of domestic supply to satisfy 
the demand for an increasingly varied range of products, even though 
manufacturing industry has been realizing the necessary 
modernization through automation and the introduction of new 
technologies ever since the 1978-80 investment cycle. More efficient 
and flexible capital goods have largely replaced the earlier 
equipment, which was made rapidly obsolete by the acceleration in 
technical progress. The new equipment has entailed a general 
decrease in both labour and capital per unit of output. It has also 
encouraged the development of a more diversified productive system, 
comprising a growing number of highly versatile firms. 

The restructuring of the manufacturing sector has been 
accompanied by an improvement in firms' capital structures. 
Companies have been able to improve their profit margins and 
increase the flow of equity capital. The ratio of net worth to fixed 
assets has improved. The scale of indebtedness has decreased. Public 
aid has supported the regeneration of industrial firms, imposing a 
burden on the budget. It will now be possible for greater attention to 
be paid to the aims of development in assessing and deciding further 
aid. 
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Industrial restructuring needs to be focused to an even greater 
extent on sectors allowing exports with high demand elasticities and 
low price elasticities or that offer a potential for import substitution. 
In the phase we are currently traversing, the increase in the 
propensity to import is the price that has to be paid to acquire and 
develop the necessary technologies and to expand export markets. To 
abandon this process in mid-stream would entail giving up the 
benefit, in terms of a lasting ability to export, that was the 
justification for incurring the cost. 

The need to invest in restructuring is not restricted to the sector 
exposed to international competition. The interaction between 
industry and services requires that the effort to curb costs and prices 
and to upgrade supply be extended primarily to the sectors that meet 
domestic demand and the needs of industry itself — i.e. government 
and most of the services sector. It is in a more efficient services 
sector, geared towards the provision of new services, that the 
opportunities for creating new jobs will mostly lie. 

The creation of employment depends on investment coupled 
with more flexible labour relations. The whole economy's propensity 
to save will have to rise, in the first place through a reduction in the 
public sector's dissaving. Only in this way will it be possible to 
finance the volume of investment needed to complete the current 
phase of innovation in plant and production processes and 
simultaneously broaden the productive base. 

The changes made since the second oil crisis are evidence of an 
economy that has found the drive to promote adjustment and growth. 
But if inflation and unemployment are to be overcome, the response 
of the productive system will have to be reinforced by returning 
public finances to an even keel, holding down wage increases, 
reorganizing labour market institutions, and renewing the 
commitment to the development of the South. 

Curbing government current expenditure would increase the 
scope for intervention not only in infrastructures but also in the fields 
of research, innovation and vocational training — prerequisites of 
increased employment. Industrial policy will have to be focused more 
on creating conditions that will support firms' commitment to higher 
productivity and technical progress than on providing blanket 
protection for declining sectors. In particular, it can help to improve 
the proportions of imported and domestic technology. The 
implementation of Law no. 46 of 1982 on applied research and 
innovation has shown that there is no lack of projects. The ability to 
make this aid reach the South and small firms needs to be enhanced. 

The various quantitative hypotheses put forward for the 
adjustment of public finances have so far given rise to few concrete 
measures. To set public finances on such a course will require 
considerable government action; the need for this is widely 
recognized; its inevitability stems from ten years of large deficits. In 
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the last few days the Treasury Minister's targets for adjusting the 
government's finances and curbing the public debt were reset and 
clarified. As a first step it is important that a correction be made to 
the overshoot of the budget aggregates compared with the objectives 
for this year, so as not to have to advance the base line of the 
multi-year strategy. 

The correction of the trend growth of expenditure must aim at 
eliminating the borrowing requirement net of debt interest. If it is to 
have lasting effects, the adjustment must involve the reform of the 
sectors that tend to push up the deficit most, such as social security, 
local government and health care. Some of these sectors already 
suffer from serious imbalances that are destined to become 
incompatible with the equilibrium of the whole economy, while 
others provide services that suffer from qualitative shortcomings of a 
scale and frequency suggesting inappropriate administrative and 
organizational arrangements. 

As a further step in the adjustment process, it is necessary to 
strengthen the rules and institutional arrangements for ensuring 
economic compatibility in the procedures for deciding expenditure. 
A significant advance would be made by reformulating the rule laid 
down in Article 81 of the Constitution in the manner proposed by the 
Commission for Institutional Reforms — the principle of balance 
between current outlays and tax and other receipts; the obligation for 
every bill to be accompanied by the report of a technical body 
quantifying the related expenditure commitments; increased powers 
for the Court of Auditors; and special majority rules for the approval 
of expenditure laws returned to Parliament by the Head of State as 
breaching the above-mentioned provision of the Constitution. 

During the adjustment phase public sector wages will have to 
respect the guidelines laid down by the Government for labour 
incomes in the whole economy. Coupled with a fairer distribution of 
the fiscal burden, this condition forms the cornerstone of a 
far-reaching policy for incomes designed to grapple with both 
inflation and unemployment. A society that is truly concerned about 
the problem of unemployment must be ready to subordinate every 
other economic interest to the creation of new jobs. 

The experience gained in 1984 confirms that holding down rises 
in nominal incomes can reduce the pressure on prices and defend 
competitiveness, thereby protecting employment without prejudicing 
real earnings. The additional resources made available by gains in 
productivity must flow into investment to increase the availability of 
jobs, encouraged where necessary by appropriate fiscal or 
fiscal-related measures. 

It is only recently that legislation has started to incorporate 
changes that will better enable labour relations to cope with the need 
for added flexibility created by technological advance. Innovations in 
this area could include part-time work, the coordination of labour 

146



mobility, and incentives for vocational training and retraining. These 
are the principles underlying the plan for employment drawn up by 
the Minister of Labour. If its objectives are to be achieved, the first 
problem that will have to be tackled is that of automatic wage 
adjustment mechanisms, in conjunction with that of pay differentials. 

Setting the budget to rights is also indispensable for a renewed 
attack on both the old and the new economic imbalances in the 
Mezzogiorno. 

In the last thirty years the southern economy has undergone an 
unprecedented process of transformation and development. The 
result can be summarized in terms of per capita income, which tripled 
in absolute terms and rose from 51 per cent of the figure for the rest 
of the country in 1960 to 62 per cent in 1973. Since then the gap has 
ceased to narrow. 

Nor is it possible to envisage a revival of mass emigration as a 
solution to the socially disruptive problem of unemployment in the 
South. 

The productivity gap with respect to the Centre and North of 
Italy discourages new ventures and the creation of jobs. The relief 
granted on social security contributions is designed to offset this 
handicap, but the remaining discrepancy gives rise to wage 
differentials and higher levels of unemployment. 

The primary task of public intervention, however, is to eliminate 
the differences in productivity by generating external economies, 
improving infrastructures, and promoting new productive ventures 
and capacity in the Mezzogiorno. 

The objective of loosening the external constraint, which acts as 
a brake on the whole economy, is at one with the need to continue the 
modernization of southern agriculture. The growth of technologically 
advanced sectors can also be encouraged by giving preferential 
treatment to investment in the South, both in industry and in services. 
The potential for tourism needs to be exploited to the full. 

The development of southern Italy is entrusted in the first place 
to the organizing ability and commitment of society in the South. The 
administrative and entrepreneurial skills that have already emerged 
in some areas would benefit from decentralization of the instruments 
and powers associated with public intervention. By contrast, the 
powers of effective coordination that the law has entrusted to central 
bodies remain of vital importance for the stimulation and support of 
productive ventures in the weakest areas. 

Money and finance 

When dealing with instruments of monetary control and 
financial structures, the objectives of bringing down inflation and 
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generating growth are pursued in tandem so as to exploit their 
complementarity. The main obstacles are the difficulties affecting 
public finances, which distort financial flows and make it imperative 
to keep real interest rates high. 

The long series of measures to develop a money market in Italy 
made it possible to manage money and credit predominantly by 
indirect means and at the same time encouraged reliance on such 
methods. 

More recently, the removal of the ceiling on bank lending has 
stimulated competition among the credit institutions; the rates of 
growth in lending by individual banks have begun to diverge, 
whereas in the past they were necessarily uniform, and the interest 
rates charged by different banks to similar categories of customer 
have become broadly the same. Between 1982, the last year in which 
the credit ceiling was fully operational, and 1984 the dispersion in the 
rates of lending growth more than doubled, while the range of 
variation between the minimum interest rates of the thirty largest 
banks diminished from 4 to 2 percentage points. The margin between 
lending and deposit rates narrowed. The recent change in the 
regulations governing tax-free securities purchased by firms gave the 
banks a further incentive to shift from portfolio investment to 
lending. 

The tendency for loans to recover their predominant position in 
bank assets reinforces the link between banking institutions and 
productive activity and that between monetary base and credit. 

By enhancing their ability to set the terms and conditions for 
deposits and loans in the light of market trends, the banks help make 
the transmission of monetary policy faster and more effective. 
Interest rate responses have improved in recent years, but they 
remain slow and too strongly conditioned by expectations of changes 
in official rates, and operators do not make full use of the 
information to be gleaned from liquidity trends and market 
movements. 

In the new configuration of the credit market, the key elements 
of monetary control are sales and purchases of securities, the 
refinancing of banks, and compulsory reserves. 

The provision of finance to the banks and securities repurchase 
agreements act as a link between the permanent supply of monetary 
base, which is managed in accordance with the annual targets, and 
the banks' demand for monetary base, part of which is inelastic in the 
short term owing to the lagged payment of compulsory reserves. By 
using the various means at its disposal for temporarily influencing 
reserves, the central bank causes banks to make choices and behave 
in ways that will put the monetary aggregates back on course. 
Depending on circumstances, it relies on market mechanisms or on 
regulating the quantity of money, allowing wider fluctuations than 
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under a system of direct controls. In 1984, deferred payment 
securities transactions, securities repurchase agreements and 
fixed-term advances came to a gross total of more than 100 trillion 
lire. 

New provisions that came into force at the beginning of this 
month introduced a commission on central bank overdraft facilities 
and made it possible to revoke them even for limited periods, thereby 
allowing credit lines to be adjusted to the actual needs of individual 
banks and making them controllable for the purposes of monetary 
policy. 

The pressures that public finances exert on the growth in 
monetary base are impairing the compulsory reserve instrument's 
function as a stabilizer of money creation. In these conditions a high 
reserve ratio is an indispensable corrective. Like every constraint, 
compulsory reserves limit the banks' operational freedom and impose 
a cost. In the short term the unchanging rate of return on compulsory 
reserves increases the effectiveness of interest rate policy in 
regulating the money supply. Despite the increase in the reserve ratio, 
the cost of keeping reserves has tended to decrease in recent years 
with the fall in interest rates and the strengthening of the banks' 
capital bases. Furthermore, there has been a gradual narrowing of 
cost differentials between the various types of banking institution, 
which until 1975 were subject to regulations that differed widely, 
partly depending on the composition of their borrowed funds. The 
average reserve ratios of banks of national interest and savings banks 
now constitute the two extremes of the range, but the difference has 
narrowed to five percentage points. 

A monetary and credit policy designed to restore stability 
requires that the government should raise the finance it needs 
primarily in the market. Substantial progress has been made towards 
meeting this condition: firstly, the reform of Treasury bill auctions in 
1975, which introduced ample scope for interest rates to fluctuate 
and, most recently, the agreement in 1981 whereby the central bank's 
purchases of securities at issue are discretionary and dictated purely 
by the objectives of monetary base control. 

In 1984 more than 90 per cent of investors' purchases of 
government securities were made in the primary market, compared 
with 45 per cent in 1982. This healthy development contrasts, 
however, with the scope for monetary financing of part of the 
government deficit utterly unconstrained by market mechanisms or 
monetary policy, thanks to the legal provision tying the limit on the 
Treasury's overdraft facility to approved budget expenditure. This 
provision has allowed the facility to expand by an annual average of 
29 per cent over the past decade, bringing it to 50 trillion lire. 
Moreover, drawings on the facility have been consistently high for 
many years, in violation of the original purpose of ensuring cash flow 
flexibility. 
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Although the problems caused for the economy by the state of 
public finances spring mainly from the imbalance between the supply 
of and demand for real resources and must be resolved in that field, 
the last few years have confirmed the financial benefits that can 
accrue from management of the public debt. The market in 
government securities has gained operational viability and depth; in 
the last two years the average maturity of securities has been 
lengthened from 15 to 26 months and the responsiveness of yields on 
floating rate securities to movements in short-term rates has been 
dampened by changing over to twelve-month Treasury bills as the 
reference basis. However, during the same two years the public debt 
rose from 77 to 92 per cent of gross domestic product. 

The tender system may be a technically superior way of setting 
the yield on a particular issue, at least as far as short-term paper 
offered to professional investors is concerned; however, it is efficient 
only if issuers avoid imposing constraints on the price and quantity of 
the issue, as may occur if the floor price is too close to current prices. 
In the case of Treasury bills, the narrowness of this differential tends 
to concentrate demand at the floor price, reduces the downward 
pressure of competition on yields and removes the assurance that the 
entire issue will be placed. For the same reason, the use of the tender 
method for Treasury credit certificates, which was introduced in 
response to the abnormal results produced by special circumstances 
at the time of the issues in January and February of this year, has not 
yet brought the hoped-for advantages. 

Furthermore, if tenders are to operate properly, the banks and 
other specialized intermediaries must assess market trends correctly. 
The freedom of interest rates to move and the ability of market 
participants to reach equilibrium prices are conditional on one 
another and must grow simultaneously. 

The changes that have occurred in the level and distribution of 
incomes and the need to reconcile the demands of a multitude of 
market participants call for capacious and diversified channels of 
banking intermediation and savings transformation. 

For an enterprise, which derives its own profit from the 
assumption of risk, equity capital forms the very basis of its activity, 
determines and conditions its scope for growth and enables it to 
weather the adverse phases of the market. A body of shareholders 
interested in long-term profits rather than speculative gains is an 
indispensable backstop for the enterprise. In Italy's experience, 
reluctance to raise capital in the share market for fear of losing 
control of the firm has been at the root of crises in companies with 
good production and marketing but weak finances. It is in the 
interests of the credit institutions themselves to encourage adequate 
capitalization in their corporate customers, thereby at one and the 
same time strengthening the finances of the company, expanding the 
share market and improving their own assets. 
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The placement of a greater volume of new share issues depends 
on increasing the portion of households' portfolios given over to this 
type of security. There are limits to the expansion in direct sales: 
most individual savers lack the information and often the ability 
needed to evaluate offerings, they have insufficient capital to spread 
their risks and they are unlikely to have any long-term financial 
strategy. Some form of specialized intermediation is thus essential. In 
other countries, where individuals have been reducing their direct 
holdings of shares for some time, abundant equity capital nonetheless 
continues to flow to firms because institutional investors such as 
mutual funds and pension funds channel households' wealth into the 
stock market. 

The success achieved by investment funds in their first few 
months of activity has demonstrated their ability to meet savers' 
needs. The resources collected by funds with a high equity content 
open up the prospect of overcoming the shortage of demand for 
shares. At the end of April their investments in shares amounted to 1 
trillion lire. 

Reform of the pension system could also generate a substantial 
flow of funds to the capital market. Pension schemes constitute 
financial intermediation aimed at transforming  current savings into 
the assurance of future income for those who have reached the end of 
their working life. In state systems, which are based on the principles 
of solidarity and support for those on minimum pensions, the need 
for balance between the benefits promised and the resources invested 
to generate future income still applies, but the sphere in which that 
balance is achieved is wider, encompassing the entire economy's 
capacity for investment and growth. The difficulties with which the 
pension system is already grappling reflect the failure to comply with 
this compatibility requirement; they are bound to grow worse and 
constitute an inescapable problem for the public sector. The 
development of supplementary schemes that would encourage 
individuals to acquire pensions commensurate with the contributions 
they were willing to pay would help stabilize public finances and the 
economy as a whole by increasing the formation of productive 
capital. 

The existence of a larger body of demand for shares makes it 
even more necessary to avoid a shortage of supply: more firms must 
be brought to the stock market. The stock exchange lists do not 
faithfully reflect the productive system of which they should be a 
cross-section. Fewer companies are now quoted on the Milan Stock 
Exchange than in the days of Giolitti, and yet there is no lack of 
enterprises that meet the listing requirements. 

Two years ago we expressed the hope that the banking system, in 
particular, would establish financial bodies to engage in merchant 
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banking, partly to permit new firms easier access to the share market. 
Several banks have already joined with other investors in ventures of 
this kind, thereby demonstrating that they appreciated the 
improvement this could make to the financial structure of companies 
and, indirectly, to their own business prospects. They are now waiting 
for the legal framework of the new institutions to be defined. 

The diversification of the financial system, which has seen the 
creation of new types of market operators and financial instruments 
in recent years, has raised problems in determining the legal status of 
intermediaries and defining the necessary requirements for the 
orderly working of the system. 

Developments in other countries have been varied. In some 
countries, non-traditional financial activity is exempt from specific 
regulation; in others it is subject to supervision only if it is conducted 
by particular categories of banks, while in yet others the compass of 
banking supervision has been widened to include all types of 
financial intermediation, or provision has been made for a plurality 
of forms and supervisory bodies. 

As far as the conduct of monetary policy is concerned, it may be 
sufficient if the central bank is given the means to monitor the new 
forms of saving and credit in the same way as traditional instruments. 

However, from the point of view of the stability of the financial 
system as a whole and the rectitude of financial operations, there is a 
need not only for an increasing standardization of contracts giving 
market participants legal certainty, but also for general rules to 
govern essential aspects of this type of activity. The requirements for 
intermediaries engaging in such operations, the transactions 
permitted or prohibited, the information to be disclosed to customers 
and to the market and the conditions for selling the instruments could 
be laid down for the specific categories of intermediary involved, 
along the lines of the law establishing investment funds. 

It may also prove necessary to establish prudential supervision 
for certain types of intermediary, although this will not eliminate the 
higher degree of risk inevitably associated with saving in forms other 
than bank deposits. The intensity of supervision and the designation 
of the institutions responsible for exercising it would depend on the 
nature of the activity involved. 

The credit institutions and the defence of efficiency and stability 

Under the influence of the internationalization of financial 
activities, technological advance and increased competition from 
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other intermediaries, the banking industry is undergoing a 
transformation that is being encouraged and shaped by regulatory 
changes affecting the three most significant phases in the life of a 
banking institution: entry to the market, operational activities and 
situations of crisis. 

The methods employed by the supervisory authorities are 
themselves designed to increase the banks' independence in 
decision-making and their sense of responsibility. This does not 
signify that ultimate power rests with the market. Experience here 
and elsewhere has confirmed that market forces are not in themselves 
enough to ensure the efficiency and stability of the credit system; the 
defence of these characteristics transcends the interests and 
objectives of individual institutions and requires the involvement of 
the credit authorities. 

The conditions for entry to the banking markets are tending to 
enhance competition. 

Law no. 74 of 5 March 1985 reaffirmed the entrepreneurial 
nature of banking activities and that the way the Bank of Italy 
exercises control over entry to the market is through its powers of 
authorization. The Government has been empowered to apply the 
principle that entry to the banking sector depends mainly on meeting 
set objective requirements. When the necessary regulations have been 
issued, it will be possible to establish new banks in accordance with 
the criteria laid down in the First Community Directive on the 
harmonization of banking legislation. A transitional period will 
smooth the gradual changeover to the new authorization 
arrangements. The law recently approved, which permits the holders 
of capital in companies engaging in credit operations to be identified, 
is an important factor enhancing the transparency of bank ownership. 

The regulations on the transfer of bank branches have been 
liberalized for movements within the same banking centre or market 
area or to towns not previously served. There is scope for further 
change in this direction. 

The branch network plan that will be drawn up next year will be 
based on updated information and improved statistical techniques. 
The results of the market area surveys will be made available to the 
banks in advance so that they may make their submissions on the 
basis of more complete information. 

The functions of the bank branch as a means of penetrating a 
local market, establishing personal contact with customers and 
offering a range of services are being transformed under the pressure 
of new technology; the changes that are occurring should alert the 
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banks to the need for caution in planning to expand in ways that may 
create inflexible sources of cost. 

The last ten years have seen an intensification in the osmosis of 
banking systems across national borders. Five subsidiaries of foreign 
banks are now operating in Italy, with a total network of more than 
100 offices. In addition, the number of branches of foreign banks has 
tripled; today there are 34, with 54 offices. When the abolition of the 
ceiling on bank lending made interbank operations less attractive, 
some of the more dynamic foreign banks responded by successfully 
extending their activities from wholesale banking to the provision of 
more direct services to customers. 

Similarly, the presence of the major Italian banks in foreign 
markets has also increased; 13 banks are operating 73 foreign 
branches and own 24 subsidiaries. At the same time, the 
rearrangement of foreign shareholdings has been completed; without 
impairing the operational ability of this important and sensitive 
sector, the links between the various institutions have been 
rationalized and the institutions themselves brought under the direct 
control of the parent banks, and hence under the purview of the 
supervisory authorities. The effectiveness of control will be 
significantly increased by the bill now before Parliament requiring 
the consolidation of accounts. 

Competition works slowly and unseen on the operations of 
credit institutions; the potential of the competitive stimuli injected in 
recent years is greater than their effects to date would seem to 
indicate. 

The banking system is now being compared more harshly with 
the rest of the economy, particularly as regards the persons selected 
to serve as directors. However, the personal and professional ability 
of the banker is thwarted if he is not permitted to exercise his full 
powers and responsibilities over a clearly defined period. When the 
terms of office of the boards of the public sector banks are extended 
for reasons other than the intended purpose of filling temporary 
vacancies, the sense of security and motivation of directors are 
undermined, doubt is cast upon the certainty of programmes and 
policies and the operational ability of the bank is jeopardized. 

The success of a banking enterprise is epitomized in the two 
critical variables of capital adequacy and earning capacity. However, 
high profitability deriving from particular market positions or a 
substantial capital base on which the net profits do not provide an 
adequate return may obscure an unsatisfactory state of affairs. 

A comparison between the resources used by the banks and the 
range of products and services they offer shows that there is room to 
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raise efficiency and to meet the needs of an advanced economy and 
increasingly sophisticated customers. The credit institutions must 
take steps to improve both the human and technical resources 
employed and the quality and variety of their products; the provision 
of greater information to the public is an aspect of service quality and 
represents an effective instrument of competition available to the 
banks. 

In many countries, new technology is not only permitting 
improvements in productivity but is also rapidly changing the 
payments system, the efficiency and security of which are essential to 
the soundness of the currency. The banks play a fundamental role in 
the payments system, one that they cannot renounce. Italy has ground 
to make up, despite a number of significant achievements. A study 
prepared recently at the Bank for International Settlements shows 
that both the new and more sophisticated payment methods and the 
traditional bank payment instruments are less widely used in Italy 
than in other countries, partly on account of the habits of the public. 

The application of new technology to banking activities raises 
problems of legal definition, of operational efficiency and security, 
and of the balance between competition and cooperation. With 
regard to the last aspect, the desire to prevent the development of 
monopolies or discrimination against particular sectors of the 
banking system cannot be carried to the point where the more 
dynamic banks are prevented from reaping the benefits of their 
ability to innovate and constrained to adopt the pace of their more 
reluctant or less efficient fellows. 

At a time when innovation and competition are inducing the 
banks to exploit economies of scale more actively, they should review 
their corporate strategies in the light of a careful assessment of the 
prospects in their markets and ascertain in advance where possible 
difficulties may lie. 

Voluntary mergers and cooperation agreements among banks, 
particularly in the categories where small institutions abound and 
where closed markets sometimes operate, may simultaneously 
increase both the stability and the efficiency of the system. The 
formation of large banking groups in recent years, in some cases as a 
result of the need to resolve specific problems, has not weakened 
competition. However, the streamlining of the system cannot be 
confined to times of emergency. 

The simplification of administrative procedures and autho-
rizations for individual operations has not made the central bank any 
less attentive in monitoring the overall operations of the banks and 
intervening to expedite the correction of anomalies and malfunctions. 
Steps in this direction include the new "Supervisory Instructions", 
which will be published shortly, and the revision of the statistical 
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returns, which will reduce the quantity of data required but improve 
their informative value. 

In response to the request made to the banking system, a group 
of banks is now beginning to publish uniform data at regular intervals 
which will significantly enhance the information available on their 
activities. The public will be able to obtain specific indicators of the 
soundness, liquidity and profitability of individual institutions. 

Reliable data, which depend on adequate internal auditing and 
accounting arrangements, are essential to the proper working of the 
market, correct decisions by banks' boards and effective intervention 
by the supervisory authorities. 

In the web of relations between the banking system and the 
public sector, those relating to taxation have been assuming growing 
importance. 

The tax regime applying to the banks has become more onerous, 
partly because of the measure relating to the treatment of firms' 
holdings of tax-free securities; the need for clearer regulations and 
closer consideration of certain peculiarities of banking activities is 
therefore becoming all the more urgent. In view of their vagueness, 
the provisions on the balance-sheet entries for foreign currency assets 
and liabilities and interest on accounts with foreign banks are open to 
interpretations that could paralyze the banks' foreign currency 
operations. By the same token, the possibilities afforded by the 
present legislation regarding allocations to provisions for bad and 
doubtful debts cannot be fully exploited. Having to await the formal 
conclusion of long and complex administrative procedures and 
bankruptcy proceedings before being able to write off losses that are 
already certain imposes unwarranted costs on the banks. 

The prudential rules and constraints with which the banks must 
comply, careful preventive supervision and the efforts made to 
strengthen banks' capital bases are designed to ensure the soundness 
of the banks and the stability of the banking system and, by 
extension, to protect savings. This notwithstanding, the closure of 
institutions that are no longer viable remains an inescapable feature 
of the banking sector, as of any other industry. In such cases, it is the 
paramount responsibility of the credit authorities to prevent the crisis 
of one institution from spreading to the entire system. 

Already in the past we have described the inadequacy of the 
refinancing instruments available to the central bank. In particular, 
there would appear to be a need to re-examine the guarantees against 
which the Bank of Italy may grant advances and to broaden the scope 
for intervention, particularly with regard to banks under special 
administration. 
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Experience in Italy and elsewhere led us last year to urge the 
establishment of new forms of depositor protection to supplement 
those already in existence. On the basis of the indications we gave, 
the Italian Bankers' Association has drafted a plan to set up a deposit 
guarantee fund financed by member banks to intervene in the event 
of a bank being placed under special administration or in compulsory 
liquidation. This innovation demonstrates that the banking system 
can satisfy a widely recognized need of its own accord. 

The establishment of the fund does not affect the responsibilities 
of the supervisory authorities in any respect. The actions that the 
fund can take will depend on decisions by the credit authorities to 
ascertain and eliminate the factors at the root of the crisis and, in the 
event of a collapse, to lay down the terms for disposal of the bank's 
assets. 

In addition, the credit authorities must continue to have a 
discretionary instrument to protect interests involving the functioning 
of the banking system itself that cannot be safeguarded by the fund. 
The need for such an instrument has been confirmed by recent 
experience in countries that have extensive deposit protection 
schemes. 

Ladies and Gentlemen, 

To have brought down the rate of inflation by four percentage 
points and increased output and investment is an important 
achievement, not only in quantitative terms but also because it 
indicates the direction in which we have to move. At the same time, 
the difficulties and uncertainties of the present economic situation 
show how the progress achieved so far can be jeopardized by 
interruptions in the therapy. 

Over the years, the country has come to realize that inflation is 
not an inevitable accompaniment to economic development, that the 
rehabilitation of the economy need not entail enduring severe crises 
erroneously supposed to be cathartic, that stability and growth are 
not mutually incompatible and that they can be achieved once again 
if policies and behaviour are both directed towards that end. When 
that has been the case in the past, economic variables and 
expectations have been swift to react positively. 

Squeezed between the appreciation of the dollar, the expansion 
in the public sector borrowing requirement and the rise in nominal 
incomes, the central bank took action to defend the currency while 
paying heed to the state of the economy and the need to strengthen 
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the financial system, which must gear itself increasingly towards 
sustaining investment and growth. 

The criticism sometimes made -  that central bank policy is 
excessively severe or permissive is refuted by the fact that the 
slowdown in inflation has been accompanied by a revitalization of 
the business sector, not a weakening. Today, funds are no longer 
being raised to cover losses, as was often the case a few years ago, but 
to finance investment and production. 

The budget imbalance remains serious. It is here that the central 
bank's room for manoeuvre is restricted and where it is becoming 
difficult to reconcile monetary control with financing of the deficit. 
The risks associated with the accumulation of public debt disappear 
if the budget is balanced; it is budget measures that must be taken to 
break the vicious circle of debt and interest payments. 

The economic outlook has been darkening in recent months. 
Growing difficulties are looming in the field of public finances, and 
incomes policy has lost momentum. We have come to a halt in 
mid-stream and are in danger of drifting backwards. It is crucially 
important that economic policy be brought back on course. 

The most worrying signs are those emerging in the behaviour of 
prices and the deterioration in the balance of payments. It would be 
shortsighted of us not to realize the fundamental link between 
inflation and the ability to hold on to our markets abroad; we would 
be deluding ourselves if we believed that devaluation of the currency 
could be a valid substitute for cost and price discipline. The link 
between the external constraint and economic growth is no less 
crucial; the imbalance that develops in Italy's foreign trade as a result 
of even a modest expansion in domestic demand constitutes a serious 
threat for the future. 

Easing the constraints on the country's growth potential requires 
a considerable commitment; a highly civilized nation should, above 
all, have the courage to submit to self-imposed rules and limitations 
in giving effect to the right to work that is enshrined in the 
Constitution. 

The path ahead is still arduous, but there is an increased 
awareness that the fundamental problems cannot be evaded; the 
objectives have been defined and are widely accepted. 

It is our duty to persevere in the action we have begun in 
managing the currency and the exchange rate; support from other 
policies will enable Italy to make further decisive progress towards 
growth and stability. 
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THE BANK'S CAPITAL AND RESERVES

Capitai. - Having remained unchanged during 1984, the
distribution of the 300,000 shares of the Bank's capitaI was as follows
at 31 December:

Shareholders with voting rights:

Savings banks and pledge banks ....... 76 with 177,898 shares and 471 votes
Public-law credit institutions .......... 7 54,500 137 "

Banks of national interest ............ 3 21,000 54 "
Social security institutions ............ l ' " 15,000 34 "
Insurance cornpanies ................ 7 31,500 91

94 with 299,898 shares and 787 votes

Shareholders without voting rights:

Savings banks and pledge banks ....... 12 with 102 shares
-

Total ... 106 with 300,000 shares

Reserves. - The changes in the ordinary and extraordinary
reserve funds during 1984 are given be1ow; the composition is a1so
indicated in accordance with Artic1e 2 (6) of Law no. 649 of 25
November 1983.

Ordinary
reserve fund

Extraordinary
reserve fund

Amount at 31 Decernber 1983 Lit. 295,203,879,788 Lit. 315,367,135,267

increase: due to appropriation of 20 per
cent of profits for the year 1983

due to incorne received in 1984
frorn investrnent of reserves '"

decrease: due to distribution to share
holders of a part of the incorne
accruing in the course of 1983
(Artiele 56 ofthe Statutes) .....

42,294,060,040

38,285,274,394

228,621,290

42,294,060,040

46,252,044,318

242,378,710

Arnount at 31 Decernber 1984 Lit. 375,554,592,932 Lit. 403,670,860,915
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AT 31 DECEMBER 1984 NINETY-FIRST YEAR 
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THE AUD1TORS 

DOMENICO AMODEO 

ALBERTO CAMPOLONGO 

VITTORIO CODA 

GIUSEPPE GUARINO 

LUIGI GUATRI 

THE ACCOUNTANT GENERAL 

PIETRO SALONICO 

BALANCE SHEET AS 
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AT 31 DECEMBER 1984 (cont.) NINETY-FIRST YEAR 

THE GOVERNOR 

CARLO AZEGLIO CIAMPI 
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PROFIT AND LOSS ACCO 
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UNT FOR THE YEAR 1984 NINETY-FIRST YEAR 
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PROFIT AND LOSS ACCO 

Audited and found correct. - Rome, 24 April 1985 

THE AUDITORS THE ACCOUNTANT GENERAL 
DOMENICO AMODEO PIETRO SALONICO 

ALBERTO CAMPOLONGO 

VITTORIO  CODA 

GIUSEPPE GUARINO 

LUIGI GUATRI 
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UNT FOR THE YEAR 1984 (cont.) NINETY-FIRST YEAR 

THE GOVERNOR 
CARLO AZEGLIO CIAMPI 
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ADMINISTRATION OF TRE BANK OF ITALY
AS AT 31 DECEMBER 1984

DIRECTORATE

Carlo Azeglio CIAMPI

Lamberto DINI

Antonio FAZIO

- GOVERNOR ANO CHAIRMAN OF THE BOARO OF DIRECTORS

DIRECTOR GÉNERAL

- DEPUTY DIRECTOR GENERAL

Tommaso PADOA-SCHIOPPA - DEPUTY DIRECTORGENERAL ANO SECRETARY TO THE BOARO
OF DIRECTORS

BoARD OF DIRECTORS

Gaetano CARBONE*

Giovanni CASTELLANI

Carlo d'AMELIO*

Francesco CONTI

Gaetano DI MARZO

Luigi FALAGUERRA*

Luigi FANTOLA

* Mernber of the Executive Cornrnittee

Paolo Emilio FERRERI

Callisto GEROLIMICH COSULICH

Giuseppe GIOIA

Lucio MORODER

Giovanni Battista PARODI*

Giulio PONZELLINI

BOARD OF AUDITORS

Domenico AMODEO

Alberto CAMPOLONGO

Vittorio CODA

Giuseppe GUARINO

Luigi GUATRI

ALTERNATES

Natalino IRTI Arnaldo MAURI

CENTRAL MANAGERS

MANAGERS

Pietro SALONICO

Giorgio SANGIORGIO

Antonio MONTORO

Luigi PATRIA

Felice SCORDINO

Vincenzo DESARIO

Antonio FINOCCHIARO

Rainer Stefano MASERA

Pierluigi CIOCCA

- ACCOUNTANT GENERAL

- CHIEF LEGAL AOVISER

- INSPECTORGENERAL

- CENTRAL MANAGER FOR TECHNICAL DEPARTMENTS

- CENTRAL MANAGER FOR THE ROME BRANCH

- CENTRAL MANAGER FOR BANKING SUPERVISION

- SECRETARY GENERAL

- CENTRAL MANAGER FOR ECONOMIC RESEARCH

- CENTRAL MANAGER FORCENTRAL Ì1ANK OPERATIONS
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LIST OF TABLES

Goods and services and distribution of gross domestic product and
income .

Use ofincome account and capitaI account , .

Labour costs per unit of output and value added per worker, by sector .

IndustriaI production by economie purpose .

Wholesale priees by economie purpose .

Consumer prices .

Main items of the balance of payments on a transactions basis .

Balance of payments on a settlements basis .

Indicators of competitiveness based on wholesale prices and average unit
priees for exports of manufactures .

Italy's external financial position .

Consolidated account of the public sector .

Financing of the public sector borrowing requirement .

Expenditure, revenue and the state sector borrowing requirement .

The public debt ~ .

Banks' assets and liabilities .

Banks' profit and 10ss accounts, by category ofbank .

Assets and liabilities of the special credit institutions .

Financial market: gross and net issues of securities .

Sources and uses of monetary base .

Interest rates: Bank of Italy operations .

Interest rates: money market and the banks .

Interest rates: securities .

Financial assets ofthe economy and their counterparts .

Total domestie credit and financial assets .

Financing of investment .
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GOODS AND SERVICES AND DISTRIBUTION
(billions of lire 

USE OF INCOME ACCOUNT 
(billions of lire 

174



Table a 1 

OF GROSS DOMESTIC PRODUCT AND INCOME 
at current prices) 

AND CAPITAL ACCOUNT 
Table a 2 

at current prices) 
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Table a 3 

LABOUR COSTS PER UNIT OF OUTPUT AND VALUE 
ADDED PER WORKER, BY SECTOR 

176



Tav. a 4 

INDUSTRIAL PRODUCTION BY ECONOMIC PURPOSE 
(indices, 1980=100; seasonally adjusted) 
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Table a 5 

WHOLESALE PRICES BY ECONOMIC PURPOSE 
(indices, 1980 = 100) 

178



Table a 6 

CONSUMER PRICES 
(indices, 1980 = 100) 
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MAIN ITEMS OF THE BALANCE OF 
(billion 
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Table a 7 
PAYMENTS ON A TRANSACTIONS BASIS 
of lire) 
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BALANCE OF PAYMENT  

(billion
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Table a 8 

ON A SETTLEMENTS BASIS (1) 
of lire) 
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Table a 9 
INDICATORS OF COMPETITIVENESS BASED ON WHOLESALE PRICES AND 

AVERAGE UNIT PRICES FOR EXPORTS OF MANUFACTURES 
(indices, 1980 = 100) 
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Table a 10 

ITALY'S EXTERNAL FINANCIAL POSITION 
(billions of dollars) 
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Table a 11 

CONSOLIDATED ACCOUNT OF THE PUBLIC SECTOR 
(billions of lire) 
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Table a 12 

FINANCING OF THE PUBLIC SECTOR BORROWING REQUIREMENT (1) 
(billions of lire) 

187



Table a 13 

EXPENDITURE, REVENUE AND THE STATE SECTOR BORROWING REQUIREMENT 
(billions of lire) 
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Table a 14 

THE PUBLIC DEBT 
(face value; billions of lire and percentage composition) 
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BANKS' ASSETS 
(billions 
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Table a 15 

AND LIABILITIES (1) 
of lire) 
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BANKS' PROFIT AND LOSS ACCOUNTS, 
(in billions 
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Table a 16 

BY CATEGORY OF BANK (1) 
of lire) 
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BANKS' PROFIT AND LOSS ACCOUNTS, 
(in billions 
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Table a 16 cont'  d 
BY CATEGORY OF BANK (1) 
of lire) 
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ASSETS AND LIABILITIES OF THE 
(billions 
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Table a 17 
SPECIAL CREDIT INSTITUTIONS (1) 
of lire) 
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FINANCIAL MARKET: 
(billions 
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Table a 18 

GROSS AND NET ISSUES OF SECURITIES 
of lire) 
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Table a 19 

SOURCES AND USES OF MONETARY BASE (1) 
(changes in billions of lire) 
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Table a 20 

INTEREST RATES: BANK OF ITALY OPERATIONS 
(percentages) 
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Table a 21 

R ATES: MONEY  M ARKET AND THE BANKS 
(percentages) 

INTEREST  
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Table a 22 

INTEREST RATES: SECURITIES 
(average percentage values) 
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FINANCIAL ASSETS OF THE 
(stocks in 
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Table a 23 

ECONOMY AND THEIR COUNTERPARTS (1) 
billions of lire) 

205



Table a 24 

TOTAL DOMESTIC CREDIT AND FINANCIAL ASSETS (1) 
(flows in billions of lire) 
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Table a 25 

FINANCING OF INVESTMENT 
(flows in billions of lire) 
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ABI

BI-VIC

CICR

CIP

CIPE

Confindustria

Consob

EFIM

ENEL

ENI

ILOR

INA

INAM

INPS

INVIM

IRI

IRPEF

IRPEG

Iseo

Istat

SACE

VIC

LIST OF ABBREVIATIONS

Associazione bancaria italiana
Italian Bankers' Association
Banca d'Italia-Ufficio italiano dei cambi
Bank of Italy-Italian Foreign Exchange Office
Comitato interministeriale per il credito e il risparmio
Interministerial Committee for Credit and Savings (Credit Committee)
Comitato interministeriale per i prezzi
Interministerial Committee on Prices
Comitato interministeriale per la programmazione economica
Interministerial Committee for Economie Planning
Confederazione generale dell'industria italiana
Confederation of Italian Industry
Commissione nazionale per le società e la borsa
Companies and Stock Exchange Commissipn
Ente partecipazioni e finanziamento industria manifatturiera
Shareholding and Financing Agency for Manufacturing Industry
Ente nazionale energia elettrica
National Electricity Agency
Ente nazionale idrocarburi
National Hydrocarbon Agency
Imposta locale sui redditi
Local income tax
Istituto nazionale assicurazioni
National Insurance Institute
Istituto nazionale per l'assicurazione contro le malattie
National Health Insurance Institute
Istituto nazionale per la previdenza sociale
National Social Security Institute
Imposta nazionale sul valore immobiliare
CapitaI gains tax on property
Istituto per la ricostruzione industriale
Institute for IndustriaI Reconstruction
Imposta sul reddito delle persone fisiche
Personal income tax
Imposta sul reddito delle persone giuridiche
Corporate income tax
Istituto nazionale per lo studio della congiuntura
National Institute for the Study of the Economie Situation
Istituto centrale di statistica
CentraI Institute for Statisties
Sezione speciale per l'assicurazione del credito all'esportazione
Special Department for the Insurance of Export Credits
Ufficio italiano dei cambi
Italian Foreign "Exchange Office
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