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THE WORLD ECONOMY

RECENT DEVELOPMENTS AND ECONOMIC POLICIES
IN THE INDUSTRIAL COUNTRIES

Recent developments

Output in the United States grew by 2.1 per cent in 1992 following the
previous year's decline of 1.2 per cent (Table 1). Growth was sustained by
domestic demand, while the 0.4 per cent fall in the contribution from the
external sector was caused principally by the strong rise of almost 10 per cent
in imports compared with growth of 6.3 per cent in exports, only slightly
above that of the previous year.
In Japan the pace of growth of GNP fell sharply from 4.1 per cent in 1991
to 1.5 per cent last year, reflecting the pronounced slowdown in domestic
demand; approximately two thirds of this growth was due to the foreign
component. Investment fell by 1.1 per cent; the decline was more marked in
the second half-year, partly on account of the shortage of credit caused by
the banks' balance-sheet problems. Industrial output contracted by 5.5 per
cent, the largest fall since the recession that followed the first oil crisis.
Growth also slowed down markedly in the Western regions of
Germany, with GNP falling sharply in the second half of the year, on account
of the adverse effects of high real interest rates, the waning of the initial
impetus of unification and the weakness of exports, which were affected by
the stagnation in world demand and the appreciation of the Deutschemark.
The business confidence indicator deteriorated dramatically from
September onwards and at the end of the year it plummeted to the lowest
levels recorded since the early eighties.
Economic trends in Eastern Germany were mixed last year.
Manufacturing output, which had fallen by more than 30 per cent in 1991,
recorded a further decline of about 2.5 per cent; by contrast, the construction
industry, which was bolstered by public investment in infrastructures,
increased by 9 per cent.

9

Table 1

DEMAND AND GROSS PRODUCT
IN THE LEADING INDUSTRIAL COUNTRIES
(constant prices; annualized percentage changes over preceding period)

10

In the United Kingdom output contracted for the second year in
succession, although there was a slight recovery in the second half of the
year. The stagnation of private consumption was attributable mainly to the
financial fragility of many households which was exacerbated by the
continuing fall in property values and by real interest rates that until
September were at historically high levels. In France GDP grew by 1.3 per
cent, compared with 0.7 per cent in 1991. In the first half of the year
economic activity was boosted by the substantial improvement in net
exports generated by the gains in competitiveness that had accumulated in
the previous two years.
The persistent stagnation of productive activity affected the labour
market. The unemployment rate continued to rise almost everywhere;
between the end of 1991 and December 1992 it rose by 1.5 points in the
United Kingdom and Spain, by about 1 point in Canada and half a point in
France; only in the United States did it fall slightly, declining from the peak
of last June to the levels prevailing at the beginning of the year. In Germany
unemployment stood at 8.1 per cent at the end of the year, compared with 7.2
per cent in December 1991; the situation is particularly serious in the Eastern
regions, where there are now more than one million unemployed, or about
14 per cent of the labour force.
In the EC as a whole the unemployment rate rose from 9.0 per cent in
January 1992 to 10.3 per cent in December, a figure close to that recorded
in the mid-eighties and corresponding to about 17 million unemployed.
Inflation, which had slowed down appreciably in the course of 1991,
remained low last year, tempered by the weakness of economic activity and
the generally moderate ri se in unit labour costs and the prices of energy and
raw materials. In the industrial countries as a whole consumer prices
increased by 3.2 per cent during the year; the ri se was particularly small in
Canada, Japan and France. In the United Kingdom and Italy consumer price
inflation slowed down considerably in the course of the year, the
twelve-month rate falling from 4.1 to 2.6 per cent and from 6.1 to 4.7 per cent
respectively between January and December. Inflation accelerated only in
Western Germany, rising from an annual average of 3.5 per cent in 1991 to
one of 4.0 per cent last year; on a twelve-month basis, however, it slowed
down slightly during the year, falling from 4.0 per cent in January to 3.7 per
cent in December. The main factor was the acceleration in wages, which rose
by about 7 per cent in the manufacturing sector. In the Eastern Under the
cost-of-living index rose by 11.1 per cent, chiefly as a reflection of higher
rents and prices for energy products; the process of adapting prices to the
levels prevailing in the Western Under continued.
In March 1993 inflation was running at a twelve-month rate of 3.1 per
cent in the United States, 1.2 per cent in Japan and 3.5 per cent in the EC. In
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the United Kingdom it fell further, to 1.9 per cent, or 3.5 per cent if mortgage
interest payments are excluded. In Italy the cost-of-living index rose by 4.2
per cent, the same as the twelve-month rate of increase in prices in the
Western regions of Germany, where the slight acceleration in relation to the
average for 1992 was due principally to the 1 point increase in VAT rates on
1 January 1993.

Economic policies
Monetary policies. — The monetary policy divergence between the
three leading industrial countries widened further in 1992. In the United
States the hesitancy of the recovery in economic activity and the slowdown
in the growth of the monetary aggregates during the second quarter
persuaded the Federal Reserve to lower the federal funds rate from 3.8 in
April to about 3 per cent in September; in July the discount rate was reduced
by half of one percentage point to 3 per cent, its lowest level for thirty years.
In the same month the banks reduced the prime rate on short-term loans by
the same amount to 6 per cent. Between the spring and September yields on
3-month Treasury bills declined by more than 1 percentage point to less than
3 per cent (Figure 1).

In Japan, where monetary conditions had begun to ease in mid-1991,
there was a continued trend in this direction, fostered by the pronounced
slowdown in growth and the steep rise in banks' non-performing loans. The
discount rate was lowered in April and July by a total of 1.25 percentage
points to 3.25 per cent; this encouraged a decline in short-term rates, which
in December stood at 3.8 per cent, more than two points lower than at the end
of 1991.
In Germany the Bundesbank's decision in July to raise the discount rate
to 8.75 per cent — the highest level since the Second World War — only
slightly accentuated the rise in short-term interest rates that had been under
way since the beginning of the year. They stood at 9.8 per cent in August but
then fell to 8.9 per cent in October in reaction to the reduction of 0.5 per cent
in the discount rate and 0.25 per cent in the lombard rate decided on 14
September, in conjunction with the realignment of the lira's central rate.
Interest rates remained broadly stable in the other ERM countries until
the beginning of June. Monetary conditions were tightened in the summer
to counter the continuing strong downward pressure on currencies.
Following the suspension of sterling from the Exchange Rate Mechanism on
17 September, the UK monetary authorities reduced the base rate in several
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stages from 12 per cent to 7 per cent in mid-November, thus encouraging a
gradual decline in short-term market rates from 10.6 to 7.0 per cent over the
same period. This reduction, which was facilitated by the low ratio of the
public debt to GDP, reflected the need to stimulate economic activity and,
above all, to alleviate the extremely heavy debt burden on households. After
a period of calm from mid-October to mid-November, renewed tensions in
the EMS led the authorities of the ERM countries to tighten monetary
conditions, though to varying degrees and at different times; the conflict
between the exchange rate constraint and the domestic needs of the various
economies was thus exacerbated.
Figure 1
SHORT AND LONG-TERM INTEREST RATES
(monthly averages)

In the first few months of 1993 monetary conditions were generally
eased. US interest rates, especially the long-term rates, declined again in
response to expectations of more moderate price increases and the curbing
of the public sector deficit, as envisaged in the new Administration's
economic programme. In Japan the reduction of the discount rate to 2.5 per
cent at the beginning of February encouraged a similar decline in market
rates. German interest rates, both short and long-term, fell gradually by
about one point. On 4 February the lombard rate was lowered by 0.5 points
and the discount rate by 0.25 points in conjunction with the reaching of
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agreement on renewal of the public sector's labour contract, which limits
wage increases to 3 per cent in 1993. The discount rate was reduced again
by a further 0.5 per cent in March and by 0.25 per cent in April, when the
lombard rate was also lowered by 0.5 per cent.
In France the optimism that greeted the new Government's programme
made possible gradual reductions in the reference rates. In the United
Kingdom the further lowering of the base rate at the end of January, to 6 per
cent, its lowest level for the last fifteen years, spurred a new fall in short-term
yields.
The growth in the monetary aggregates continued to slow down in the
leading industrial countries except Germany. The rapid expansion in the
German money supply reflected portfolio adjustments in favour of
short-term assets and high credit demand in the Eastern regions; in the
autumn it was also sustained by massive currency inflows.
In the United States, Japan and the United Kingdom the slowdown in
money supply growth continued to reflect portfolio switching in favour of
long-term assets in view of a steepening of the positive slope of the yield
curve; it was also affected by a slowdown in lending, due in part to the
continuing cautious attitude on the part of the banks. The spread between
lending and borrowing rates widened in all three countries; in the United
States and the United Kingdom this helped the banks to strengthen their
capital bases. In Japan, where the volume of bad loans and the downturn in
the share market magnified fears for the stability of the financial system,
bank profits fell by nearly 50 per cent over the year.

Fiscal policies. — On the basis of the standardized definitions used by

international economic organizations, the aggregate general government
deficit of the leading industrial countries increased from 2.4 to 3.6 per cent
of their gross product; this was attributable partly to the working of built-in
stabilizers and, in some countries, partly to the moderately expansionary
stance of fiscal policy.
In the United States the federal budget deficit totaled $290 billion, or
4.9 per cent of GDP, against $269 billion, or 4.8 per cent, the previous year.
As in the past, the public finances benefited from the surplus of the social
security system, which amounted to $52 billion.
The economic downturn and the measures to stimulate the economy led
to a deterioration of the public finances in Japan. The central government
deficit rose from 0.3 per cent of GNP in 1991 to 1.6 per cent; the general
government surplus, which includes the substantial surpluses of the social
security system, declined from 3.0 to 1.8 per cent of GNP.
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In Germany the restrictive fiscal stance helped to curb the imbalances
of the public finances, despite the slowdown in growth and the continuing
financial burden associated with unification. The general government deficit
plus the borrowing requirements of the funds established to finance
unification grew from DM 110 to 115-120 billion, thus remaining
unchanged at 3.9 per cent of GNP. However, if one includes borrowing by
the Treuhandanstalt, the Post Office and the State Railways, totalling DM 57
billion (compared with DM 37 billion in 1991), the deficit of the enlarged
public sector rose from DM 145 to about DM 175 billion, or from 5.1 to 5.8
per cent of GNP, the highest figure since 1976.
In France the state sector deficit increased from FF 130 to 230 billion
(from 1.9 to 3.2 per cent of GDP) compared with a target of FF 90 billion.
In the United Kingdom the severity of the recession and the stimulatory
fiscal measures led to a marked rise in the public sector borrowing
requirement, from 2.4 per cent of GDP in 1991 to 5.8 per cent; the PSBR had
stood at zero in 1990. Public spending rose by 9.8 per cent, whereas revenue
remained virtually unchanged.
International organizations predict a further slight deterioration in
public finances in 1993, especially in Europe and Japan, on account of the
continuing weakness of economic activity. In the United States the new
Administration estimates that the deficit will increase slightly to around
$ 310 billion. Expenditure on defence will decrease, but the resumption of
payments to cover the losses of the savings and loans associations (which
should nonetheless be lower than forecast on account of the unexpected
improvement in banks' profits in 1992) and expenditure on health care will
contribute to the increase in the deficit.
As in 1991, the Japanese authorities have introduced a supplementary
budget for the financial year 1993-94, amounting to 13 billion yen, or 2.8 per
cent of GNP, which provides for increases in public investment and in
subsidized credit to households and small firms.
In Germany the general government borrowing requirement is
expected to rise to DM 135-140 billion, or 4.3 per cent of GNP, on account
of the recession. Revenue is expected to fall, despite the additional income
from higher VAT and the withholding tax on investment income that came
into effect this year; the deficit of the social security system is also expected
to widen further. The borrowing requirements of the Post Office, the State
Railways and the Treuhandanstalt will remain high and when the latter is
wound up at the end of 1994 the state will inherit its debts, which it is thought
will then amount to DM 250 billion, or about 7 per cent of GNP.
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THE INTERNATIONAL FOREIGN EXCHANGE
AND FINANCIAL MARKETS

The exchange rates of the dollar, the yen and the Deutschemark

Last year saw a continuation of the exchange rate fluctuations among
the three leading currencies that have accompanied the divergence of
cyclical conditions and economic policies between their respective
countries since 1990. In the second and third quarters the dollar depreciated
by around 10 per cent against the yen and by 14 per cent against the
Deutschemark, reaching a historical minimum in September in both nominal
and real effective terms. The decline in US interest rates, which was
encouraged by the Federal Reserve to support the economic recovery, and
the contemporaneous tightening of monetary conditions in Germany to
counter domestic inflationary pressures, caused a widening in the short-term
interest rate differential between dollar and Deutschemark assets; the spread
reached a thirty-year high of nearly seven percentage points at the beginning
of September, prompting investors to switch into the latter. The differential
between US and Japanese interest rates remained broadly stable but the
demand for yen-denominated assets increased, owing primarily to
expectations of an upturn in the Japanese economy following the
announcement of stimulatory fiscal measures.
In the fourth quarter of 1992 renewed signs of a sustained recovery in
economic activity in the United States and an expectation that the decline in
short-term interest rates had come to an end, induced investors to switch
back into dollar-denominated assets; between October 1992 and March
1993 the dollar appreciated by about 14 per cent vis-à-vis the Deutschemark.
On the other hand, the US currency continued to depreciate against the yen,
falling by 3 per cent, and recorded a new historical low in March, largely in
reaction to the widening Japanese trade surplus.
In December last year the real effective exchange rate of the dollar
based on the producer prices of manufactures was 2.4 per cent lower than the
average for 1987, the year in which the monetary authorities began to take
coordinated action to prevent excessive exchange rate divergences among
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the leading currencies. The yen and the Deutschemark, by contrast, had
appreciated by 2.7 and 6.5 per cent respectively; the appreciation of the latter
was primarily due to its strengthening vis-à-vis a number of European
currencies.

The European Monetary System

After more than five years of relative stability, from the summer of 1992
onwards the European Monetary System was subjected to the most intense
strains encountered since its inception, reflecting the persistence of
disequilibria between the member countries and the problems associated
with the process of economic and monetary union in the Community. In the
space of only five months there were four realignments (on 14 and 17
September, 23 November and 1 February 1993), the lira and the pound
sterling withdrew from participation in the ERM (from 17 September) and
there were repeated bouts of severe turbulence that continued into the early
part of this year (Figure 2); a further realignment involving the peseta and
the escudo was carried out on 14 May.
Figure 2
POSITION OF THE CURRENCIES WITHIN THE FLUCTUATION BAND (1)

(1) On 6 April 1992 the Portuguese escudo entered the ERM. — (2) On 14 September the central rate of the lira was devalued by 7 per cent.
— (3) On 17 September the pound sterling was suspended from the Exchange Rate Mechanism, the central rate of the peseta was devalued
by 5 per cent and Italy temporarily suspended compulsory intervention. — (4) On 23 November the central rates of the escudo and the peseta
were devalued by 6 per cent. — (5) On 1 February 1993 the central rate of the Irish punt was devalued by 10 per cent.
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The degree of convergence between the Community economies has
increased since 1987, but significant disparities remain. Although narrower,
inflation differentials persist, causing a rise in the real exchange rates of the
currencies of countries with the highest inflation, and imbalances in the
public finances have not been sufficiently corrected. In addition, differences
in economic policy objectives have emerged in the wake of German
unification. In Germany the expansion of the public sector deficit to finance
transfers to the Eastern regions and the rapid increase in wages caused
inflationary pressures, prompting the authorities to raise interest rates
sharply. In the majority of the other EC countries, the slowing down of
economic activity and, for some, the decrease in inflation to levels below that
obtaining in Germany made it difficult to sustain the high interest rates
consistent with the exchange rate link with the Deutschemark.
Until May 1992 the exchange rates of the ERM currencies remained
stable and the markets did not anticipate any imminent realignment. The
commitment of the European countries to economic and monetary union had
convinced the markets that the countries whose economies had not yet met
the convergence criteria would take the necessary corrective measures. The
short-term interest rate differentials vis-à-vis the Deutschemark narrowed
and in some cases were eliminated.
The behaviour of the markets changed radically from June onwards
following the negative result of the Danish referendum on the Maastricht
Treaty and in view of increasing uncertainty about the outcome of the French
referendum scheduled for 20 September; expectations of a possible
realignment in the central rates of the currencies of divergent countries
began to develop. The tensions within the EMS were exacerbated by
exchange rate turmoil outside the Community, sparked primarily by the
depreciation of the dollar and associated with the instability of the
Scandinavian currencies. The additional tightening of the German monetary
stance in July accentuated the contrast with the economic policy objectives
of the other EC countries.
The change in market expectations gave ri se to capital movements on
an unaccustomed scale, driving several currencies towards their respective
intervention rates. The monetary authorities of the countries whose
currencies were under downward pressure made use of all the instruments
envisaged by the Basle-Nyborg Agreement, raising interest rates to
exceptionally high levels and carrying out interventions of unprecedented
size. In some countries restrictions on capital movements were temporarily
reintroduced.
The defence of exchange rate parities was of limited effectiveness: the
levels to which some countries were forced to raise interest rates in order to
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stem the outflow of capital were unsustainable beyond the very short term,
especially given the difficult economic situation and high levels of public
and p rivate sector debt. The markets' perception of insufficient coordination
between the monetary authorities and disagreement over the
appropriateness of the central parities was sustained by conflicting public
statements and the disjointed manner in which the realignments were
effected.
The tensions which had initially affected the countries whose
economies were still partly in need of adjustment spread to those with sound
fundamentals. The defence of the French franc and the Danish krone
involved coordinated action, including concerted intramarginal intervention
that went beyond the usual instruments contemplated by the Basle-Nyborg
Agreement. By contrast, the burden of defending the exchange rate of the
Irish punt fell mainly on the authorities of that country; the high interest rates
necessary could not be sustained for any extended period and the punt was
devalued in February.
The pattern of nominal exchange rates that resulted from the four
realignments and the fluctuations of the lira and the pound sterling gave rise
to a substantial modification of real effective exchange rates within the
Community. In December the real exchange rate of the lira, based on the
producer prices of manufactures, was 11.6 per cent lower than in June 1992.
In relation to the 1987 average, the lira had depreciated by about 9.5 per cent
while the Deutschemark and the French franc had appreciated by 5.3 and 1.3
per cent respectively; the pound sterling and the peseta had depreciated by
6.7 and 4.9 per cent respectively with reference to the dates of their entry into
the ERM (October 1990 and June 1989).

The currency crisis and international financial integration

The crisis that beset the foreign exchange markets last year occurred
against a background of growing international financial integration, where
the high degree of capital mobility, the spread of innovative financial
instruments, especially for the hedging of exchange risk, and advances in
information technology have increased the scope for investors to operate in
different markets and to change their strategies rapidly. On 30 April the
Group of Ten published a report, based in part on the findings of interviews
conducted with leading market participants, on the working of the
international capital markets and the implications for economic policy.
In the last few years the total value of investors' holdings of foreign
shares has increased considerably, as have the size and liquidity of the
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foreign exchange markets. The worldwide volume of foreign exchange
transactions is estimated to have tripled between 1986 and 1992, with daily
turnover reaching nearly $900 billion.
As long as markets expected further convergence among the European
economies and exchange rate stability within the EMS, international
portfolio diversification generated large-scale capital inflows into the ERM
countries with the highest nominal interest rates. The sudden reversal of
expectations in the summer of 1992 led to massive outflows that generated
powerful tensions in foreign exchange markets. The volume of trading
surged, reaching peaks of three times the normal turnover in the middle of
September. The liquidity of the spot foreign exchange markets generally
remained satisfactory, partly owing to massive central bank intervention,
although bid-ask spreads widened. In the middle of September, at the height
of the currency crisis, two-way forward quotations and swaps were virtually
impossible to obtain for sterling and lire.

The international financial markets in 1992

The events in the foreign exchange markets in the second half of the
year were accompanied by an increase in activity in the international
financial markets. Gross lending in the capital markets rose, partly as a result
of the issues made by governments to replace the reserves spent during the
currency crisis. Net international bank lending, including interbank loans,
rose by $285 billion in the third quarter, after falling by $110 billion in the
first half.
From August onwards the yields on long-term securities denominated
in Deutschemarks declined, despite the large increase in issues; by March
1993 they had fallen to 6.5 per cent, taking them below the level prevailing
before the unification of Germany and reflecting expectations of slower
growth and a reduction in inflationary pressures. The negative slope of the
German yield curve became even steeper in the last part of 1992 and the early
part of this year.
Examination of the yield curve for DM-denominated assets over the last
thirty years shows that its slope is closely related to the rate of inflation and
the level of economic activity in Germany. In the periods of greatest
inflationary pressure — especially in 1969, 1973 and 1981 (when inflation
reached peaks of around 7 per cent) — the restrictive monetary policy pursued
by the Bundesbank caused short-term interest rates to rise and produced an
inverted yield curve. By contrast, in the periods of recession — such as

20

1967-68, 1975 and 1982-83 — the curve had a positive slope, even when
inflation remained above the rate judged to be compatible with the objective
of price stability. In the last two years, however, the previous pattern has been
broken: even though the German economy has progressively weakened and
now gone into recession, and with inflation running at around 4 per cent,
short-term interest rates have remained above those at the long end of the
market.
In the United States long-term yields came down more slowly than
short-term rates last year, reflecting the lag with which inflationary
expectations have abated and the persistence of concern about the US budget
deficit. However, by March of this year long-term rates were down to around
6 per cent, the lowest level for twenty years.
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CENTRAL AND EASTERN EUROPE
AND THE DEVELOPING COUNTRIES

Russia

The economic situation in Russia continued to deteriorate as a result of
political, institutional and administrative disorder and the only partial
implementation of the stabilization programme begun at the end of 1991.
Nevertheless, substantial progress was made in the liberalization of
economic activity, in particular prices, and a wide-ranging privatization
programme was launched. As in the other countries of the former USSR, the
difficulty Russia has encountered in radically transforming its economic
system has been aggravated by the breakdown of productive, trade and
monetary relationships within the area.
In August 1992 Russia received a standby loan of some $1 billion from
the International Monetary Fund to support the stabilization programme.
However, serious obstacles to the implementation of the programme were
encountered in the second half of the year owing to the failure to gain
approval for important fiscal measures and the difficulty of curbing central
bank credit. After an initial surge following the extensive liberalization of
prices in January 1992, inflation decelerated until August but turned
upwards again in the last part of the year; the monthly rise in the consumer
price index reached 25-30 per cent in the first few months of 1993. The
rouble depreciated sharply in the second half of 1992 and the early part of
this year, with the exchange rate falling from 162 per dollar at the end of July
1992 to 415 at the end of December and 823 at the end of April this year.
In 1992, the balance of payments deficit with countries outside the area
of the former Soviet Union came to $12.7 billion, while the current account
recorded a deficit of $4.3 billion. By contrast, the trade balance showed an
estimated surplus of $3.1 billion. There was an increase in outflows of bank
capital and in the deficit on errors and omissions, which probably reflected
the illegal export of capital.
Major structural reforms were begun, but implementation is proceeding
more slowly than expected. Last summer, the system of multiple exchange
rates for the rouble was abolished and in October the law establishing the
convertibility of the rouble for current account transactions by residents was
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approved but is not yet fully in force. Moreover, imports continue to be
highly subsidized and exports of such important products as energy, wood
and metals remain subject to quotas. Most prices had been liberalized by the
end of the year except those of energy, certain food products, public transport
and communications and residential rents. About 4 per cent of apartments
were privatized, as were more than 24,000 out of a total of 200,000 small and
medium-sized enterprises in industry and the services sector, and about
150,000 p ri vate agricultural enterprises were created. The transformation of
6,500 large enterprises into joint stock companies was begun; they will be
privatized primarily through the free distribution of negotiable vouchers
with a face value of 10,000 roubles each to the general public. The issue of
the vouchers is already at an advanced stage.
In 1992, the cost of servicing the medium and long-term foreign debt
of the former USSR amounted to more than $15 billion. On the basis of the
memoran dum of understanding signed with creditors at the end of 1991,
Russia and all the other countries of the former Union were jointly liable for
payment of this sum; in fact, only Russia made any payments and these were
much less than the amount due, causing total arrears to increase by $7 billion
to about $12 billion. To tackle the problem, the Russian authorities agreed
with the other states of the former Union to assume responsibility for the
debts of the entire Soviet Union and to acquire all its real and financial assets
abroad. At the end of last year, the foreign debt of the former USSR in
convertible currencies totaled $77.7 billion.
At last April's meeting of the ministers of the Group of Seven countries
in Tokyo, a financial assistance programme for Russia was announced to
help finance the balance of payments and support the transition to a market
economy. The ministers also declared their intention to open wider their own
markets to Russian exports and to support Russia's application to join GATT.

The other countries of Central and Eastern Europe

Cyclical conditions in the other countries of Central and Eastern Europe
are still very difficult, despite some signs of improvement. The contraction
in output slowed down in all of the countries and inflation declined, except
in Romania and Albania, but remained quite high.
Weste rn countries' support for the reform process resulted in the partial
opening of their markets and the granting of substantial financial resources.
Rom ania and Bulgaria recently followed the lead of Poland, Hungary and
the former Czechoslovakia in signing Association Agreements with the
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European Community, and EFTA concluded free trade agreements with all
five countries. Between 1990 and 1992 the international organizations (the
IMF, the World Bank and the EBRD), the EC and the Group of 24 countries
allocated some $40 billion for the five countries in the form of loans to
support reforms and the balance of payments. The main beneficiaries were
Poland and Hungary, which received respectively 32 and 28 per cent of the
total resources committed.
Between the beginning of 1990 and April 1991, five Central and
Eastern European countries (Bulgaria, Czechoslovakia, Poland, Romania
and Hungary) launched stabilization and reform programmes agreed with
and financed by the IMF and the World Bank; more than two years later, it
is possible to take stock of the results achieved. Considerable progress has
been made in curbing inflation, reducing current account deficits,
liberalizing prices and foreign trade, privatization and reforming tax and
banking systems. Nevertheless, the programmes have not prevented
national income from declining by much more than had been expected,
which has interfered with the implementation of the programmes and caused
a widening of public sector budget deficits. The overshooting of budgetary
targets led to the suspension of the IMF programmes with Poland in
September 1991 and Hungary in May 1992.
The five countries made significant progress with privatization, moving
most rapidly with regard to small enterprises in the services and distributive
sectors. Greater difficulty was encountered with medium-sized and large
firms owing to valuation problems, uncertainty about property rights and the
scarcity of capital. Irrecoverable loans, a legacy of the planned economy, are
proving a serious obstacle to reform and privatization by weighing down the
balance sheets of enterprises and banks and distorting the allocation of
credit, thereby penalizing the healthiest enterprises. In 1992 they
represented around 30 per cent of banks' assets in Poland and Bulgaria and
15-20 per cent in Hungary and the former Czechoslovakia.

The developing countries

The growth in output in the developing countries rose to 6.1 per cent in
1992, the highest rate in ten years. Greater openness to foreign trade,
privatization and the reduction in public sector budget deficits and foreign
debt facilitated the process of capital accumulation in many countries,
financed both by increased domestic saving and inflows of foreign
investment. The development of intra-regional trade provided a stimulus to
exports. The decline in dollar interest rates reduced the transfer of resources
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for debt servicing, partly offsetting the effects of the deterioration in the
terms of trade.
The Middle East recorded a marked increase in output (9.9 per cent),
especially in Kuwait, Iran, Iraq and Turkey. Output rose by 7.9 per cent in
the Asian developing countries, with particularly high growth rates being
recorded in China (12.8 per cent) and the South-East Asian countries. In this
region, the now well-advanced newly industrialized economies, which
recorded growth of around 5 per cent last year, have been joined by three
other rapidly expanding economies: Indonesia, Malaysia and Thailand,
whose GDP rose by 6.0, 8.7 and 7.5 per cent respectively in 1992.
In Latin America, output grew by 2.3 per cent in 1992, just enough to
produce an increase in per capita GDP. In Brasil, political instability
prevented the implementation of the stabilization programme agreed with
the IMF; output fell by 0.9 per cent and inflation accelerated to around 1,000
per cent. By contrast, growth continued and inflation eased in Argentina,
Chile, Mexico, Uruguay and Venezuela as a result of restructuring
programmes and reforms that facilitated an increase in domestic saving and
an inflow of capital from abroad. In Africa, drought, civil war and political
instability caused output to stagnate, thereby accentuating, for a third
successive year, the decline in per capita income, which contracted by nearly
2 per cent. Exports decreased in value terms owing to the fall in prices for
non-oil commodities.
The total foreign debt of the developing countries was virtually
unchanged in 1992 at around $1.39 trillion. In proportion to exports,
however, it decreased from 127 to about 120 per cent; the most significant
improvements were recorded in Latin America and Asia, where the ratio
decreased by about 8 and 5 points respectively as a result of debt reduction
measures agreed with creditors and an increase in exports. Major new
agreements for the reduction of bank debt were concluded during the year,
the most important being those with the Philippines and Argentina; in
addition, Brazil reached agreement in principal on the restructuring of $45
billion of its debt with banks. Since 1987, the year debt reduction strategies
were introduced, agreements have been reached involving $116 billion of
bank debt owed by thirteen countries, mainly in the middle-income group;
the reduction of debt servicing amounts to more than $50 billion at current
value.
In 1992, official creditors belonging to the Paris Club concluded
restructuring agreements with 18 countries, mostly from Africa; they
involved debt of around $20 billion, with Brazil alone accounting for $10
billion. Six low-income countries benefited from restructuring on highly
favourable terms, reducing the current value of their debt servicing by 50 per
cent.
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THE BALANCE OF PAYMENTS, WORLD TRADE
AND THE SINGLE EUROPEAN MARKET

The balance of payments

Cyclical divergences accentuated the current account imbalances of the
leading industrial countries; the deficits of the United States and Germany
widened and the Japanese surplus increased, as did the deficit for the
industrial countries as a whole. Their rising demand for resources reduces
the funds available and increases the prospective cost of foreign credit for
the developing countries.
The US trade deficit began to rise again last year for the first time since
1987, increasing from $73 to 96 billion. The deterioration vis-à-vis the other
industrial countries was substantial; the deficit with Japan widened to $50
billion and the surplus with Western European countries fell to $3 billion,
reflecting the recovery in economic activity in the United States and the
recession in Japan and Western Europe. The current account deficit
increased from $3.7 billion in 1991 to $62 billion last year, or 1.0 per cent
of GDP; in 1991, however, the United States had benefited from transfers of
$42 billion from the allies in connection with the Gulf conflict. The US
surplus on capital movements rose to $31 billion, owing partly to the large
reduction in US banks' foreign assets in the first half of the year; the surplus
on official capital movements increased to $44 billion.
Japan's trade surplus widened to $133 billion, rising markedly in
relation to all areas. The appreciation of the yen contributed to an 8 per cent
ri se in the dollar value of exports, while the weakness of domestic demand
and the decline in the prices of raw materials led to a fall of more than 2 per
cent in imports. The current account surplus rose to a historical peak of $118
billion, equal to 3.2 per cent of GDP.
The German trade surplus increased slightly to $31 billion, boosted by
an improvement in the terms of trade. The deepening of the recession and
the waning of the effects of unification on domestic demand halted the
growth in the volume of imports; export growth was hampered by the
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weakness of external demand and the real appreciation of the Deutschemark.
The current account deficit widened to $25 billion, largely as a result of the
reduction in net investment income, as high domestic interest rates caused
a pronounced rise in interest payments. The deficit was more than offset by
net inflows of $57 billion in short-term capital and $33 billion in long-term
capital, attracted by high interest rates and, especially from September
onwards, by expectations of a revaluation of the Deutschemark vis-à-vis the
other European currencies; the net inflow of long-term capital was the first
since 1986. Excluding exchange rate adjustments, the Bundesbank's net
external assets increased by $43 billion as a result of the massive
interventions within the European Monetary System in September.
The aggregate current account deficit of the developing countries
came to $78 billion, which was financed by inflows of foreign direct
investment totaling $36 billion and by an increase of $69 billion in their
foreign indebtedness. Inflows of portfolio investment to a number of Latin
American and Asian countries have grown phenomenally in the last three
years, owing to the repatriation of flight capital and the private sector's
renewed access to international capital markets.

International commerce and trade policies

The pace of world trade quickened in 1992 after three successive years
of deceleration. Measured as an average of import and export volumes, trade
increased by 4.2 per cent, almost two percentage points more than the
previous year, mainly as a result of a growth in trade by the developing
countries and North Ame ri ca. Trade in services increased by 7.3 per cent in
value terms, with strong growth in the transport and tourism sectors, and now
accounts for over 20 per cent of total trade.
Exports from developing countries accelerated for the second year in
succession, rising by 8.4 per cent in volume, as against 7.7 per cent in 1991.
In Asia the foreign sales of the newly industrialized economies slowed down
slightly, but China's exports continued to gather pace.
The developing countries' terms of trade deteriorated slightly owing to
the stagnation in the prices of raw materials; those of the oil-exporting
countries in particular are now less than half the peak recorded in 1981.
After six years of negotiations, the Uruguay Round is proceeding with
difficulty, although some progress has been made. Last November the
dispute between the EC and the United States over agricultural products was
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finally resolved by a bilateral agreement to reduce export subsidies, the
volume of subsidized exports and support for farm incomes. Negotiations
concerning the reduction of import duties on industrial products also made
some headway, although differences remain between the EC and the United
States regarding the scale and product distribution of the cuts. There is also
continued disagreement among the industrial countries and between these
and the developing countries as regards the liberalization of trade in services,
the protection of intellectual property rights and the reinforcement of
GATT's surveillance functions through the creation of a multilateral trade
organization.
A rapid conclusion to the Uruguay Round is of decisive importance for
world economic recovery. The failure of the talks would heighten
protectionist pressures and discourage the liberalization of foreign trade that
has been taking place in a growing number of developing countries.
The United States and the EC have recently taken unilateral retaliatory
action or adopted bilateral export restraint agreements on a sectorial basis in
an attempt to resolve trade disputes, as they did during the eighties. Although
they do not openly contravene the provisions of the GATT, such measures
profoundly weaken the principles of multilateralism and non-discrimination
that underlie the agreement.
The trend towards the regionalization of trade, which resumed during
the eighties, grew stronger in 1992 with the conclusion of new regional trade
liberalization agreements. Provided they do not become an obstacle to
multilateral negotiations, these agreements can be regarded favourably. In
the past their indirect benefits have spread beyond the region directly
concerned owing to their positive long-term effects on growth. Moreover,
they have permitted the liberalization of sectors such as services, where it has
not yet been possible to reach agreement in the Uruguay Round.

The Single European Market

The Single European Market came into effect on 1 January 1993,
marking the realization of a project already prefigured in the Treaty of Rome.
The objective was laid down by the Single European Act of 1987, whereby
the European Community countries formally committed themselves to
creating an area without internal frontiers by the end of 1992 within which
the free movement of goods, people, services and capital is ensured. To
facilitate this aim, it was agreed that much of the necessary legislation would
be approved by qualified majority voting.
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On the whole, much has been achieved. All restrictions on the
movement of goods, capital and banking services have been removed.
Among the measures still to be completed, the most important regards
frontier checks on individuals, to which the Commission has given top
priority; the liberalization of public procurement and the harmonization of
company law also remain to be completed. Although measures in some areas
are behind schedule, the process that has been set in motion has already
helped to produce greater competition within the Community.
The Single Market project is composed of a series of legislative
measures intended to eliminate technical, physical and fiscal barriers within
the Community. As regards the removal of technical barriers — such as
differing technical standards, obstacles to the provision of services and the
free movement of labour and capital — progress has been uneven in the
various sectors.
The elimination of physical barriers in the form of frontier checks on
individuals and goods has been achieved only for goods, which have
circulated without any customs formalities since the beginning of 1993.
Identity checks for travelers have not yet been removed; except for the
United Kingdom, Denmark and Ireland, the Community countries have
signed an agreement providing for controls to be abolished at land frontiers
by 1 July of this year and at airports by 1 December.
In the field of fiscal barriers, the Commission's White Paper set as its
objective the harmonization of indirect taxes (VAT and excise duties) and the
subsequent abolition of customs checks at frontiers. The latter were
effectively eliminated in January and replaced by a system for the exchange
of data between national tax administrations to enable them to cross-check
the declarations of importers in their own country with those of exporters in
the other member states. As regards VAT, the Community countries have
decided not to switch immediately to the taxation of goods in the country of
origin, opting instead for a transitional system modeled on the one proposed
for excise duties, where the tax is charged in the country of destination.
Minimum tax rates or, in some cases, ranges have been established, thus
allowing greater latitude than originally contemplated. In particular, a
standard rate of not less than 15 per cent has been set, with the possibility of
applying lower rates to certain categories of goods.
With regard to direct taxation, harmonization of the taxation of
company income, which was not contemplated in the Single Market
programme, and income from financial assets is of great importance if
distortions of capital movements within the Community are to be avoided;
however, attempts at harmonization have not met with success so far.
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THE ITALIAN ECONOMY

SUMMARY OF DEVELOPMENTS AND
THE SHORT-TERM OUTLOOK

The results for the year

In the second half of 1992 the slowdown in economic activity turned
into recession. The average annual rate of GDP growth fell to below 1 per
cent, compared with 1.3 per cent a year earlier, and remained lower than that
for the industrial countries as a group (Table 2). Whereas the slowdown in
1991 had been determined by the sharp deceleration in foreign demand and,
to a lesser extent, in investment, last year it was primarily due to the decline
in the rate of growth of domestic demand, from 1.9 to 1 per cent, and
particularly of households' consumption. The contribution of net exports of
goods and services to GDP growth, which had been negative in 1990 and
even more so in 1991, was virtually neutral last year.
Households' consumption grew at an average real rate of 1.8 per cent,
which was half a point less than in 1991 and lower than in any year since
1983, at the trough of the previous recession. It continued to expand in the
first half of the year despite the further slowdown of the economy, but
declined rapidly thereafter in connection with the erosion of households'
confidence. The failure of the expected cyclical upturn to materialize fueled
growing pessimism regarding the outlook for employment. The tensions in
the foreign exchange and securities markets and the increasing uncertainty
they engendered had an adverse effect on income expectations; in
combination with the supplementary fiscal measures, they thus depressed
households' spending. During the year households' real disposable incomes
rose by 1.6 per cent despite a decline of 1 per cent in gross earnings at constant
prices, half of which was attributable to the fall in salaried employment. If
losses in the value of households' net financial wealth due to inflation are
taken into account when calculating income, households' propensity to
consume fell from 87.1 per cent in 1991 to 86.5 per cent last year.
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Gross fixed investment at constant prices fell by 1.4 per cent, after
recording weak growth in 1991. An important factor was the notable decline
in fixed capital expenditure by medium-sized and large industrial firms,
which were influenced both by the heightened uncertainty regarding the
outlook for demand and by liquidity problems. After four years of
expansion, investment in buildings declined by 1.8 per cent, primarily
because of a further, sharp fall in investment in non-residential buildings.
Net of depreciation as estimated in the national accounts, the fall in total
fixed investment amounted to 8.8 per cent. In relation to GDP, gross fixed
investment continued to decline from the cyclical peak recorded in 1990.
Table 2

RESOURCES AND USES OF INCOME
(percentage changes)
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The impact of the weakness of domestic demand on production varied
from sector to sector. Industrial value added at current prices fell by 0.4 per
cent, the same result as in 1991; as the index of industrial production shows,
the decline was concentrated in the second half of the year. The only slightly
larger contraction of 0.5 per cent in manufacturing industry was due largely
to the pronounced fall in the production of transport equipment for the
second consecutive year. Market services bucked the trend, with value added
growing by 2.6 per cent in real terms, compared with 1.8 per cent in 1991.
However, this acceleration was entirely attributable to the growth in the
banking and insurance sector, provisionally estimated at 11.9 per cent.
Excluding banking and insurance, the increase in the value added of market
services was smaller than in 1991 (1.6 compared with 1.8 per cent), despite
the considerable growth of transport and communications services,
primarily in connection with the modernization and expansion of telephone
services.
Employment fell by around 200,000 standard labour units, the first such
decline since the early seventies and the third in the post-war period. As in
the two years 1971-72, the reduction in total employment appears to have
been determined not only by a drop in agricultural employment (90,000 units
in 1992), but also by a combination of business recession and reorganization.
In manufacturing, where employment fell by another 170,000 standard
labour units after having declined by 120,000 the previous year, the
dominant factor appears to be the lagged effects of the downturn that began
in 1990; given the absence of signs of a revival of investment, the size of the
increase in per capita output (3.1 per cent on average for the year, as against
1.9 per cent in 1990 and 1991) is not yet an indication that a new round of
restructuring has begun. In market services, by contrast, there are signs of
changes in the structure of production. Between 1980 and 1991 the growth
in the sector's demand for labour, which increased almost continuously from
the end of the sixties onwards, amounted to more than 2,500,000 units and
far outweighed the fall in employment in manufacturing (around 1,000,000
units up to 1987) and agriculture (750,000 units). Together with the growing
demand for labour in general government, this led to a continuous increase
in the number of standard labour units employed in the economy as a whole,
which rose at an average rate of 130,000 units per year over the period in
question. In 1992 the expansion of employment in market services came to
a halt and a contraction is likely to have occurred in the second half of the
year. This could reflect measures to create more efficient organizational
structures and a greater responsiveness of service companies to cyclical and
market developments.
Evaluation of the impact of the lower demand for labour on the
unemployment rate is complicated by the far-reaching improvements
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introduced by Istat in its labour force survey questionnaire. The principal
change is the adoption of a more restrictive criterion to determine whether
a person is looking for work and brings the definition of unemployment more
closely into line with that used in the other Community countries. The
resulting official unemployment rate (9.6 per cent in October and 9.5 per
cent in January of this year) is appreciably lower than the previous
measurements (11 per cent, according to the July 1992 survey). It compares
with an annual average unemployment rate of 9.4 per cent in the Community
and one of 6.8 per cent in the seven leading industrial countries last year.
After remaining more or less steady at a rate above 6 per cent for three
years, consumer price inflation came down gradually but significantly in
1992, falling to an annual, seasonally adjusted rate of around 4 per cent in
the fourth quarter. Both the cost-of-living index and the consumer price
deflator showed an average annual rise of 5.4 per cent. The consumer price
inflation differential between Italy and the three EC countries with the
lowest inflation narrowed from 3.7 to 2.9 percentage points. The slowdown
in the GDP implicit price deflator shows that the decline in the inflation rate
is attributable to domestic factors, which until the spring of this year helped
to offset the upward pressure on prices caused by the considerable
depreciation of the lira since the currency crisis of last September.
The rise in unit labour costs slowed down markedly, from 7.5 to 3.5 per
cent in manufacturing and from 8.8 to 3.7 per cent in market services,
reflecting not only the larger growth in productivity but also the slowdown
in wages and salaries due to the waning of the effects of the 1991 contract
renewals and the elimination of automatic adjustments under the scala
mobile. In contrast to the notable deceleration in unit labour costs and total
input prices, the annual rise in the producer prices of goods and services
declined only slightly, by 0.3 and 1.3 percentage points respectively.
Two additional factors relating to the setting of final prices by firms may
also have influenced the slowdown in consumer price inflation. First, the
slowdown and subsequent fall in households' spending curbed upward price
adjustments, but more importantly the mechanism governing the formation
of expectations appears to have changed. The December 1991 agreement
between the Government and the two sides of industry "on urgent measures
to combat inflation", which took note of the non-renewal of the scala mobile,
and the July 1992 "protocol of understanding", in which the parties agreed
to eliminate the old system of wage indexation and sanctioned the
suspension of company-level wage negotiations until the end of 1993,
introduced considerable uncertainty regarding the intensity of the
wage-price spiral and discouraged firms from taking unilateral measures to
anticipate its effects.
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In the closing months of the year the change in expectations of wage
growth certainly played an important role in preventing the depreciation of
the lira from producing a corresponding jump in domestic prices, as had
happened under similar circumstances in the past. This result was also partly
due to the simultaneous fall in the dollar prices of raw materials and the
decision of foreign firms to raise the lira prices of their exports to Italy to a
very limited extent: seasonally adjusted, the average unit value in lire of
imported manufactures was only 7 per cent higher in December than in
August.
The deficit on the current account of the balance of payments
deteriorated further both in absolute terms and as a percentage of GDP,
continuing a tendency that has been under way since 1987: in 1992 it rose
by 6.1 trillion lire to 32.7 trillion (2.2 per cent of GDP). As in previous years,
the rise in the deficit stemmed primarily from an increase in the net outflow
of investment income, which rose from 20 to 25.6 trillion lire. This was
accompanied by a contraction in the surplus on foreign travel that was larger
than the medium-term average but presumably included outward capital
movements by residents during the currency crisis that were not recorded as
such. The reduction in the deficit on transfer payments, particularly vis-à-vis
the EC, from 2.6 to 1.2 trillion lire, limited the total deficit on invisibles to
35.8 trillion.
The trade account on a fob-fob basis improved appreciably, showing a
surplus of 3.1 trillion lire, as against a deficit of almost 1 trillion in 1991. In
contrast with the previous year, the improvement in the terms of trade (by
more than 1 percentage point) was accompanied by one in the flows of trade
at constant prices as a result of the slowdown in imports, especially in the
second half of the year, and the modest recovery in exports. In the fourth
quarter the weakness of world demand limited the expansionary effects on
exports of the depreciation of the lira, despite the fact that Italian firms had
only partly adjusted their export prices to the lira's lower exchange rate.
Capital movements gave rise to a net inflow of 11.8 trillion lire,
considerably less than in the two preceding years. As the momentum
generated by exchange liberalization and the lira's entry to the narrow band
of the EMS gradually dissipated, inflows of non-bank capital slowed down
markedly even before the currency crisis in September. By contrast, inflows
of bank capital remained substantial in the first half of the year, particularly
in foreign currency, in view of expectations of exchange rate stability and
interest rate differentials that encouraged fund-raising abroad. In September
the devaluation of the lira following the suspension of interventions within
the Exchange Rate Mechanism and the ensuing destabilization of exchange
rate expectations led to a massive repayment of foreign liabilities, which
continued for several months. In the fourth quarter the partial repatriation of

34

non-bank capital and the Bank of Italy's use of foreign currency swaps
enabled the official reserves to recover by 26.5 trillion lire (net of exchange
rate and valuation adjustments) from the low levels they had reached in
September.

The short-term outlook

Signs of a revival in foreign demand gathered strength during the
winter, as reflected both in firms' expectations of the future level of exports
and in the trade balance, which improved appreciably in January and
February, although this result cannot be confirmed until the new system for
recording intra-Comunity trade has settled down.
The pick-up in exports has not been sufficiently strong so far to alter the
general tone of the economy: the recession has therefore extended into the
opening months of this year. In the first quarter industrial production
remained at the very low level recorded in the fourth quarter of 1992; data
on electricity consumption in April and May do not point to a recovery in
production levels. In March, however, industrial firms reported an
improvement in their current and expected orders resulting not only from a
rise in foreign demand but also from the first signs of a revival of domestic
demand.
In January both employment and the unemployment rate were at the
same levels as in October. According to the sample survey conducted by the
Bank of Italy in the first few weeks of 1992, industrial firms with more than
50 employees expect their workforces to contract by a further 2.9 per cent
by December and fixed capital expenditure at constant prices to fall by 8.3
per cent year on year.
In the first few months of 1993 the slowdown in per capita labour costs,
the weakness of domestic demand and rationalization in the distribution
sector continued to limit the extent to which the effects of the depreciation
of the lira were passed through to prices. In the first two months of the year
the twelve-month rate of increase in industrial output prices is estimated to
have exceeded 3.5 per cent, compared with 1.9 per cent in September, owing
mainly to the acceleration in the prices of imported inputs. The increase in
export prices (4.6 per cent over the year to December 1992, the latest month
for which data are available) was larger than that in the prices of goods for
the domestic market (3 per cent in February). The twelve-month rise in the
cost of living fell from 4.8 per cent in December to 4.2 per cent in April, its
lowest level since the mid-eighties.
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DOMESTIC DEMAND

Households' consumption

Households' domestic consumption rose by 1.8 per cent in real terms
(7.3 per cent at current prices); this was half a point less than in 1991 but
twice the rate of growth in GDP (Table 3). National final consumption,
which includes spending by residents abroad, showed a larger increase: 2.2
per cent in real terms and 7.7 per cent at current prices, compared with
respectively 2.2 and 9.2 per cent in 1991.
Table 3

HOUSEHOLDS' DOMESTIC CONSUMPTION
(at 1985 prices; percentage changes)

Private consumption only partly reflected the increase in disposable
income. In the second half of the year, with the turbulence in the foreign
exchange and securities markets and the deterioration in the climate of
confidence, consumer spending was also affected by the less favourable
expectations regarding income and the market value of financial wealth.
Over the year households' disposable income grew by an average of 7
per cent at current prices and 1.6 per cent in real terms, respectively 2 and
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0.5 points less than in 1991 (Table 4). Nominal income was boosted by the
acceleration in the growth of both net interest income, from 12.0 to 17.3 per
cent, mainly owing to the rise in yields on financial assets, and social
benefits, from 9.2 to 11.3 per cent. On the other hand, it was moderated by
the small growth in income from self-employment and non-interest
investment income (5.7 per cent, or 4.3 points less than in 1991) and in gross
domestic earnings (4.4 per cent). Four fifths of the pronounced deceleration
of almost 5 percentage points in the latter was attributable to the slowdown
in wages and salaries and one fifth to the fall in employment.
Consumers' spending capacity was curtailed by a number of tax
measures that are not considered in calculating disposable income for
national accounts purposes, namely the 0.6 per cent tax on bank balances at
9 July, the 0.3 per cent tax on buildings and the condonation of personal and
local income tax liabilities in respect of income from buildings not reported
prior to 1992. The total disbursement involved can be estimated at 1.3 per
cent of annual disposable income, but it was only partly reflected in a fall in
consumption owing to the one-off nature of the measures.
Table 4

SOURCES AND USES OF HOUSEHOLDS' GROSS DISPOSABLE INCOME

(percentage changes and percentages; at current prices unless otherwise specified)

The pattern of consumer spending over the year reflected the
deterioration in the climate of confidence. The worsening of the recession
and the pronounced instability that developed in the foreign exchange and
government securities markets bred growing pessimism about the
short-term outlook for the economy; this pessimism reached a peak in
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September when the lira was devalued. After growing by 0.6 per cent
between the fourth quarter of 1991 and the first quarter of 1992 and then by
0.5 per cent in the second quarter, consumption fell by 0.1 per cent in both
the third and the fourth quarters.
Households' expectations and spending plans were influenced by a
variety of factors. The cyclical downturn at the end of the first half led to a
sharp rise in expectations of unemployment. The resulting reduction in
expected income led consumers to reduce their current expenditure.
Households' consumer spending plans were also set back by the
interaction between the currency crisis and expectations of further fiscal
stabilization measures: the fear that the package adopted in July, which failed
to reassure the foreign exchange markets about the prospects for a rapid
adjustment of the public finances, would be followed by more severe
measures depressed households' expectations regarding their net disposable
income.
Doubts as to which sources of income would be subjected to taxation
and fear that government securities would be involved increased uncertainty
as to the expected capital value of financial wealth and led to a rush to
reallocate portfolios. The ensuing fall in the prices of government securities
reduced the current value of financial assets, prompting households to take
corrective action.
The index of households' confidence, which is a summary gauge of
consumers' expectations and uncertainty, fell sharply during the year,
plunged in September in conjunction with the crisis of the lira, and in
October reached its lowest level since 1982. Consumption followed a similar
path (Figure 3).
Figure 3
HOUSEHOLDS' FINAL CONSUMPTION AND CONFIDENCE
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Investment

After eight consecutive years of growth culminating in a 0.6 per cent
rise in 1991, gross fixed investment at constant prices fell by 1.4 per cent
(Table 5); at current prices there was a small increase of 2.2 per cent, 3.8
percentage points less than in the previous year. The variation in stocks of
raw materials, semi-finished goods and finished products, which also
includes the statistical discrepancies in the national accounts, was basically
unchanged in real terms, so that total investment increased by 0.1 per cent
in nominal terms but decreased by 1.3 per cent at constant prices.
Table 5
FIXED INVESTMENT
(at 1985 prices)

Gross fixed investment. — The fall in investment spending led to a
further and more marked reduction in the ratio of gross fixed investment to
GDP at constant prices. After exceeding 22 per cent in 1990, when the strong
expansion of the second half of the eighties peaked, gross fixed investment's
share of GDP faltered in 1991 and fell by 0.5 percentage points last year
(Table 5). The pattern in Italy was similar to that in the other leading
industrial countries — especially France and Japan — except for Germany,
where investment continued to grow, albeit more slowly than in 1991. Net
of depreciation, the 3.6 per cent decline in fixed investment at constant prices
in 1991 was followed by a further fall of 8.8 per cent.
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The slowdown in capital spending, aimed at adjusting the capital stock
to less ambitious production plans, became more pronounced during the
year. Firms' decisions to scale back their desired capital stock were
influenced by current developments. The gap between available and utilized
capacity widened as cyclical conditions worsened: at the end of the year the
capacity utilization rate was at its lowest level since the middle of 1982. In
the goods and market services sectors the average ratio of profit to value
added was almost 1 percentage point lower in the three years that ended in
1992 than in the preceding three years; in industry, the ratio fell by more than
4 percentage points to 31.8 per cent, a level similar to that prevailing in the
second half of the seventies. The fall in internally generated funds and the
rise in interest rates in the summer further affected capital spending.
Figure 4
GROSS FIXED INVESTMENT
AND BUSINESS OPINION OF THE OUTLOOK 3 TO 4 MONTHS AHEAD

In 1992 the indicator of businessmen's views of the short-term outlook
for the economy fell to its lowest level for ten years (Figure 4). The moderate
optimism that marked the first quarter gave way to a rapid deterioration in
business sentiment as the economic crisis deepened and political uncertainty
grew more acute. This was immediately reflected in firms' investment plans,
and the output of machinery, equipment and transport equipment began to
fall. Gross fixed investment, which had grown by 2.4 per cent in the first
quarter of 1992 compared with the same quarter of 1991, stagnated in the
second quarter and fell by respectively 3 and 5.2 per cent in the third and
fourth quarters of the year.
All the main components of gross fixed investment contracted to some
extent. Spending on transport equipment fell by 1.9 per cent at constant

40

prices, while that on machinery, equipment and sundry products fell by 0.9
per cent. After four years of expansion, investment in construction declined
by 1.8 per cent (Table 5). This result is attributable to the continuing decline
in investment in non-residential buildings (including civil engineering
projects), which fell by 4.2 per cent; in the second half of the year it also
reflected the judicial investigations involving government officials.
Investment in residential buildings rose by only 0.6 per cent, 2.5 percentage
points less than in 1991.
Capital spending by public enterprises increased in nominal terms by
2.3 per cent, nearly 8 percentage points less than in 1991. The financial
difficulties of the state holding companies and the launch of programmes
aimed at modifying their ownership contributed to the pronounced
slowdown.
Stocks. — The variation in stocks of raw materials, semi-finished
goods and finished products amounted to 4,415 billion lire at current prices,
which was about half that recorded in 1991. At constant prices this item
remained virtually unchanged at around 1.2 per cent of GDP.
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DOMESTIC SUPPLY

Agriculture

The gross marketable output of the agricultural sector (including
forestry and fisheries) increased by 0.5 per cent in volume compared with
5.7 per cent in 1991, but declined in value as prices fell by about 3 per cent
(Table 6), owing in part to the reform of the European Community's
agricultural policy. The slowdown in volume growth was attributable
entirely to the normal alternation in the two-year cycle of olive production.
Table 6

MARKETABLE OUTPUT AND VALUE ADDED OF AGRICULTURE,
FORESTRY AND FISHERIES

Agricultural imports contracted last year while the volume of exports
rose sharply, so that despite a deterioration in the terms of trade of more than
6 per cent the deficit on trade in foodstuffs narrowed by about 8 per cent to
just over 17.4 trillion lire.
For three decades the decline in the economic importance of agriculture
and of farm incomes has been attenuated by price support under Community
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and domestic agricultural policy. These subsidies have been gradually
reduced, but it was not until last year that they were sharply curtailed in
connection with sweeping reform of the EC farm programme to switch
resources towards structural and social cohesion policies and the
intensification of global negotiations in the framework of GATT.
The reform of the Common Agricultural Policy will significantly alter
the composition of agricultural production, as was clearly evident last year.
The largest reductions in output will be in those products that account for
most of the present overproduction and on which the Community's financial
commitment has been concentrated (cereals, oil seeds, dairy products, beef
and lamb). Italy's quota of production in these sectors, about 15 per cent, is
less than half that of France but comparable in size, if not in composition,
to those of the United Kingdom and Germany. One effect of the new CAP
will be to strengthen the position of the more competitive, industrial-scale
farms and gradually to drive marginal farms out of the market. However,
these small farmers will receive compensation in the form of transfer
payments, partly in exchange for performing land management and
conservation functions. Marginal producers are more common in Italy,
where farms tend to be smaller than the European average and to use less
advanced methods, especially in the South.
The lagged effect of the currency crisis in September on the value of the
"green" lira raised the EC's intervention prices in lire, which would
otherwise have remained unchanged. At the same time, the increase in the
lira value of Community transfers to Italian farmers and the slackness of
demand helped curb final market prices.

Industry

Industrial production declined in 1992 for the second consecutive year.
Real value added at factor cost fell by 0.4 per cent, following a 0.1 per cent
decrease in 1991 (Table 7).
Industrial output contracted for most of the year. The effects of the
short-lived recovery that had begun in the second half of 1991 had dissipated
by the end of the first quarter, and seasonally adjusted daily output declined
from March until the end of the year. The trend in output reflected a
progressive fall in both domestic and foreign demand. The Isco indicators
of business opinion consistently signaled gloomy short-term expectations
on the part of enterprises. At the end of the year the index of industrial
production was at its lowest level since the beginning of the current
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downturn. The data for the first quarter of 1993, together with forecasts for
April and May based on electricity consumption, indicate that the fall in
output has come to a halt.
Table 7
VALUE ADDED OF INDUSTRY AT FACTOR COST

One indicator of the extent to which the manufacturing recession has
spread is the proportion of sectors of industry (excluding construction) in
which output is below the previous cyclical peak. After improving
throughout 1991, this indicator suddenly began to dete ri orate again in early
1992. The industries in which the contraction in output was greatest included
agricultural and industrial machinery, transport equipment and electrical
equipment, with decreases of 7.8, 5.2 and 4.8 per cent respectively.
Disaggregating output according to economic purpose, the production
of investment goods decreased by an annual average of 5 per cent, that of
intermediate goods was roughly unchanged and that of consumer goods
grew by 1.5 per cent. Developments in the course of the year also varied
between sectors. In the first part of the year the contraction in productive
activity involved only investment goods and consumer durables, but in the
second half it spread to the other consumer goods industries as well.
The slowdown was reflected in lower capacity utilization. The index of
capacity utilization calculated by the Bank of Italy for industry excluding
construction registered three consecutive declines, falling from 93.3 per cent
in the first quarter to 88.5 per cent in the fourth. In the investment goods
sector the index declined from 85.4 to 80.3 per cent.
The opportunities opened up in the latter part of the year by the
devaluation of the lira and the prospects of the privatization of large sections
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of state-owned industry came at a time when Italian firms were awaiting
developments and revising their investment plans. Some industries, such as
transport equipment and chemicals, are obviously suffering from a structural
lack of competitiveness, as substantial sectoral trade deficits coincide with
declining levels of activity. In the chemical industry, in particular, there is
an increasingly urgent need for radical restructuring.

Services

The value added of market services increased by 2.6 per cent in 1992
at constant prices, compared with 1.8 per cent in 1991 (Table 8). Net of the
exceptionally rapid increase in credit and insurance, however, the growth of
value added in the sector slowed down slightly to 1.6 per cent. The value
added of non-market services also increased, albeit less substantially (0.7
per cent).
Table 8
VALUE ADDED OF MARKET SERVICES AT FACTOR COST

In a year of rapid growth in credit intermediation in connection with the
currency crisis in September, the exceptionally high estimate for the growth
in value added in the credit and insurance sector (11.9 per cent at constant
prices and 23.0 per cent at current prices) is explained by a substantial rise
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in non-interest income (which in the national accounts includes the gross
proceeds of swaps with customers) and by the widening of the spread
between lending and borrowing rates owing to the need for larger allocations
to provisions for bad and doubtful debts and to cover valuation losses on
securities.
The reduction in domestic demand, and in particular the contraction of
private consumer spending, adversely affected several service industries.
Value added at constant prices declined by 1.5 per cent in lodging and
catering and by 2.2 per cent in auxiliary transport services, while in
wholesale and retail trade services, recovery services, and market health care
services growth slowed sharply to 0.7, 1.0 and 1.4 per cent respectively.
Service industries that proved less vulnerable to the cyclical downturn
included communications, which continued to expand rapidly (9.4 per cent)
and maritime and air transport, which recorded growth of 4.8 per cent, after
stagnating in 1991.
Restructuring and concentration aimed at exploiting economies of scale
continued in the distribution sector. The trend towards large stores and
a parallel decline in the number of self-employed as a proportion of
total employment in the sector, which had already been evident for some
years, became more pronounced in 1992, as payroll employment rose by
15,000 and self-employment contracted by 43,000, or 1.5 per cent. On
an annual average basis, labour productivity increased by 1.4 per cent, a
countercyclical development that had not occurred during the previous
recession in 1981-83.
In labour-intensive service industries, per capita value added tends to
vary widely between firms and by more than in manufacturing. This
dispersion is the cumulative result of several distinctive features of their
organization: greater variability in the combination of production factors
and greater flexibility in their utilization, greater variety of structural
conditions in their markets and, finally, the greater sensitivity of service
enterprises' productivity to local shocks, which cannot be accommodated by
building up or running down stocks.
Among the firms reporting to the Company Accounts Clearing House,
the coefficient of variation of value added per employee was 41.5 per cent
in the engineering industry, 52.7 per cent in textiles and 59.8 per cent in food
processing. For labour-intensive service industries in which a significant
number of firms were represented, the coefficient was 74.8 per cent for the
wholesale trade (excluding repair services and those of commercial
intermediaries), 69.7 per cent for the retail trade and 91.1 per cent for lodging
and catering (excluding railway sleeping cars and auxiliary services).
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The new status of the railways. — Since the mid-eighties the efficiency
and comparative cost of rail transport have improved as a result of the change
in the legal status of the State Railways, the increase in the economic and
environmental costs of road transport and the near-saturation of Italy's road
transport network.

Until 1985 the State Railways were an autonomous government agency,
but they were not an independent legal entity and were administered by a
management council chaired by the Minister of Transport. The pursuit of
social objectives through the provision of subsidized fares for certain
categories of passenger and the requirement to maintain a service on
little-used lines led to operating losses, which were met by the state. Law 210
of 1985 transformed the State Railways into a public corporation, thereby
drawing a distinction between the role of the Government and that of the
administration of the agency, and in August 1992 the Interministerial
Committee for Economic Planning approved the transformation of the
railways into a limited company pursuant to Law 359. The railways have
thus attained complete financial and managerial independence, and in the
future the new company's relations with the state will be governed solely by
special planning agreements.
Despite the worsening congestion of the road transport system,
satisfactory links between the railways and other transport modes have not
yet been developed. The improvement in the efficiency of the railways,
which should be fostered by the change in their legal status, should result in
a redistribution of transport demand if it is accompanied by indirect taxation
of some of the negative externalities associated with road transport.

The energy balance

The further slowdown in the growth of economic activity affected
energy demand, which expanded by only 0.4 per cent to 167.5 million TOE,
the smallest increase registered since the recession of the early eighties.
However, considering that the relatively mild winter made it possible to save
between 1 and 2 million TOE, there would have been scope for an actual
decline in the total primary energy requirement (Table 9). A slight fall in
energy prices encouraged less frugal energy habits than in the past.
Imports of crude oil and refined petroleum products increased
substantially (by 5.0 per cent), the principal uses being the rebuilding of
stocks, electricity generation and motor vehicle fuel. As a result, Italy's oil
dependency increased to more than 56 per cent of the total primary energy
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requirement, reversing the almost uninterrupted downward trend of the past
twenty years.
By country of origin there was little change in the sources of Italy's main
primary energy imports, except for the sharp recovery in shipments of crude
oil from the former Soviet Union, which exceeded the levels obtaining
before the plunge in output registered in the last few years.
Table 9

ENERGY BALANCE
(millions of TOE)

The pattern of final energy consumption confirmed the increasing
incidence of transport, whose energy use actually accelerated, growing by
4.1 per cent as against 2.8 per cent in 1991. Industrial uses declined by 1.1
per cent, about the same as in 1991, and energy consumption in the
residential, services and agricultural sectors also declined. The growing
energy requirements of the services sector and the spread of increasingly
energy-intensive lifestyles were more than offset by the decreased
consumption of oil and gas for heating,
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EMPLOYMENT, WAGES AND PRICES

Employment
Labour demand and productivity. — Total employment declined by 0.9

per cent year on year (or by the equivalent of more than 200,000 full-time
workers) as a result of the slowdown in the growth in output and the
continued repercussions of the considerable increase in labour costs in the
preceding two years. One must go back twenty or thirty years (to 1971-72
and the period from 1962 to 1966) to find a comparable decline in
employment. In the last recession in the early eighties, the growth in total
employment came to a halt in 1981 but resumed in the next two years, even
before productive activity had begun to recover. A contributory factor was
the rapid growth of the services sector, which led to a marked reduction in
labour productivity throughout that period.
Sectoral employment trends must be analyzed with care owing to
changes in the methodology used for labour force surveys, which provide
much of the information on which the national accounts estimates are based.
The fall in the demand for labour in manufacturing appears to have been
more pronounced than in 1991 and no longer to have been offset by the
growth in the market services sector, where there appears to have been no
increase in employment for the first time in twenty years. Around half of the
reduction in total employment and almost all the decline in self-employment
was attributable to agriculture. The overall contraction in the number of
self-employed (1.7 per cent) was thus more pronounced owing to
developments in the agricultural sector (Table 10).
Labour productivity, which had risen slightly in the preceding two
years, showed a more pronounced improvement in both industry and market
services in 1992. Even excluding the credit and insurance sector, which
recorded an exceptionally large increase in value added, productivity in
market services increased by 1.5 per cent, compared with a decline of 0.2 per
cent in 1991, and appears to have benefited from the restructuring that has
begun in that sector.
The growth in labour productivity was only slightly higher in industry,
although here too it was larger than in 1991 (2.0 per cent, compared with 1.1
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per cent). The overall improvement was reduced by the performance of the
construction sector, where value added and productivity fell by 0.9 and 1.7
per cent respectively. The fall in productivity was due partly to a shift in the
composition of expenditure on construction, as projects with a lower average
labour intensity, such as public works, accounted for a smaller proportion of
the total. In manufacturing industry, by contrast, the small productivity gains
of the preceding two years gave way to a more substantial improvement,
despite a further decline in output. The continuing recession probably
induced many firms not to postpone the necessary adjustments in their
workforce any longer. As a result, employment declined more sharply than
in 1991 (by 3.5 per cent, compared with 2.4 per cent), more than wiping out
the modest increases recorded over the three years from 1987 to 1989.
Table 10
EMPLOYMENT
(standard labour units; percentage changes on previous year
and percentage shares of total)

Part of the fall in the number of equivalent full-time workers employed
in industry was reflected in an increase in the number of hours compensated
by the Wage Supplementation Fund. However, in industry excluding
construction the increase was smaller than in 1991 (17.7 per cent, compared
with 22.5 per cent), in particular as regards ordinary benefits, which rose by
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27.8 per cent, compared with 87.8 per cent in 1991. The overall slowdown
was attributable partly to the fact that the continuation of the recession forced
many firms to dismiss workers previously receiving benefits. The new
redundancy instruments introduced by Law 223 of 23 July 1991, in
particular the mobility procedure, probably also had an effect. At the end of
1992 wage supplementation covered about 250,000 equivalent full-time
workers; the rising trend was confirmed in the first few months of 1993.
The supply of labour. — As mentioned above, the far-reaching changes
in the methodology and definitions used for the quarterly labour force survey
make it difficult to evaluate the effects of cyclical developments on
unemployment and the supply of labour. Moreover, the postponement of the
April 1992 survey to May due to the holding of the general parliamentary
elections further clouded the identification of seasonal factors.

The labour force survey of last October was the first in which a new
questionnaire and new definitions were used. The lower age limit for persons
considered as being "of working age" has been raised from 14 to 15 years
and two important methodological innovations have been introduced
regarding the classification of employed persons and the definition of
"job-seekers". The new questionnaire requires the interviewer to record the
branch of economic activity and profession of employed persons in much
greater detail than in the past, giving rise to the above-mentioned problems
in comparing disaggregated sectoral data over time. Job-seekers are now
defined as persons without work during the week of the survey who took at
least one concrete step to seek work in the thirty days preceding the
interview; previously it had been sufficient to indicate one action to seek
work in the preceding six months (or two years in the case of persons
registered with the state employment service and those taking part in
competitions for public sector employment).
Under the new definition, which is closer to that used in the majority of
other industrial countries, the number of job-seekers and the labour force are
smaller than indicated by earlier surveys. The unemployment rate was
calculated at 9.6 per cent on the basis of the October survey and 9.5 per cent
on the basis of the survey conducted in January (Table 11). However, the size
of the discrepancy between the North and the South of the country did not
change and young people, particularly those living in the South, continue to
account for the bulk of the unemployed.
The downward revision of the number of job-seekers appears to be
smaller than would have been obtained by simply adapting the old
questionnaire to the new definition. The interviewee's attention is now
focused on action taken in the last month. Moreover, actions to seek
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employment are recorded in greater detail, particularly as regards
participation in public competitions; the wider range of alternatives listed in
the new questionnaire may have prompted respondents to indicate
job-seeking activities that had not been considered in past surveys. Complete
comparability with past developments is therefore not possible, not only as
regards the unemployment rate calculated on the basis of the new definition
of job-seekers but also the rate that could be calculated by removing the
one-month time limit on the actions taken into consideration.
Table 11
UNEMPLOYMENT AND PARTICIPATION RATES
BY SEX AND GEOGRAPHICAL AREA
(percentages)

Istat has produced estimates of the unemployment rate based on the old
definition of job-seekers, which make it possible to form an approximate
picture of the developments in the course of the year. They indicate that
unemployment rose by an annual average of about half a percentage point
in 1992, from 10.9 to 11.5 per cent. The increase was concentrated among
persons who had previously had a job and in the more industrialized regions.
The data on the supply of labour appear to confirm that the phase of rapid
growth observed throughout the past decade, which had been due partly to
demographic factors, is now over.

52

Industrial relations and wages
Collective bargaining and industrial disputes. — Industrial relations
were dominated by the progress of the negotiations on the cost of labour and
wage reform. The agreement reached on 31 July 1992 led to the definitive
abolition of the scala mobile wage indexation mechanism, which was
partially replaced by a lump-sum payment of 20,000 lire per month for 1993,
and the suspension of supplementary wage bargaining at company level for
1992 and 1993.

As regards the establishment of a new wage bargaining system, the
agreement limited itself to defining two guidelines, which recommend
distinct and non-overlapping timetables and spheres of competence for two
possible bargaining levels, and the partial safeguarding of the purchasing
power of salaries between the expiry of one agreement and the conclusion
of the next. Given the distance that separates the positions adopted by the two
sides, the wording of the agreement was left vague with regard to each
bargaining level's sphere of competence and does not even lay down the
frequency of bargaining rounds. Both sides have re-affirmed their initial
positions at the negotiations, which are still under way. The trade union
confederations maintain that national industry-wide contracts should be
retained and the practice of supplementary wage bargaining at company or
area level extended, partly in order to reinforce the link between workers and
unions. To render the two levels compatible, the interval between successive
national bargaining rounds would have to continue to be fairly long and to
be supplemented by procedures for monitoring and safeguarding the
purchasing power of salaries. Confindustria, on the other hand, considers
national and company-level bargaining to be alternatives and not
complementary, and seems inclined to prefer the former.
In contrast to the previous two years, the private sector was not involved
in any major contract renewals in 1992. Supplementary company-level
wage bargaining was limited, even before the agreement of 31 July. No
contracts were renewed in the public sector.
Wages and labour costs. — The growth in earnings per full-time

equivalent worker slowed down substantially in 1992, decelerating more
markedly than the rate of inflation. For the economy as a whole, earnings
growth came to 4.9 per cent, compared with 8.8 per cent the previous year;
real earnings contracted by 0.2 per cent after growing by 2.2 per cent in 1991.
The deceleration was due partly to the waning of the effects of previous
years' contract renewals as well as the freeze on supplementary wage
bargaining from July onwards and the elimination of the scala mobile wage
increases for May and November (Table 12).
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Table 12

LABOUR COSTS AND PRODUCTIVITY
(percentage changes)

The most pronounced slowdown in earnings occurred in the
construction industry, where wage growth fell from 9.3 to 3.4 per cent
following the large rise granted in the national contract in 1991, and in
general government, where the freeze on wage negotiations was a
contributory factor in the deceleration from 7.8 to 2.8 per cent. The rate of
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increase also slowed down from 9.5 to 6.0 per cent in manufacturing industry
and from 9.1 to 5.8 per cent in market services, although it was still higher
than the average for the economy as a whole. As a result of the almost total
freeze on supplementary wage bargaining and the worsening economic
climate, which limited wage drift and overtime working, effective earnings
growth in all sectors was virtually identical to the increase in contractual
wages.
Unit labour costs in manufacturing industry rose by 3.5 per cent. This
was a pronounced deceleration compared with the recent past, with growth
rates of just under 7 per cent being recorded in 1989 and 1990 and 7.5 per
cent in 1991. A similar result was recorded in market services; excluding the
credit and insurance sector, unit labour costs increased by 4.5 per cent in
1992. The slowdown was partly due to the gradual resumption of more rapid
productivity growth, but the principal factor was the deceleration in the
growth of nominal wages.

Prices

Inflation, as measured by the consumer price deflator for households,
decreased from 6.8 to 5.4 per cent in 1992. The deceleration was gradual,
although more pronounced in the second half of the year: the twelve-month
rate of increase in the consumer price index declined from 6.1 per cent in
January to 4.7 per cent in December. The fall in the prices of raw materials
on world markets throughout the year and the stability of the exchange rate
until the summer played a significant role in containing inflation, but
domestic factors were primarily responsible for the slowdown. The GDP
price deflator rose by an annual average of 4.7 per cent, nearly 3 points less
than in 1991.
The differential in consumer price inflation between Italy and the other
EC countries narrowed. With respect to the ERM countries as a whole, the
year-on-year reduction was equal to 1 percentage point (decreasing from 3.0
to 2.0 per cent). There was also convergence with the three countries with
the lowest inflation.
The substantial depreciation of the lira during the autumn did not halt
the decline in consumer price inflation. A number of factors, some transitory
and some more enduring, contributed to curbing the rise in consumer prices.
One factor was the decrease in the foreign currency prices of raw
materials; between August and December the general dollar price index fell
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by more than 6 points, while that for energy products decreased by more than
8 points. As regards manufactures, the average lira unit values of imports
rose by 7 per cent between August and December in seasonally adjusted
terms, equal to less than half the depreciation of the lira over the same period.
Producers exporting to Italy accepted a larger temporary narrowing of their
profit margins than in similar circumstances in the past; this may partly
reflect the profitable situation these companies enjoyed in recent years and
uncertainty as to the level at which the exchange rate of the lira will stabilize.
Another contributory factor was the emergence of keen competition for a
share of the Italian market, which is currently in the midst of a cyclical
contraction but is still strategically important on account of its size and
potential. Domestic manufacturers also limited the rise in the prices they
charge in Italy, while export prices accelerated by 4 percentage points
between August and December; the recovery of profit margins on exports,
which had been eroded considerably over the preceding three years, may
have prompted companies producing for both the domestic and foreign
markets to moderate domestic price increases. Over the same period, the
twelve-month rate of increase in the output prices of manufactured goods for
the Italian market accelerated by only half a point (Figure 5).
Figure 5
OUTPUT PRICES
(percentage changes on corresponding period of previous year)

Domestic cyclical conditions may have curbed inflation to a greater
extent than in previous downturns. In conjunction with the abolition of the
safety net provided by wage indexation and fears of future restrictive fiscal
measures, the slowdown in economic activity may have induced households
to be more careful and selective in their spending, even at unchanged levels
of expenditure.
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An essential factor in keeping domestic price inflation low was the
deceleration of unit labour costs, which is guaranteed to last until the end of
1993 by the July agreement between the Government, the unions and the
employers' organizations. The abolition of the wage indexation mechanism
has altered the characteristics of the wage-price spiral and made it more
difficult for individual enterprises to predict how quickly and fully
exogenous inflationary pressures will be passed on to wages and
competitors' prices. It has therefore become more risky for them to
anticipate such variations by raising their own prices. This factor and the
continuation of a restrictive monetary stance have helped shift expectations
in a non-inflationary direction.
Table 13
UNIT COSTS AND FINAL PRICES
IN MANUFACTURING AND MARKET SERVICES
(percentage changes on previous year)

The sharp deceleration in the prices of food products was decisive in
curbing inflation, especially in the second half of the year, accounting for
about half of the slowdown in the cost of living between last summer and
April 1993. Food prices reflected the plentiful supply of fresh and
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unprocessed products (Table 14); the reorganization that has begun to take
place in the commercial distribution network and which has been at its most
intense in this market segment also appears to have played a pa rt .
Table 14
PRICES OF FOOD PRODUCTS
(percentage changes on corresponding period of previous year)

The distribution of income and profit margins

The share of labour income in the value added of manufacturing
industry and market services decreased by 0.7 points, thus bringing to a halt
the narrowing of gross profit margins recorded in the three previous years
with the beginning of the downturn.
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THE BALANCE OF PAYMENTS ON CURRENT ACCOUNT

The current account deficit increased by 6.1 trillion lire to about 32.7
trillion in 1992 (Table 15), rising from 1.9 to 2.2 per cent of GDP. An
improvement of 4 trillion lire in the trade balance was outweighed by an
increase in the deficit on all of the main invisible items; as in previous years,
the widening of the deficit on investment income was particularly large, with
net outflows now accounting for more than three quarters of the total current
account deficit.
Table 15
CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS
(billions of lire)
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Merchandise trade

The fob fob balance on merchandise trade, which had shown a small
deficit over the two years 1990 and 1991, recorded a surplus of 3.05 trillion
lire last year. The terms of trade improved by 1.3 percentage points and
volume changes were also in Italy's favour, with the ratio of exports to
imports at constant prices rising by 0.4 per cent (Table 16).
Table 16
MERCHANDISE TRADE
(seasonally adjusted, percentage changes on corresponding period of previous year)

The volume of imports increased by 3.4 per cent, compared with a rise
of 4.4 per cent in 1991; the deceleration became more pronounced as the year
progressed, mirroring the weakening of domestic demand. The volume of
exports increased by 3.8 per cent after stagnating in 1991. In the first few
months of the year export growth was stimulated by a slight recovery in
world demand. Caught between the progressive slowdown in domestic
demand and the continued slackness of demand in the other Community
countries, Italian businesses turned to more dynamic markets, such as the
United States and some of the countries in the Middle and Far East. Italy's
share of exports by the industrial countries, which had been declining since
the mid-eighties, recorded a small increase over the low level of 1991.
The average unit value of imports decreased by 0.6 per cent year on
year, while that of exports rose 0.7 per cent. Import prices remained virtually
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unchanged during the first three quarters, continuing a tendency that had
begun in 1991. The depreciation of the dollar, which was at its most
pronounced during the summer, reinforced the effects of the fall in the dollar
prices of energy products, while the slight decrease in the effective exchange
rate of the lira with respect to the currencies of the countries accounting for
most of Italy's imports of manufactures offset the decline in the foreign
currency prices of manufactured goods (Table 17). Over the same period, the
differential between the rate of increase in domestic output prices and that
in export prices widened, signaling fiercer competition abroad.
Table 17
MAIN COMPONENTS OF THE AVERAGE UNIT VALUES
OF MERCHANDISE IMPORTS
(percentage changes on previous year)

The depreciation of the lira in the last quarter radically changed
competitive conditions. The nominal effective exchange rate fell by 11.3 per
cent with respect to the previous quarter and by 12.2 per cent compared with
the corresponding period of 1991. The real exchange rate, based on the
producer prices of manufactures, declined by more than 10 per cent
compared with the third quarter; the depreciation in relation to the EC
currencies was 9.4 per cent. Italian exporters of manufactures used most of
the wide margin provided by the fall in the nominal exchange rate to improve
their competitiveness, raising lira prices by only 4.1 per cent in relation to
the previous quarter (by 5.8 per cent with respect to the last quarter of 1991).
Manufacturers abroad also raised the lira prices charged in the Italian market
by considerably less than the change in the exchange rate; the fall of 6.5 per
cent in their foreign currency prices reflected pricing policies aimed at
defending market shares. The improved competitiveness of domestic
producers, especially on foreign markets, began to be reflected in import and
export volumes in the first few months of 1993.

61

The deficit on trade with the EC countries widened by about 3.4 trillion
lire to 10 trillion in 1992. In the second half of the year it stabilized at the
same level as in the corresponding period of 1991 owing to a sharp
slowdown in imports from Germany and France. Exports to the United
States increased by 5.8 per cent in value terms, benefiting from the revival
of demand in that country; as imports from the United States simultaneously
contracted, the bilateral trade surplus increased by 1.3 trillion lire. The
decline in the world prices of crude oil contributed to a fall of 11.4 per cent
in imports from OPEC countries; the accompanying increase in exports
reduced the deficit with these countries by 3.2 trillion lire. The deficit on
trade with Eastern European countries fell by 1.3 trillion lire owing to the
exceptional growth of 34 per cent in Italian exports to the area.
Since 1 January 1993, merchandise trade among the EC countries has
been recorded by means of the Intrastat statistical system owing to the
elimination of customs controls at internal frontiers as a consequence of the
completion of the Single European Market. In Italy, as in the other countries
of the Community, the problems encountered with the launch of the new
system have seriously delayed the compilation of data on intra-Community
trade.
In the first two months of 1993 trade with other EC countries showed
a surplus of nearly 1.6 trillion lire, compared with a deficit of 3 trillion lire
in the corresponding period of 1992. The sharp underlying fall in imports
(17.6 per cent) was due largely to the reporting delay allowed to firms under
present tax law.
In value terms, trade with non-EC countries showed a pronounced
improvement in the first three months of the year. Here, however, the
reduction of the deficit from 3.3 trillion lire in the first quarter of 1992 to just
over 500 billion was due to strong export growth (24.4 per cent), which far
outpaced the growth in imports (9.7 per cent). The seasonally adjusted trade
surplus with non-EC countries came to 2.3 trillion lire, 1.5 trillion lire more
than in the previous quarter.
Invisibles

The invisibles account of the balance of payments (services, investment
income and unrequited transfers) recorded a deficit of nearly 35.8 trillion lire
in 1992, or 10.1 trillion more than in 1991. Invisibles now account for more
than 40 per cent of total current account transactions.
The surplus on foreign travel declined from 8.4 to 6.1 trillion. The rate
of growth in expenditure was faster than the long-term trend. The size of the
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increase presumably reflected the inclusion of capital exports by residents
during the currency crisis, which were not recorded as such owing to the lack
of information concerning their precise nature. Receipts also began to
increase again after stagnating in 1991. Seasonally adjusted figures reveal
the positive effect of the depreciation of the lira on spending by foreign
visitors and on the number of foreigners entering Italy in the fourth quarter
(Table 18). The depreciation also affected Italians' spending abroad, as can
be inferred from the pronounced slowdown in expenditure in the latter part
of the year.
Table 18
FOREIGN TRAVEL
(seasonally adjusted where not otherwise specified;
percentage changes on the corresponding period of the previous year)

The deficit on business services rose only slightly, from 2.7 to about 2.8
trillion lire, giving rise to a small improvement in relation to total trade flows
of this kind. More than 60 per cent of transactions consisted of transfers of
technology; the technology balance, which relates to trade in patents,
licences, know-how and similar services, recorded a deficit of 1.2 trillion lire
in 1992, only marginally less than in 1991.
In relation to GDP, the technology balance improved compared with
1991, thus continuing the trend of recent years; however, the size of the
variation is still too small to constitute a significant reduction in Italy's
dependence on imported technology.

63

Net outflows of investment income came to 25.6 trillion lire (1.7 per
cent of GDP), compared with about 20 trillion lire in 1991 (1.4 per cent).
Although gross interest payments increased more slowly than in 1991, they
continued to rise at a rapid rate (24.2 per cent) and increased from 13.0 to
14.8 per cent of total current account payments; interest income rose by 1
percentage point in relation to total current account receipts, reflecting an
increase of 21 per cent in this item. The current account deficit contributed
to the growth in net outflows by increasing net external indebtedness. The
imbalance worsened during the year owing to the steady widening of interest
rate differentials in relation to the lira, the currency in which the bulk of
Italy's liabilities are denominated.
Unrequited transfers recorded a deficit of 7.3 trillion lire, equal to 0.5
per cent of GDP and only slightly less than the shortfall of 7.5 trillion lire
recorded in 1991. Net outflows on account of private transfers rose by 600
billion to 2.3 trillion, but the deterioration was more than offset by the
decline in the deficit on official transfer payments. The surplus on
emigrants' remittances fell by 300 billion lire, continuing the downward
trend of the last eight years. Remittances by foreign workers in Italy are still
small (200 billion lire, as against 100 billion in 1991), although they
probably continue to be significantly underestimated.
The deficit on unrequited official transfers came to almost 5 trillion lire
in 1992, as against 5.8 trillion the previous year. The net contribution to the
Community budget decreased by 1.4 trillion lire to 1.2 trillion, owing to
lower VAT payments and the increase in subsidies from the European
Regional Development Fund. The decline in net transfers to the European
Community more than offset the increase in those to foreign countries and
other international organizations. Development aid contributions, which
had decreased in 1990, rose to 2.4 trillion lire in 1991 and increased further
to 2.6 trillion lire last year.
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CAPITAL FLOWS AND THE EXCHANGE RATE

The international integration of Italy's financial markets continued in
1992. Gross capital inflows and outflows rose by almost 50 per cent over the
year to 2,750 trillion lire. In the eighties the ratio of total financial
transactions with foreign counterparties to GDP had averaged less than 70
per cent, but in the nineties it has risen sharply, jumping to 92 per cent in
1990, 131 per cent in 1991 and 182 per cent last year.
Table 19

CAPITAL FLOWS (1)
(net flows in billions of lire)
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Capital movements gave rise to net inflows of around 11.8 trillion lire
last year, compared with 28.8 trillion in 1991 (Table 19). Net inflows via
resident credit institutions totaled 25.3 trillion lire, compared with 39.4
trillion the previous year. Movements of non-bank capital, by contrast, gave
rise to net outflows of 13.5 trillion lire, against 10.6 trillion in 1991. After
decreasing by 8.6 trillion lire in 1991, the official reserves fell by more than
32.5 trillion lire after adjustment for variations in exchange rates and the
price of gold. Given the current account deficit of 32.7 trillion lire, the
residual errors and omissions item showed an outflow of 11.6 trillion lire.
Developments during the year

The pattern of capital flows in 1992 closely mirrored the phases in the
lira crisis in the exchange markets. During the first five months of the year
net inflows followed the pattern that had emerged in 1991: inflows of foreign
non-bank capital declined but were still appreciable (more than 17.5 trillion
lire), while outflows of Italian non-bank capital increased to around 39.1
trillion lire; capital inflows via resident banks were steady and substantial,
totaling 35.2 trillion lire. The official reserves fell by a modest 6.3 trillion
lire, but the lira remained at or above the centre of the EMS fluctuation band
for most of the period.
At the beginning of June tensions developed in the government
securities market, owing partly to the political crisis. The rejection of the
Maastricht Treaty in the Danish referendum on 2 June cast a shadow over the
prospects for European monetary union, which the markets had regarded as
providing some guarantee for the adjustment of Italy's public finances.
Capital flows began to change in June and investors became even more
cautious in July, so that in the course of these two months net inflows of
foreign non-bank capital contracted rapidly and eventually ceased
altogether. Net outflows of Italian capital intensified, doubling in each of the
two months. The demand for foreign currency loans by Italian firms, many
of which continued to expect the lira to remain broadly stable, and the lifting
of the reserve requirement on foreign currency fund-raising in May 1991
ensured continued inflows of bank capital, but not on a sufficient scale to
prevent a heavy outflow of reserves, amounting to almost 18.3 trillion lire.
The pressures on the lira were also exacerbated by events in the international
currency markets, which were affected by the widening divergence between
the monetary policy of the United States, which was oriented towards
expansion, and that of Germany, where the stance was becoming more
restrictive. In August a brief revival of confidence in Italy in the wake of the
agreement on labour costs and the usual seasonal slowdown in market
activity halted the net outflow of non-bank capital.
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Pressure on the EMS currencies built up again at the end of August with
the approach of the French referendum on ratification of the Maastricht
Treaty. On 28 August the governments of the EC countries publicly
announced that they would not realign their central parities, and on 5
September they reaffirmed this commitment. The downgrading of Italian
government securities in foreign currency put further pressure on the lira,
which moved to the lower margin of the fluctuation band.
Speculative attacks on the lira in the first few days of September
triggered compulsory bilateral intervention at the margin, as envisaged in the
European exchange rate agreements. On 4 September, against a background
of increasing uncertainty about the implementation of adequate measures to
curb the budget deficit, the discount rate was raised to 15 per cent; exchange
market intervention intensified, while in the financial market the prices of
securities declined. On 13 September serious and widespread turbulence in
the currency markets prompted the Italian and German authorities to
propose a general realignment of central rates, to which the Bundesbank
would have responded by significantly easing its interest rate policy. Italy
was the only country to agree to change the central parity of its currency
against the Deutschemark, devaluing the lira by 7 per cent. On the following
Monday, 14 September, the Bundesbank decided to lower its lombard rate
by a quarter of a percentage point and its discount rate by half a point. A
substantial volume of funds flowed back into Italy that day, but the inflow
ceased on the fifteenth. On 16 September the British authorities responded
to unprecedented market pressure by suspending the pound from the ERM;
the Italian Government also announced the suspension of interventions in
support of the lira, and the Spanish authorities devalued the peseta by 5 per
cent.
The severity of the September crisis caused official reserves worth 29.9
trillion lire to be spent in the market. Around two thirds of this amount (14
billion ecus) was met by recourse to the very short-term financing facility
of the EMS. The Bank for International Settlements also opened a credit line
in Deutschemarks for the Italian monetary authorities; about DM 3 billion
of this was taken up, equivalent to 2.3 trillion lire at the average exchange
rates for the first half of the month.
The small net outflow of non-bank capital during September,
amounting to little more than 600 billion lire, was presumably the result of
flows in opposite directions before and after the devaluation: in the first half
of the month there was a shift in portfolio composition towards foreign
assets, due in part to the perception of increased risk on Italian government
paper; a large portion of these funds subsequently returned to Italy. By
contrast, substantial outflows of bank capital, amounting to 25.9 trillion lire,
were recorded during the month, mostly during the first twenty days. Banks
alone reduced their net external foreign currency liabilities by 21.7 trillion
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lire at constant exchange rates, partly by repaying liabilities and partly by
increasing their assets; less than 5.7 trillion lire of the contraction was
matched by a decline in their net domestic assets denominated in foreign
currency. Their combined spot and forward foreign exchange position,
adjusted for exchange rate effects, changed only slightly.
The repayments of net foreign currency liabilities by the Italian banking
system in September were probably due primarily to a contraction in the
international supply of interbank deposits and greater selectivity on the part
of depositors; Italian banks were particularly penalized, probably on account
of adverse international reaction to the Federconsorzi and EFIM affairs.
Moreover, it became more profitable for Italian banks to engage in arbitrage
in the weeks preceding the devaluation of the lira, when the strength of
foreign demand for lire from investors taking short positions in the currency
drove up Eurolira interest rates.
The pressure on the lira eased slightly in the fourth quarter following
the introduction of supplementary fiscal measures. The lira depreciated by
3 per cent between 16 and 21 September and by a further 9.5 per cent
between 21 September and 6 October to reach a rate of 927 against the
Deutschemark; it rallied in the next few days and did not rise above the 900
level again until the end of December. Wide interest rate differentials, though
not as great as at the height of the currency crisis, stimulated inflows of
foreign non-bank capital amounting to 7.2 trillion lire and the repatriation
of Italian capital totaling 22.9 trillion lire.
In mid-December the Bank of Italy repaid the drawings made three
months earlier under the very short-term financing facility, mainly by
concluding foreign currency swaps with Italian banks. At the end of 1992
these outstanding operations amounted to 31.7 trillion lire and offset
outflows of bank capital caused by the desire of many banks to reduce their
external foreign currency positions. In the fourth quarter the official reserves
recovered by 26.5 trillion lire. The substantial volume of official reserves
consumed during the currency crisis had reduced the central bank's net
external assets to about 32.9 trillion lire, compared with 108.6 trillion lire
a year earlier. At the end of April 1993 they totaled around 67.9 trillion lire,
or 36.3 trillion net of gold reserves.

Movements of non-bank capital

As in 1990 and 1991, portfolio investment was the fastest growing
component of non-bank capital movements and determined the overall
outcome. Total inflows and outflows came to almost 1,800 trillion lire; the
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increase in gross flows was very large (107.2 per cent by comparison with
1991), although smaller than in the two preceding years.
Foreign portfolio investment gave ri se to net inflows of 12.8 trillion lire,
10.4 trillion less than in 1991. The bulk occurred in the last quarter of the
year. Net foreign purchases of Italian government securities declined to
about 1.7 trillion lire (Table 20). The contraction in the net figure was
accompanied by an expansion in gross flows, which more than doubled: total
inflows and outflows rose from 344.6 trillion lire in 1991 to 897 trillion last
year. The decline in net inflows was particularly marked in the case of
purchases of Treasury bonds, which had been in brisk demand after the
launch of futures contracts on such securities on some European stock
exchanges in September 1991, while net inflows in respect of Treasury
option certificates gave way to a small net outflow. In the ecu-denominated
segment, net purchases of Treasury credit certificates amounting to almost
1.4 trillion lire were partially offset by net sales of Treasury bills.
Table 20

FOREIGN PORTFOLIO INVESTMENT
(flows in billions of lire)
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Gross external transactions in government securities, which had
increased extremely rapidly in the last four months of 1991, continued to rise
until May, when they exceeded 100 trillion lire. They declined between June
and September, reflecting increasing uncertainty surrounding these
securities abroad as well as in the domestic market, but picked up again in
October once the worst of the currency crisis was over and fears of a financial
crisis had subsided. In the last quarter the narrowing of interest rate
differentials and continued uncertainty about the exchange rate of the lira
prompted foreign investors to make net sales of government securities worth
2.2 trillion lire.
Net outflows of Italian portfolio investment amounted to almost 24.2
trillion lire, around one third less than in 1991 on account of substantial net
inflows during the last quarter totaling 26.4 trillion lire. This reversal in the
direction of flows suggests that Italian investors were hoping to make gains
on foreign currency assets as a result of the lira's devaluation. Gross outflows
on account of payments to current accounts and deposits abroad more than
doubled, from 23.2 to 58 trillion lire; net outflows totaled 4.4 trillion lire.
The net inflow of foreign loans was less than in 1991, during the first
five months of which the reserve requirement on banks' net foreign currency
fund-raising had still been in force, making it more advantageous to borrow
from banks' foreign branches. Private loans from abroad generated inflows
of 144.3 trillion lire, compared with 156.9 trillion in 1991. As in the past,
private firms in the services sector, and financial companies in particular,
were the main borrowers. Net of repayments, the inflow of foreign private
loans fell to 7.1 trillion lire. The increase in the inflow of foreign public loans
was attributable to the bank loan of DM 3 billion raised by the Italian
Government on the German market in December and repaid following the
issue of Italian Republic bonds in February 1993. The fall in net Italian
lending to non-residents was concentrated in the private sector, where
disbursements net of redemptions fell from 5.8 trillion lire in 1991 to 4
trillion last year.
The depreciation of the lire in the last four months of 1992 increased the
lira value of Italy's net foreign debt. According to the latest available data
and estimates, the revaluation of outstanding assets and liabilities was more
pronounced in the case of assets, as a larger proportion is denominated in
foreign currencies. However, this effect was outweighed by the greater
absolute volume of liabilities.
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PUBLIC FINANCES

The results for the year

The adjustment of the public finances has made little headway in the last
few years. The budget deficit remained virtually unchanged in relation to
GDP, primarily owing to the progressive decline in the level of economic
activity. The supplementary budget measures introduced during the year
curbed the underlying tendency for expenditure and deficits to increase,
especially interest payments, which were affected by the rise in interest rates
associated with the turbulence in domestic and international financial
markets.
Even though the corrective measures were more far-reaching than in
previous years, the public sector borrowing requirement continued to grow
in 1992, rising from 157.2 to 167.1 trillion lire net of the settlement of past
debts, and from 11 to 11.1 per cent of GDP (Tables 21 and all). The
borrowing requirement of the more narrowly defined state sector followed
a similar pattern, rising from 152.3 to 163.1 trillion and from 10.7 to 10.8 per
cent of GDP.
Table 21
PUBLIC SECTOR BORROWING REQUIREMENT
(billions of lire)
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These balances were far in excess of the targets published in official
documents. The overshoot for the state sector was just over 35 trillion lire,
of which 17 trillion represented the shortfall compared with the planned
surplus net of interest payments and the remaining 18 trillion unforeseen
interest payments.
It was already clear in the early months of the year that the original
target of 127.8 trillion lire would be exceeded. In the Treasury Minister's
quarterly report on the borrowing requirement submitted to Parliament in
March, the state sector borrowing requirement was estimated at 150 trillion
lire, or 160 trillion on the basis of a more conservative forecast of revenue.
On 11 July the newly formed Government introduced a supplementary
budget whose effects were officially estimated to be on the order of 30
trillion lire. The aim was to reduce the borrowing requirement by 15 trillion
lire compared with the March forecast; the revenue measures were expected
to yield an additional 16 trillion and the expenditure measures to save 7
trillion, while privatization proceeds were forecast to amount to 7 trillion,
compared with the earlier estimate of 15 trillion. At the same time the
objective for the state sector was raised to 150 trillion. The package
nonetheless failed to ease the tension that had built up in the foreign
exchange and financial markets. The Government responded by bringing
forward the implementation of some of the 1993 budget measures. On 19
September, following the realignment of the lira and its withdrawal from the
Exchange Rate Mechanism, the Government promulgated Decree Law 384
containing a series of major fiscal provisions. The economic slowdown and
the turbulence in the financial markets inflated the borrowing requirement
still further, so that the target was raised to 155 trillion at the end of
September, primarily to reflect the additional rise in interest payments. The
increase in the borrowing requirement that can be attributed to the failure of
the economy to grow in 1991 and 1992 as fast as had been forecast in
September 1991 was on the order of 13 trillion lire.
The fiscal measures for the year made it possible to reduce the
borrowing requirement by 60 trillion lire compared with its value on a
current programmes basis, a correction equivalent to 4 per cent of GDP. The
corresponding figures for 1991 and 1990 were respectively 3.2 and 1.8 per
cent. However, the proportion of the adjustment attributable to temporary
measures was larger than in 1991, rising from a third to roughly a half.
The additional receipts amounted to around 38 trillion lire and the
reduction in expenditure to 22 trillion. The main tax measures were
a condonation scheme for direct and indirect taxes, one-off capital levies
on buildings and bank and post office deposits, the compulsory revaluation
of company-owned buildings, a one percentage point increase in the
personal income tax rates for all income brackets except the first two, the
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reintroduction of the 1989 limits for the brackets in question, an increase in
personal income tax instalments and some indirect taxes.
On the expenditure side the most important measures concerned the
recruitment of public employees and their wages and salaries, producing a
total saving of around 9 trillion lire for the public sector. Other measures
included an increase in patient contributions towards medical costs,
reductions in purchases of goods and services and subsidies to enterprises,
a freeze on some budget allocations, curbs on the spending of other public
entities by curtailing their funding and the suppression of the November
cost-of-living increase in pensions.
Table 22

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

The net indebtedness of the public sector (comprising the indebtedness
of general government drawn from the national accounts, that of the
autonomous government agencies not included in general government and
that of the State Railways) rose by less than the borrowing requirement,
which includes financial transactions; the aggregate increased from 151.3 to
155.7 trillion lire but decreased from 10.6 to 10.3 per cent of GDP (Table 22).
The net indebtedness attributable to general government, which is the
reference aggregate for the procedures established in the Maastricht Treaty
for monitoring "excessive deficits", fell from 146.1 to 143.3 trillion lire and
from 10.2 to 9.5 per cent of GDP. The divergence between these two
aggregates was due primarily to the sharp rise in the needs of the State
Railways, which were met by raising funds directly in the market and
drawing on their liquid balances with the Treasury.
Fiscal policy had a mildly expansionary impact last year. The public
sector balances grew at almost the same rate as consumer prices; they
nonetheless outpaced prices when they are adjusted for the effects of
temporary budget measures, which contributed more to the overall
correction than in 1991. When account is taken not only of the changes in
revenue and expenditure in real terms but also of the loss of purchasing
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power of the public debt, the impact of fiscal policy was somewhat more
expansionary.
Last year's improvement in the balance net of interest payments was
larger than those of the two previous years: the primary deficit of 15.6 trillion
lire recorded in 1990 was reduced to 9.8 trillion in 1991 and replaced by a
primary surplus on the order of 6.2 trillion in 1992, the first for thirty years.
The corresponding ratios to GDP were respectively 1.2, 0.7 and 0.4 per cent
(Figure 6). Yet again the improvement was due to the increase in tax receipts
and social security contributions, which rose by more than two percentage
points in relation to GDP. Most of the growth stemmed from an increase in
direct taxes, which rose from 14.7 to 16.5 per cent of GDP, while indirect
taxes remained virtually unchanged at 12 per cent of GDP.
Figure 6
PUBLIC SECTOR BORROWING REQUIREMENT AND INDEBTEDNESS
(as a percentage of GDP)

On the other hand, public expenditure net of interest payments and
financial items increased by 0.7 percentage points in relation to GDP.
Excluding financial transactions, public expenditure rose from 770.6 trillion
lire in 1991 to 841.8 trillion last year and from 54 to 55.9 per cent of GDP.
Interest payments increased from 147.4 to 173.4 trillion lire and from 10.3
to 11.5 per cent of GDP. About two thirds of the 17.7 per cent increase in this
item can be attributed to the growth in the debt and the remainder to the rise
in interest rates and the greater recourse to Treasury bills, the interest on
which is recorded at issue.
Spending on social security benefits made the next largest contribution
to the growth in current expenditure; this item rose from 18.3 to 19.1 per cent
of GDP, primarily as a result of a 12.7 per cent increase in expenditure on
pensions owing to cost-of-living increases and the rise in the number of
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beneficiaries. Payments by the Wage Supplementation Fund and
unemployment benefits increased by 9.8 per cent in connection with the
slowdown in economic activity. By contrast, expenditure on wages and
salaries (including actual social security contributions) rose by 3.9 per cent.
The public sector debt grew from 1,318.2 trillion lire at the end of 1990
to 1,485.1 trillion in December 1991 and to 1,673.6 trillion at the end of last
year. There was also an acceleration in its growth in relation to GDP, with
the ratio rising from 100.5 to 104.1 per cent and then to 111 per cent last year
(Table a12). The general government debt showed a similar pattern in this
peri od. The acceleration reflected both the widening of the gap between
interest rates and the rate of growth in GDP and the depreciation of the lira,
which increased the lira value of the part of the debt denominated in foreign
currencies. The proportion of the public debt consisting of foreign debt
depends on how the latter is defined; at the end of the year debt issued abroad
amounted to 3.7 per cent of the total, debt held by non-residents to 6.1 per
cent and debt denominated in foreign currency to 6 per cent. The
corresponding figures in 1991 were respectively 3.7, 6 and 5.5 per cent.
The main balances of Italy's public finances, both including and
excluding interest payments, continued to draw closer into line with those
observed in the other leading Community countries primarily owing to the
increase in the budget deficits of some of these countries. Most of the
member states are less constrained by the size of the public debt and were
therefore able to respond to the slowdown in economic activity by allowing
built-in stabilizers to operate and, in some cases, by adopting discretionary
measures.

Fiscal policy for 1993

On 30 September 1992 the Government fixed the objective for this
year's borrowing requirement at 150 trillion lire, corresponding to 9.3 per
cent of forecast GDP. The surplus to be achieved net of interest payments
was set at 50 trillion lire, or 3.1 per cent of GDP.
The impact of the budget for 1993 was estimated at 93 trillion lire. On
the revenue side, the Government stated its intention of keeping tax receipts
and social security contributions unchanged in relation to GDP by replacing
last year's one-off measures with permanent levies; on the expenditure side,
it aimed to produce a substantial reduction in the non-interest disbursements
of the state sector in relation to GDP.
To achieve these results, the Government introduced some of the budget
measures in Decree Law 384 of 19 September 1992 and the rest in the
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Finance Bill and other bills tabled in Parliament. The budget measures were
all approved by the end of December. They were expected to generate 44.4
trillion lire of additional revenue and 41.9 trillion of expenditure savings,
plus privatization proceeds of 7 trillion. In the same period provision was
made for structural reforms; Law 421 of 23 October defined the scope of
these reforms and gave the Government power to carry them out. The
implementing legislative decrees regarding social security, health services
and local finances were issued before the end of the year, and that dealing
with public employment in February 1993.
This year's budget stands out from those of the last few years for the
scale of the adjustment (estimated officially at almost 6 per cent of GDP),
the size of the spending cuts and the greater recourse to measures producing
permanent effects. It is also notable for the way in which it dovetails with the
structural reforms that represent a first step towards slowing the growth in
the expenditure of the four sectors mentioned above in the medium and long
term and improving the efficiency of central and local government.
The downturn in the economy in the first few months of the year
nonetheless led the Government to revise the estimate of GDP growth; the
1.5 per cent figure forecast in September 1992 was replaced by a forecast of
between zero and 0.5 per cent. The report on the borrowing requirement
submitted to Parliament on 26 March indicated that the deterioration in
macroeconomic conditions would reduce the primary surplus by 12.5
trillion lire on the assumption of 0.5 per cent growth in GDP.
The Government accordingly estimated that the primary state sector
surplus would amount to 24.5 trillion lire, although achieving this result
depended on the receipts from the minimum tax and asset sales being as
forecast. After reducing the forecast for interest payments from 200 to 191.5
trillion in view of the fall in interest rates in the early months of the year, the
Government estimated that the borrowing requirement for 1993 would
amount to 167 trillion.
Supplementary budget measures amounting to 12.4 trillion lire were
introduced on 22 May to offset the ri se in the borrowing requirement due to
factors other than the slowdown in economic activity. This will meet the
conditions for the granting of the second instalment of the loan of Ecu 8
billion granted by the EC in January. As a result, the primary surplus should
amount to 37 trillion lire and the state sector borrowing requirement to just
under 155 trillion. Of fundamental importance is the link with the
medium-term budget strategy that will be set out in the Finance Bill for 1994,
which is to be brought forward and submitted to Parliament in July.
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THE MONEY AND FINANCIAL MARKETS

THE OVERALL FRAMEWORK AND MONETARY POLICY

In a year marked by exchange rate instability within the EMS from
the late spring onwards, Italian monetary policy was directed initially
towards defending the lira's central rate in the Exchange Rate Mechanism;
from mid-September onwards, when this objective had to be abandoned
owing to the pressure on the lira, the actions of the Bank of Italy were aimed
at countering the inflationary implications of the devaluation while at the
same time permitting a gradual restoration of more relaxed monetary
conditions.
Official interest rates and money market rates remained stable in the
first five months of the year. The lira fell below the centre of the fluctuation
band in April and again in May, reflecting the appreciation of the
Deutschemark against the dollar (Figure 7). Mounting uncertainty caused by
domestic economic and political developments prompted investors to
increase the liquidity of their financial assets; in the spring the rate of growth
of the M2 money supply exceeded the upper limit of the 5-7 per cent target
range.
The outcome of the Danish referendum on the Maastricht Treaty at the
beginning of June provoked a sudden and pronounced change in monetary
conditions in Europe. The uncertainty clouding the prospects for monetary
union created pressure on the weakest currencies; outside the Deutschemark
area, a greater part of the burden of defending the ERM parities fell
on monetary policy. The Bank of Italy sought to counteract the tensions
by using all the instruments available within the framework of a
market-oriented monetary and exchange rate policy, namely the exchange
rate flexibility permitted by the EMS fluctuation band, exchange market
intervention, a tightening of bank liquidity and variations in official rates.
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Figure 7

INTEREST RATES AND EXCHANGE RATES
(percentages and indices)

(1)

The increase in the rate on fixed-term advances from 12.5 to 13 per cent on
4 June was followed by a series of changes in official rates, culminating in
an increase in the discount rate to 15 per cent and in the rate on fixed-term
advances to 16.5 per cent on 4 September (Figure 8); the overnight interbank
rate rose to 22 per cent in the first ten days of September and exceeded 30
per cent on the eleventh. On the screen-based market for government
securities, the price of fixed rate paper fell by 5.5 per cent in June and July;
to ensure that the issuing arrangements were sufficiently flexible in this
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situation, the auction floor price was suspended for medium and long-term
securities from the end of July onwards. Outflows of foreign exchange
continued until the end of July, despite the severe restriction of liquidity
through domestic channels; after a pause encouraged by the package of fiscal
measures adopted by the new Government and the agreement on labour costs
between the two sides of industry, the outflow resumed in the final week of
August, in conjunction with a renewed weakening of the dollar, and gained
momentum at the beginning of September.
Figure 8
OFFICIAL INTEREST RATES AND MONEY MARKET RATES (1)
(percentages)

Domestic and international factors combined to undermine the
effectiveness of the monetary policy in defence of the lira. The divergence
of the public accounts for 1992 from the objectives set in the Finance Law
and agreed with the European Community an d, above all, the uncertainty
surrounding the 1993 budget eroded investor confidence in the feasibility of
sustaining the exchange rate by means of monetary policy alone. Market
sentiment, particularly abroad, was also adversely affected by a rating
agency's decision to downgrade Italian public debt and by the procedures
announced in August for the liquidation of EFIM. The approach of the
French referendum on the Maastricht Treaty, which generated expectations
of an imminent currency realignment and hence led operators to take open
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positions in Deutschemarks despite wide interest rate differentials, played
a crucial role in creating tensions within the ERM. Finally, the signals
coming from the Bundesbank, which continued to intervene in the open
market at unchanged rates until a few days before the realignment of 13
September, indicated the unwillingness of the German central bank to
deviate from its domestic objectives in order to help buttress the ERM.
The contacts at Community level, which intensified at the end of
August, only produced the statement by the EC Heads of Government on 28
August that the parity grid would remain unchanged, a position reaffirmed
on 5 September at the informal meeting of the Council of Economic and
Financial Ministers in Bath; the conviction prevailed that a realignment
would prejudice the result of the French referendum. In the days that
followed, however, the joint foreign exchange interventions by the Bank of
Italy and the Bundesbank reached an amount that was considered
unsustainable from the point of view of monetary stability in Germany. The
Italian and German Governments therefore decided on 13 September to
propose a 3.5 per cent rise in the Deutschemark's central rates and an
equivalent reduction in those of the lira, and a lowering of German interest
rates. The size of the latter would depend on the extent of the overall
realignment and hence on the consequent effective appreciation of the
Deutschemark. The proposal was not accepted by the other Community
countries, which decided not to change their currencies' respective parities
against the Deutschemark, with the result that the Bundesbank only reduced
the lombard rate by 0.25 percentage points and the discount rate by half a
point. Far from abating, the speculative pressure spread to the entire EMS.
On 16 September the United Kingdom suspended sterling from the ERM;
on 17 September Italy announced the suspension of interventions in defence
of the lira and the Spanish peseta was devalued by 5 per cent. In the following
days the rapid depreciation of the lira made the prospect of a swift return to
the ERM more remote; on 6 October the lira traded at 927 to the
Deutschemark, as against an average of 760 in August.
Worrying signs of a deterioration in Italy's monetary and financial
situation emerged immediately after the floating of the lira. The prices of
fixed rate government securities on the secondary market began to
fluctuate widely at the end of September, hitting a low on 7 October. The
behaviour of the secondary market affected the outcome of new issues: the
overall borrowing requirement of 34 trillion lire in September and October
was financed by issuing more than 16 trillion lire of Treasury bills and
creating 18 trillion of monetary base, mainly through overdrafts on the
Treasury's current account with the Bank of Italy; net issues of medium
and long-term securities were virtually nil. Investors' nervousness was
reflected in unusually large withdrawals from bank accounts, making it
necessary on 30 September for the Governor of the Bank of Italy to call

80

formally on the banks to reassure their customers. In September the
volume of notes and coin in circulation was around 3 trillion lire higher
than the normal seasonal level.
During this period the Bank of Italy had to reconcile two conflicting
objectives: on the one hand, to normalize the monetary situation by bringing
short-term rates down to a level consistent with the change in the lira's
exchange rate and with the cyclical slowdown of the economy, and on the
other to avoid giving the market reason to believe that the inflationary
pressures fueled by the depreciation of the currency would be
accommodated. A sudden easing of monetary conditions could have become
an autonomous cause of inflation, particularly through its impact on
expectations, and could have hindered rather than helped the reduction in
longer-term interest rates, as indicated by the negative correlation between
the latter and the lira exchange rate. The necessary reduction in money
market rates could only be effected gradually, as information on the
slowdown in inflation and the budget's progress through Parliament became
available.
The first step in reducing official rates was taken on 8 October, when
the premium on fixed-term advances was lowered by half a point. On 23
October, after the rapid parliamentary approval of the enabling law on health
care, public employment, social security and local authority finance, the
Bank of Italy decided to cut official rates by 1 percentage point. At the same
time, interbank lira fund-raising abroad was exempted from reserve
requirements in order to promote the integration of the domestic money
market with the Eurolira market, which had grown in size and importance
in the preceding months. The Bank also announced that it would monitor the
lira lending of banks and special credit institutions and called on them to
keep the growth in lira lending from November to March within ceilings set
for each of the two categories of intermediary. The intention was first to give
quantitative indications that would reinforce the message of stringency
already implicit in the gradualness of the decline in official rates, and
secondly, in view of the unstable conditions still prevailing in the financial
and foreign exchange markets, to prevent lending from fueling excessive
price increases or speculative operations against the lira that would impede
the reduction in rates. At a time when credit growth was slowing down
spontaneously, the monitoring procedure did not hinder the normal
financing of productive activity, as shown by the fact that lending remained
well within the ceilings. The setting of an unchanged target range of 5-7
per cent for the growth of M2 in 1993 signaled to the market that
the anti-inflationary monetary policy stance would be maintained in the
medium term.
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The gradual lowering of official and market rates continued in the last
two months of the year. Official rates were reduced by 1 percentage point on
12 November and by a further point on 22 December; the overnight rate and
that on three-month Treasury bills, which had been respectively 15.5 and
13.4 per cent in October, fell to 12.8 and 12.2 per cent at the end of the year.
The gradual easing of liquidity conditions was achieved through open
market operations, the range of which was extended on 27 October by the
introduction of foreign currency swaps.
During the year monetary base grew by 7.1 per cent, compared with 9.7
per cent in 1991 (Table 23). This result reflected two contrasting
developments: the acceleration in the volume of notes and coin in circulation
in the second half, which caused the aggregate to increase by 11.8 per cent
for the year as a whole, and the slowdown in the growth of bank reserves to
4.2 per cent. In the second half of the year bank reserves were affected by
the tightening of liquidity and the abrupt deceleration in the demand for bank
deposits. Monetary base destruction on a very large scale through the
external sector was partly offset by open market operations, while for the
third successive year the Treasury did not contribute to liquidity creation.
However, the difficult market conditions forced the Treasury to increase the
liquidity of the securities it offered; Treasury bonds declined from 67.5 to
24.6 per cent of the net issue volume, while the proportion of other
government securities, primarily Treasury bills and Treasury credit
ce rtificates, increased accordingly.
Table 23
MONETARY BASE AND MONEY SUPPLY (1)
(percentage changes)

The expansion in the monetary aggregates fluctuated in the course of
the year. In the first half M2 grew at an annual rate of 8.9 per cent, exceeding
the upper limit of the target range; increased investor preference for liquid
assets and diversification according to issuer led to a steep rise in certificates
of deposit. Money supply growth slowed down sharply during the summer
owing to a number of factors, including the large increase in interest rate

82

differentials between government securities and bank deposits, the
monetary effects of the balance-of-payments deficit and the fears generated
by the tax on bank deposits levied in July. Calculated on the basis of
three-month averages, the annual growth of M2 was 5.9 per cent, close to the
middle of the target range. Brisk demand for CDs and securities repurchase
agreements boosted the growth in liquid assets to 10.7 per cent, higher than
that in total financial assets, which expanded by 7.1 per cent, 4 percentage
points less than in 1991 (Table 24).
Table 24
CREDIT, MONEY AND FINANCIAL ASSETS (1)

The slower growth in financial assets reflected not only the
balance-of-payments deficit but also the deceleration in lending associated
with the slowdown in productive activity and the sharp increase in bank
lending rates; total finance to the non-state sector, including foreign loans
and non-residents' purchases of bonds, grew by 6.9 per cent, as against 13.7
per cent in 1991. Total credit, including finance to the state sector, rose by
9.4 per cent, compared with 12.6 per cent the previous year.
The activity of credit intermediaries was greatly affected by the
performance of the foreign exchange and financial markets, as well as by the
effect of the recession on asset quality. Bank lending rates rose promptly
during the summer in response to the tightening of monetary conditions, but
they adjusted more slowly to the reduction in rates during the final part of
the year. This behaviour was partly determined by the capital losses that credit
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institutions were incurring on their securities portfolios and by the prudential
measures they adopted in the face of the increase in bad debts, which rose
from 6.5 to 7.2 per cent of total lira loans during the year. The annualized rate
of growth in banks' lira lending in relation to the level recorded at the
beginning of the year declined from 10.7 to 4.3 per cent between June and
December; the slowdown was equally pronounced for the special credit
institutions, with the twelve-month rate of growth falling from 14.3 per cent
in June to 9.4 per cent in December. Interest rates on the liabilities side changed
little, except for those on certificates of deposit; the shift towards CDs, which
rose from 20.5 to 25.9 per cent of total deposits, accentuated the increase in
the average cost of funds due to the general rise in interest rates.
During the summer the widening of interest rate differentials between
lira and foreign currency loans led intermediaries to increase their foreign
indebtedness considerably and at the same time to step up their foreign
currency lending to residents. This tendency was reversed in September, and
capital outflows via the banking system continued in the following months.
For the year as a whole, the available data indicate that the banks hedged
nearly all of their debtor position in foreign currency against exchange risk,
mainly by granting foreign currency loans to residents and partly through
forward foreign exchange transactions and currency swaps.
The turbulence in the foreign exchange market in the second half of the
year emphasized the stability and efficiency attained by the money and
securities markets, particularly those segments created recently. On the
screen-based market for government securities, the prices of Treasury bonds
fell by 7.5 per cent and those of Treasury credit certificates by 7.9 per cent
between the end of May and mid-September, but recovered over the next five
months. The average bid-offer spread widened considerably during the
summer to a maximum of 4 percentage points on 16 September, then
narrowed to 30 basis points in mid-November, compared with an average
spread of 5 basis points in May 1992. Average daily turnover fell to a low
of 3.9 trillion lire in August, but picked up in the following months. The
moderate fluctuations in the yields on ten-year Treasury bonds compared
with those on short-term paper are a sign not only of the relative stability of
long-run expectations regarding yields but also of the depth of the secondary
market, which allows large swings in the net demand for securities to be
absorbed without excessive price fluctuations. The smooth functioning of
the screen-based market for interbank deposits and the payments clearing
system was not disturbed by the large increase in the volume of transactions
they handled in 1992.
The Italian Futures Market (MIF) began operations on 11 September,
using the same telematic network as the secondary spot market. It made a
promising sta rt , with turnover in the first few months already comparable

84

to that on similar contracts quoted on LIFFE in London. The initial success
of MIF creates the conditions for increasing the number and types of
contracts listed, which should shortly include options on government
securities and futures on interbank deposits.

Central bank operations and the control of monetary base
The overall results. — The composition of monetary base creation was

significantly affected by tensions in the foreign exchange and government
securities markets.
The external sector, net of foreign currency swaps, absorbed 61.8
trillion lire of monetary base, 44.9 trillion in the third quarter alone
(Table 25). As in 1990 and 1991, the contribution of the Treasury was
negative, destroying 2.7 trillion lire, even though the public sector
borrowing requirement of 163.1 trillion lire was 30 trillion above the target
set in the Finance Law for 1992. The favourable conditions in the
government securities market until the end of May and increased reliance on
short-term and floating rate paper in the second part of the year enabled the
Treasury to place very large net issues totaling 147.5 trillion. Other
non-monetary sources of finance, chiefly post office deposits, amounted to
18.3 trillion. From July onwards the fall in the demand for government
securities obliged the Treasury to make substantial drawings of just over 21
trillion lire on its overdraft facility with the central bank.
Securities repurchase agreements continued to be the main instrument
for regulating the monetary base, flanked by foreign currency swaps from
October onwards.
The Bank of Italy limited its intervention in the primary government
securities market, even at the times of most sharply declining demand. Net
redemptions of government paper totaled 9.9 trillion lire during the year.
Intervention to smooth sharp variations in the prices of government
securities took the form of net outright purchases amounting to 24.5 trillion
lire in the open market.
Substantial refinancing was provided to the banking system. When the
rate on fixed-term advances was lower than short-term interbank rates, the
Bank controlled the monetary base by rationing supply.
The temporary financing of the banking system by the central bank
reached a peak of 71.6 trillion lire in December (Figure 9). It began to decline
in February 1993 in connection with the reduction in the compulsory reserve
ratio in February and March, which released some 35 trillion lire.
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Table 25
MONETARY BASE (1)
(changes in billions of lire)
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Calculated on end-of-period data, monetary base expanded by 8.5
trillion lire during the year. The volume of notes and coin in circulation
increased by 9.3 trillion; despite the slowdown in economic activity, this was
2.4 trillion lire more than the growth registered in 1991.
Figure 9

BANK OF ITALY FINANCING OF THE BANKING SYSTEM (1)
(stocks in billions of lire)

The early months of 1993 and the prospects for the rest of the year

Market conditions improved in January, owing in part to the success of
the Treasury's DM-denominated bond issue and the receipt of a European
Community loan. On 3 February, against a background of declining
medium-term interest rates, the Bank of Italy lowered the discount rate from
12 to 11.5 per cent; almost simultaneously, the Bundesbank reduced its
discount and Lombard rates by 0.25 and 0.5 points to 8 and 9 per cent
respectively.
The lira came under severe pressure from late February until the
beginning of April. At the end of March the lira/DM interest rate differential
on three-month interbank funds was 4 percentage points, one point more
than a month earlier.
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In April the reduction in interest rates in other European countries and
an improvement in expectations caused the lira to appreciate sharply. On 22
April the Bank of Italy lowered the official discount rate by half a point to
11 per cent, duplicating the reduction in the Bundesbank's lombard rate. In
the course of the month, three-month interbank rates declined by nearly a
percentage point to 11.1 per cent.
In the quarter ending in April the money supply was 6.3 per cent higher
than in the same period of 1992. The annualized rate of growth since the
beginning of the year was 8.8 per cent, as against a target range of 5 to 7 per
cent (Figure 10). The growth in M2 was due partly to a reduction in the
banks' fund-raising by means of repurchase agreements, which was made
riskier by the volatility of securities prices. With the demand for credit
slackening markedly, the resumption of the growth in bank deposits was
accompanied by a reduction in the foreign liabilities of the banking system.
In April domestic finance to the non-state sector was only 4.4 per cent higher
than a year earlier, one of the lowest rates of growth in the last twenty years.
The expansion of credit continued to be impeded by high interest rates and
the slowdown in economic activity.

The exchange rate of the lira rose further in May and was only
marginally affected by another downgrading of Italy's foreign debt by a
rating agency and the tensions within the EMS, which resulted in the
devaluation of the peseta and the escudo on 13 May. The downward
movement of interest rates gathered momentum; the demand for
government securities was buoyant both at issue and on the secondary
market.
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On 20 May the Bank lowered the discount rate by a further half point
to 10.5 per cent. This action, which paralleled similar decisions in other
European countries, shadowed the downward movement of the entire range
of domestic interest rates.
The objective of monetary policy remains that of curbing inflation,
particularly by adhering to the planned level of monetary expansion. The
target range of 5 to 7 per cent for M2 growth is consistent with the
macroeconomic scenario approved by the Interministerial Committee for
Economic Planning last September, which projected a budget deficit of 150
trillion lire and average inflation of 4.5 per cent in 1993. The money supply
objective could prove difficult to achieve if the public shows a renewed
propensity to diversify its financial assets and the banks intensify their
efforts to rebuild their portfolios of government securities and to reduce their
foreign indebtedness by stepping up domestic fund-raising. Monetary
growth could also be inflated by the repatriation of capital from abroad and
by investors' growing appetite for certificates of deposit.

89

BANKING

The weak state of economic activity and the rise in both nominal and
real bank lending rates as a result of the monetary tightening in defence of
the lira caused demand for loans to slow down sharply over the year. The
expansion in credit was also curbed by banks' continuing to pursue the
policy of increasing the share of securities in their balance sheets that they
had adopted in the last part of 1991 following the substantial reduction of the
last few years. Banks were affected by the slow growth of deposits and the
increased uncertainty surrounding fund-raising, as well as by the turbulence
in the financial markets and the downgrading of Italian borrowers in
international markets. They responded to these developments by quickly
reducing their dependence on foreign sources of funds.
Table 26
BANK DEPOSITS AND LOANS
(12-month percentage rates of change)
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After four years of rapid growth, bank lending rose in line with GDP in
1992. The sharp deceleration began in the second half of the year and
continued in the first quarter of 1993 (Table 26). Despite the slowdown in
bank lending, there does not appear to have been a credit crunch comparable
to those triggered in other industrial countries by falls in the prices of
securities and real estate.
Fund-raising was influenced by the uncertainty that was triggered by
the levying of a tax on deposits in July and which grew increasingly
pronounced until the first few days of October. The reduction in current and
savings account deposits was offset by increased sales of certificates of
deposit, but the growth in total deposits nonetheless fell to a historically low
level of 3 per cent. On average for the year current account deposits remained
unchanged in relation to GDP, while total deposits continued to decline as
a share of total financial assets (Figure 11).
BANKING INTERMEDIATION INDICES (1)

Figure 11

(percentages)

Between June and September the average interest rate on lira loans rose
by 4.3 percentage points, a rise that was only slightly larger than the increase
in the rate on fixed-term advances. The adjustment to the subsequent
reductions in official rates was slow, although in line with the pattern shown
on comparable occasions in the past, such as the spring of 1986.
In a period marked by falling prices for government securities and
pronounced volatility, banks expanded their portfolios and encouraged
customers to invest in government paper by way of repurchase agreements,
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which continued to increase even after the introduction of a withholding tax
in September. The tight liquidity conditions and wide fluctuations in interest
rates did not jeopardize the working of the interbank market and turnover on
the screen-based market rose even though bid-ask spreads widened.
Until June Italian banks had considerable recourse to foreign
fund-raising to make good the continuing shortfall between their lending and
domestic deposits. In addition to using such funds to increase their foreign
currency loans to residents, banks engaged in currency switching operations
in which the exchange rate risk was normally hedged. Following the lira's
withdrawal from the ERM, they redeemed very large volumes of foreign
liabilities.
Lending

Net of exchange rate adjustments, loans to resident customers grew by
46.9 trillion lire, or 8.2 per cent. Those granted by Italian banks' foreign
branches increased by 2.8 trillion, or 10.8 per cent. Residents' total
indebtedness to Italian banks thus rose by 8.3 per cent, or 5 percentage points
less than in 1991. The sharp deceleration, which took place in the second half
of the year as cyclical conditions deteriorated, carried over to 1993 and in
March the twelve-month increase in lending to residents was 5.2 per cent
(Table 26).
The slowdown in the demand for credit reflected the downturn in GDP,
the fall in investment and profits, and continued pessimism about the
prospects for a recovery in production. However, banks' more cautious
lending policies also contributed, especially in the second half of the year.
In December the twelve-month increase in credit facilities was 1.1 per cent,
as against 13.1 per cent in December 1991. The proportion of facilities
actually drawn accordingly rose from 55.8 to 60.3 per cent. The proportion
of loans granted at or below the prime rate fell from 38.6 per cent in May to
16.8 per cent at the end of the year, in line with the pronounced slowdown
in lending to financial companies.
Lira loans to residents from the domestic and foreign branches of Italian
banks rose by 24.5 trillion lire, or 4.8 per cent, compared with 14.5 per cent
in 1991. The slowdown began in April, was temporarily interrupted in
September, and then became increasingly pronounced in the following
months. Foreign currency loans offset the slowdown to some extent, rising
strongly in the first part of the year and continuing to grow after the
devaluation of the lira. Net of exchange rate adjustments, such loans
increased by 25.2 trillion lire, or 31.1 per cent, the highest rate since the
mid-eighties.
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Bad and doubtful debts. — The cyclical downturn caused a

deterioration in the quality of banks' loan portfolios, with bad and doubtful
debts rising by 4.8 trillion lire, or 14.8 per cent. On an average annual basis
they rose from 6.9 to 7.1 per cent of total loans. The loans classified as bad
and doubtful debts during the year amounted to around 17.9 trillion lire, or
17.2 per cent more than in 1991. Non-performing loans grew by 4.7 trillion
lire, or more than 50 per cent; two thirds of the increase occurred in the
second half of the year in relation to the difficulties of enterprises in the
private sector.

Treasury management and securities portfolios

On the basis of balance sheet valuations and including net sales under
central bank and customer repos, banks' securities portfolios expanded by
65.5 trillion lire, or 25.2 per cent, compared with 55.3 trillion and 27.1 per
cent in 1991. The proportion of securities involved in repos rose further,
confirming the tendency for banks to manage their portfolios more actively.
The share of government securities rose from 78.9 to 83.2 per cent as a result
of purchases of Treasury bonds. The growth in banks' securities portfolios
slowed down in the early part of this year; in March the twelve-month
increase was 41.2 trillion lire, as against 85.2 trillion in March 1992.
Temporary domestic sales of all securities, regardless of issuer and
currency denomination, increased by 46 trillion lire, and the operations
outstanding at the end of the year totaled 95.5 trillion. The introduction in
September of a 12.5 per cent withholding tax on the capital gains arising
from repos did not hurt their growth in the following months, but there was
a significant slowdown in the first quarter of this year.
The improvements made in the procedures for the settlement of
interbank payments led to a further reduction, from 31.4 to 20 per cent, in
the proportion of domestic interbank lira liabilities consisting of
correspondent current account deposits. By contrast, the share of time
deposits rose from 37 to 50.9 per cent owing to the increase in the volume
of such operations on the screen-based interbank market. Total average
turnover on this market rose from 12.5 trillion lire in the first quarter of 1992
to 19.5 trillion in the first quarter of this year. Between December 1991 and
December 1992 the average turnover in time deposits with a maturity of one
week or more rose from 0.8 to 2.1 trillion lire and from 7.2 to 11.1 per cent
of the total.
The abolition in November of the reserve requirement with respect to
non-resident banks' fund-raising in lire removed an important asymmetry in
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the mechanism for transmitting monetary policy impulses from domestic
money market rates to those in the Eurolira market. The cost of holding
reserves had discouraged Italian banks from borrowing in lire from
non-resident banks, causing the adjustment of Eurolira rates to tight
domestic liquidity conditions to be sticky. Following the abolition of the
reserve requirement, the link between domestic interbank rates and Eurolira
rates became closer.

Deposits

On the basis of average monthly figures, residents' bank deposits in lire
grew by 21 trillion, or 3 per cent, over the year, compared with an increase
of 54.5 trillion, or 8.5 per cent, in 1991 (Table 26). The ratio of bank deposits
to total domestic financial assets decreased slightly, falling from 34.4 to 34
per cent (Figure 11).
Current account deposits declined by 8.9 trillion lire, or 2.3 per cent,
compared with an increase of 36 trillion, or 10.2 per cent, in 1991.
Certificates of deposit increased by 47.5 trillion lire, or 30.9 per cent,
as against an expansion of 34.1 trillion, or 28.6 per cent, in 1991. On an
annual average basis their share of total deposits rose to 25.1 per cent, an
increase of more than four percentage points. The lower tax rates applicable
to certificates of deposit with initial maturities of 18 months or more resulted
in their average share of total CDs rising by more than twelve percentage
points to 54.2 per cent.

International business

The growth in banks' volume of domestic business matched that in their
foreign fund-raising even more closely than in the past. The net funds raised
by banks from non-residents amounted to 24.7 trillion lire net of exchange
rate adjustments, with the rate of growth slowing from 47.9 to 30.3 per cent
(Table 26). After rising strongly until June, in parallel with the growing
imbalance between domestic loans and deposits, the volume of such
fund-raising then stabilized. In September banks started to make very
substantial net redemptions, which totaled 22.6 trillion lire in that month
alone.
Foreign currency fund-raising, most of which was effected abroad, had
involved banks in currency transformation serving to finance the increase in
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their lira assets, mainly in the domestic market. The outstanding amount of
such operations peaked at around 36.5 trillion lire at the end of June, since
when the total has declined continuously, with sharp falls in September and
November last year and in February of this year; in March the total was down
to around 3.3 trillion. The exchange risk associated with these operations
was mostly hedged. The reduction in fund-raising abroad also reflected the
increase in the cost of Italian banks' foreign currency borrowing, partly as
a result of the lowering of their international credit rating.

Profit and loss accounts

Banks' results were considerably influenced by special, albeit
temporary, factors. The difference between the speed with which lending
and deposit rates reacted to changes in the official rates caused the average
spread between the return on lending and the cost of funds to widen from
8.06 to 9.19 percentage points. On the other hand, the results were depressed
by the decrease in income from securities and foreign exchange trading and
by the revaluation losses in respect of their securities portfolios. Net interest
income rose by 20.2 per cent; including non-interest income, the increase
was only 11 per cent (Table 27). Gross income declined from 5.05 to 4.87
per cent of total resources.
The decrease in operating expenses from 3.37 to 3.27 per cent of total
resources was due to the curbing of staff costs, which grew by 9.5 per cent
but declined in relation to total resources from 2.24 to 2.13 per cent.
Accentuating a long-term trend, the share of non-staff costs in total operating
costs rose from 34 to 34.9 per cent. The opening of new branches resulted
in the largest increases being in the depreciation of buildings, which was also
boosted by revaluations, and in rental expenses. The number of employees
increased by 1,200, as against 5,100 in 1991, but there was a reduction of
around 500, or 0.4 per cent, in the number employed by "major" banks.
While banks' net income rose by 9.8 per cent, their profits before tax
declined by 12.6 per cent, falling from 1.04 to 0.79 per cent of total
resources. This was due to the reduction in extraordinary income owing
primarily to the ri se in revaluation losses on securities, from 0.4 to 3.2 trillion
lire. The increase in the rate of corporate income tax contributed to the 24.9
per cent reduction in net profits, which accordingly fell from 0.56 to 0.37 per
cent of total resources. The need to remunerate shareholders, heightened by
the transformation of public sector banks into limited companies, resulted
in dividends rising from 35.8 to 58.1 per cent of net profits.
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PROFIT AND LOSS ACCOUNTS OF THE BANKS (1)
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Table 27

SPECIAL CREDIT INSTITUTIONS
AND OTHER FINANCIAL INTERMEDIARIES

Special credit institutions

The recession and the rise in interest rates led to a slowdown in lending
by the special credit institutions, which became more pronounced in the
second half of the year. Widespread uncertainty in the financial markets and
competition from banks in the issue of CDs caused the growth in the
institutions' fund-raising to decelerate. The widening of the spread between
lending and borrowing rates did not prevent a deterioration in profitability.
The slower growth in lending reflected a contraction in capital
expenditure by firms and reduced demand for credit both from financial
companies, particularly in leasing and factoring, and from general
government. The increase in lending for real estate and building purposes
slackened perceptibly for the first time since 1985; the slowdown, which was
concentrated in the last four months of the year, was influenced by the
introduction of central bank monitoring of credit institutions' lira assets on
23 October. The growth in subsidized credit continued to decelerate.
During the summer the institutions raised their lending rates promptly
in response to the increase in official and market rates (Figure 12). They
adjusted their borrowing rates to a lesser extent, but unlike the banks they
continued to raise them in the final part of the year owing to increased
difficulty in attracting funds; in September the Bank of Italy raised the
maximum rates that the institutions may pay on bonds and CDs by 1
percentage point to respectively 15 and 14.25 per cent.
Bond issues diminished from August onwards and issues of CDs grew
at the slowest rate since their introduction in the early eighties. Fund-raising
in foreign currency, while remaining the principal source of funds, slowed
down for the second consecutive year owing to the deterioration in the
standing of Italian borrowers in international markets and, after September,
the volatility of the lira, which increased the cost of covering exchange risk.
Claims on non-residents increased in the last few months of the year. The
institutions' treasury policies varied; their aggregate securities portfolio
declined, owing to disposals by several large institutions.
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Figure 12

INTEREST RATES

These developments in the institutions' activity occurred against the
background of a far-reaching restructuring of the special credit system,
which is still under way. The further progress with the transformation of
public credit institutions pursuant to Laws 218/1990 and 175/1991 reduced
the number of special credit institutions to 47 at the end of last year,
compared with 65 in 1991 and 92 in 1990. Eighteen of the remaining
institutions operate in more than one sector of medium and long-term
lending. Banks' special credit sections have either been transformed into
limited companies belonging to multifunctional groups or incorporated into
the controlling bank. As a result, ten major publicly-controlled banks now
operate as universal banks.
With the transposition of the Community's Second Banking Directive
into Italian law, the distinction between banks and special credit institutions
has been eliminated with effect from 1 January of this year. In keeping with
the principle of despecialization as regards the duration and type of lending,
all credit institutions can now perform operations previously restricted to
specific categories of intermediary. The special credit institutions can
respond to the growing competition from banks by taking advantage of the
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wider operational scope permitted by the regulatory changes; in particular,
they will be able to offer current accounts. Allowing the institutions to raise
funds in the same way as banks means that they will have to be brought
within the scope of reserve requirements by means of a decree issued by the
Treasury Minister.

Lending. — Net of exchange rate adjustments, domestic lending rose
by 25 trillion lire, or 8.1 per cent (Table 28), the lowest rate of increase since
the mid-seventies. The twelve-month rate of growth remained high until
July, when it was 13 per cent, but diminished thereafter, reflecting the
worsening of the economic downturn, the rise in interest rates and, in
November and December, the monitoring of lira lending.
Table 28
DOMESTIC LENDING BY THE SPECIAL CREDIT INSTITUTIONS (1)
(percentage changes)

Unlike the banks, the special credit institutions recorded a pronounced
deceleration in their foreign currency lending to residents; net of exchange
rate adjustments, it rose by 900 billion lire, or 1.7 per cent, as agàinst 5.3
trillion lire and 11.2 per cent in 1991. The slowdown began in the early part
of the year but was temporarily reversed in July and August following the
rise in interest rates on lira loans and the spread of expectations among firms
that the Italian currency would remain stable. Following the suspension of
interventions to defend the lira's central rate within the ERM, the flow of
foreign currency credit diminished sharply, notwithstanding the monitoring
of lira lending.
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Subsidized lending increased by 900 billion lire, or 1.2 per cent, as
against 5.7 per cent in 1991; as a proportion of the institutions' lending to
residents, it fell still further from the historic low recorded in 1991, to stand
at 20.2 per cent.
The slowdown in the growth of special credit affected the various
categories of borrower to differing degrees. Disbursements to general
government institutions rose by 13.4 per cent, compared with 20.8 per cent
in 1991. Credit to non-financial companies expanded by 10.5 per cent (11.5
per cent in 1991); the deceleration was mainly in lending to manufacturing
firms, the growth of which slowed down from 6.1 to 4.8 per cent. Lending
to firms providing market services, a sector which had a lagged response to
the recession, was less affected, rising by 13.7 per cent compared with 14.8
per cent in 1991. Lending to financial companies contracted by 0.6 per cent,
whereas in 1991 it had grown by 4.9 per cent.
The deterioration in the economic situation caused the institutions' bad
debts to increase by 18.6 per cent on an annual average basis to stand at more
than 17 trillion lire in December, compared with a ri se of 16.4 per cent in
1991; as a ratio to outstanding loans, they rose from 4.6 to 4.9 per cent. In
the real estate and building sector, bad debts increased by 15.7 per cent, as
against 14.3 per cent in 1991, to nearly 9 trillion lire; in proportion to lending
they remained at about the same level as in recent years, at 7.8 per cent.
Real estate and building credit increased by 12.5 per cent, net of
exchange rate adjustments, as against 18.4 per cent in 1991 (Table 28). The
twelve-month growth rate remained high during the first half of the year,
peaking in July at 20.3 per cent. The subsequent reduction can be largely
attributed to the contraction in foreign currency lending. In 1992 as a whole,
lira lending to the real estate sector increased by 12.1 trillion lire, or 16.4 per
cent, as against 9.6 trillion and 15 per cent in 1991, while foreign currency
lending declined by 400 billion lire, or 1.9 per cent, compared with growth
of 5 trillion lire and 32.6 per cent the preceding year.
Fund-raising and the management of securities portfolios. - The
institutions' outstanding bonds increased by 13.2 trillion lire, or 8.6 per cent,
compared with a ri se of 12.7 per cent in 1991. Issuing activity was brisk in
the first half of the year, slowed down sharply in the third quarter and
recovered slightly in the fourth, reflecting the raising of the maximum
permitted interest rate in September. In accordance with their practice since
1988, the institutions concentrated on floating rate issues to accommodate
the climate of uncertainty and the possible emergence of interest rate risk.
Since the beginning of 1992 the value of floating rate bonds in issue has
exceeded that of fixed rate paper, whereas in 1987 it had amounted to only
half the latter.
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The volume of CDs in circulation increased by 4.6 trillion lire, or 6.4
per cent, as against 11.8 per cent in 1991, and their share of total fund-raising
declined for the third consecutive year. The slowdown began in August,
owing partly to intensifying competition from banks.
Net of exchange rate adjustments, the institutions' liabilities in foreign
currency and external lire increased by 13.7 trillion lire, or 15 per cent,
compared with 22.3 per cent in 1991. Despite the slower growth, they
accounted for 42 per cent of total fund-raising. The differential between
domestic and Euromarket interest rates widened in the latter part of the year
(Figure 12).
Securities portfolios contracted by 1 trillion lire as a result of disposals
in the second half by some major institutions. Holdings of government
securities declined by 2.5 trillion lire, mainly on account of a decrease
in Treasury credit certificates, which constitute the largest component
(Table a17).
Profit and loss accounts. — Net interest income increased by 10.7 per
cent, a faster rate of growth than in recent years, but declined from 1.87 to
1.84 per cent of total resources (Table 29). The widening of the spread
between the institutions' average lending rate and the unit cost of funds
raised domestically was counterbalanced by the rise in the cost of
fund-raising abroad and the increase in non-performing loans. The relative
contraction in net interest income also reflected the decline in own funds in
relation to total resources.

In relative terms, gross income declined more sharply than net interest
income, falling from 1.87 to 1.74 per cent of total resources, owing to net
losses of 400 billion lire on services. The institutions lost more than 300
billion lire on foreign exchange and foreign securities transactions, while
earnings on trading in domestic securities slumped from 300 to less than 50
billion lire.
The decline in gross income affected net income, which fell from 1.10
to 0.98 per cent of total resources, while operating expenses remained more
or less stationary in relative terms. The staff costs ratio declined marginally;
a further reduction in personnel from 13,350 to 13,250 was accompanied by
a slight acceleration in costs per employee. Total resources per employee
grew more slowly than in 1991.
Allocations to loan loss provisions increased by 7.7 per cent, a sharp
slowdown from the rise of 20.5 per cent recorded in 1991. Net profit slipped
from 1.6 to 1.5 trillion lire, declining from 0.43 to 0.36 per cent of total
resources and from 4.5 to 4.2 per cent of own funds.
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Table 29
PROFIT AND LOSS ACCOUNTS OF THE SPECIAL CREDIT INSTITUTIONS (1)
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Other intermediaries
Leasing companies. — The economic downturn and the decline in

industrial investment led to a sharp slowdown in the growth of leasing
business, following the less pronounced deceleration recorded in 1991. Net
of leasing rentals, the credit implicit in outstanding contracts increased by
1.1 trillion lire to 40.8 trillion, a ri se of 2.7 per cent compared with growth
of 17.3 per cent in 1991 and 27.6 per cent in 1990. New contracts worth 18.8
trillion lire were signed during the year, compared with 21.6 trillion in 1991.
The recession resulted in a further increase in bad debts, which rose
from 4.1 to 4.9 per cent of the value of outstanding contracts; at 2 trillion lire,
these items amounted to 57.2 per cent of the companies' own funds, as
against 48.6 per cent in 1991.

Factoring companies. — The growing liquidity requirements of firms,

the curtailment of lending by credit institutions and the monitoring of the
volume of their lira loans helped generate a modest pickup in factoring
business. The value of acquired claims rose by 7.3 per cent, compared with
5.5 per cent in 1991, to more than 41 trillion lire. Nevertheless, the rate of
growth remained well below that recorded in the second half of the eighties.

Consumer credit. — The decline in households' propensity to borrow

and the greater attention intermediaries paid to credit quality resulted in a
reduction of 1.1 trillion lire in consumer lending, or 3.2 per cent, compared
with an increase of 7.2 per cent in 1991. The reduction affected all consumer
credit intermediaries, and particularly specialized finance companies,
whose lending contracted by 4 per cent. Consumer credit granted by banks,
which accounts for 60 per cent of all consumer credit, declined by 2.7 per
cent and was one of the components of bank lending to show the most
pronounced change. As a result of the credit institutions' more restrictive
lending policies, loans to consumer credit companies contracted by 800
billion lire, or 8.1 per cent, compared with an increase of 2.7 per cent in 1991.
The interest rates on such loans rose by about 3.5 percentage points.
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INSTITUTIONAL INVESTORS

The total resources of institutional investors — investment funds,
portfolio management services, securities firms, pension funds and
insurance companies — rose from 309.7 to 354.8 trillion lire in 1992, an
increase of 14.6 per cent that was largely due to interest income on bonds and
government securities. Their share of total financial assets grew to 5.2 per
cent, which is nonetheless considerably lower than the level in the other
leading countries. In the second half of the year the instability in the financial
and foreign exchange markets caused their growth to slow down, with the
result that net fund-raising for the year fell to 27.6 trillion lire, compared with
33.9 trillion in 1991.
The slowdown in fund-raising prompted investment fund management
companies to enhance the range and flexibility of products offered and to
initiate further mergers. The strong demand for endowment-type policies led
banks to strengthen their agreements with insurance companies for the
marketing of policies through bank branches.
Investment funds' net assets rose by a moderate 8 per cent, as against
18.6 per cent in 1991, to a total of 60.7 trillion lire; with the lira weak, savers'
preferences swung towards funds whose portfolios reflected greater
international diversification. Portfolio management services continued to
grow, although more slowly; whereas five years ago their managed assets
were equal to those of the investment funds, now they are nearly twice as
large. Portfolio management services provided by banks accounted for 75.9
per cent of net fund-raising last year. Insurance companies' technical
reserves rose to 107.7 trillion lire, an increase of 21.5 per cent, with faster
growth in the life sector.
Last year saw further progress in the harmonization of legislation
concerning access to the insurance markets in the European Community and
prudential supervision. In particular, the adoption by the EC Council of new
Directives on both life and non-life insurance has widened the scope for
providing insurance services within the Community on the basis of
home-country authorization.
With the enactment of Legislative Decree 124 on pension funds on 21
April 1993, the Government has taken a first important step to foster the
development of supplementary pension plans in the medium term. The
measure could have beneficial effects on the entire Italian financial market.
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At the end of 1991 the assets of the pension funds administered by bodies
other than INPS amounted to 76.2 trillion lire. Those of funds operated by
credit institutions, for which 1992 data are available, grew by 13 per cent.
At the end of the first year of activity of securities firms, there were 291
firms authorized and 204 in operation, an excessive number in relation to the
size of the domestic stock market and in the light of the experience of
financial systems similar in structure to the Italian market.

Investment funds

Net fund-raising by Italian investment funds fell to 700 billion lire,
compared with 5.3 trillion in 1991 (Table 30), as a result of the considerable
growth in redemptions, from 16.5 to 26 trillion lire, and the smaller increase
in subscriptions. The funds' net assets rose from 56.2 to 60.7 trillion lire,
owing mainly to capital gains; their share of the total financial assets of the
non-state sector remained unchanged at 2.7 per cent.
Table 30
NET ASSETS OF ITALIAN INVESTMENT FUNDS
(billions of lire)

In the first four months of this year net fund-raising amounted to 3.7
trillion lire, compared with 4.4 trillion in the same period in 1991. At the end
of April net assets totaled 67.8 trillion lire.
The decline in share prices in the first three quarters of the year was one
of the causes of net redemptions of 1.4 trillion lire for share-based funds and
1.9 trillion lire for mixed funds, continuing a tendency that had emerged in
1991; these funds' share of the total net assets of Italian investment funds fell
from 44.6 to 37.7 per cent. The substantial net subscriptions of 6.9 trillion
lire recorded by bond-based funds between January and June, which
reflected the firm prices for government securities, were partly offset by net
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redemptions of 2.8 trillion in the second half of the year. By contrast, the
exchange rate problems benefited funds with internationally diversified
portfolios: the 57 investment funds that hold at least half of their assets in the
form of foreign securities recorded net subscriptions roughly twice as large
as those of the sector as a whole.
With the growth in bank deposits slowing down, the heightened
competition in the market for low-risk financial assets weakened the link
between banks and investment funds. At the end of the year banks held
equity interests in 33 of the 54 fund management companies, controlling
around two thirds of the funds in operation and 48.6 per cent of their total
net assets, as against 53.3 per cent at the end of 1991. Subscriptions taken
through bank branches fell from 33.4 to 30.3 per cent of the total for all funds
and from 38 to 34.2 per cent for bond-based funds in particular.
The modest growth of the sector prompted fund management
companies to seek to increase their market shares through mergers; at a time
of falling subscription commissions, this strategy also permitted operational
structures to be rationalized and economies of scale to be achieved. The
reduction in the concentration of market shares abated: at the end of last year
the five largest companies held 39.9 per cent of the total assets under
management, as against 41 per cent a year earlier and 46.3 per cent at the end
of 1990.
The growth of bond-based funds was reflected in net purchases of bonds
and government securities totaling 1.5 trillion lire; funds made net disposals
of shares, although on a limited scale. Net purchases of foreign securities
amounted to a considerable 3 trillion lire and were stimulated by the phase
of foreign exchange instability. As a result of securities transactions and
movements in market prices, the proportion of the total portfolio consisting
of government securities fell from 59.1 to 57.4 per cent and that of Italian
shares from 16.1 to 11.7 per cent, while foreign securities rose from 16.2 to
24.8 per cent. Treasury credit certificates were the most commonly held
Italian government securities.
The decline in the prices of listed shares contributed to a fall of 5.2 per
cent in the index of the value of share-based fund units and one of 3.6 per cent
in that of mixed funds, while bond-based funds offered an average yield of
11.3 per cent. By way of comparison, the average net ex post yields on
Treasury bonds and Treasury credit certificates listed on the Milan Stock
Exchange were 9.8 and 10.4 per cent respectively.
The fluctuations in securities prices and exchange rates caused an
exceptional increase in the dispersion and variability of individual funds'
results. In the twelve months ending in April 1993 yields ranged from —9.1
to 61.9 per cent on share-based and mixed funds and from 6.6 to 35.8 per cent
on bond-based funds. Yield variability was highest among the former.
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Securities firms and portfolio management services
Securities firms. — The first securities firms began operations in 1992
pursuant to Law 1 of 2 January 1991. By the end of April of this year 297
firms had been granted authorization (including 71 in which credit
institutions held shares) and 249 were operating. In particular, authorization
to engage in securities trading for own account and on behalf of third parties
had been granted to 175 firms, of which 141 were operational.

At the end of the year the firms' own securities portfolios were very
modest, amounting to 1.1 trillion lire. Government securities accounted for
nearly three quarters of the total, while only a small proportion consisted of
shares.
The large number of securities firms in business was reflected in the
high level of competition in the sector and limited its profitability. The net
management commissions earned by a sample of firms that were in
operation from January 1992 onwards and which accounted for one third of
the sector's total own funds at the end of the year amounted to around 0.6 per
cent of the value of managed funds. Margins on securities trading were also
narrow, with net earnings from trading on behalf of third parties equal to 0.1
per cent of the value of such transactions.
Securities trading by the firms and banks, like that by investment funds,
was stimulated by the wide fluctuations in prices.
The newness of statistical reporting of securities intermediation and the
different ways in which such transactions can be effected do not allow
comparison of the volume of trades handled by the banks and securities firms
with the total turnover on the share and bond markets. However, some
indications can be obtained by comparing the volume of trades performed
by each category of intermediary.
Banks' trades in government securities on own account were almost
twelve times those of securities firms; the ratio for trades on customer
account was around four to one. Securities firms played a more prominent
role in the share market, where they carried out almost half of all trades made
on own account and 93.2 per cent of those on behalf of third parties; with
certain exceptions, the latter are their exclusive preserve. Around half of the
total transactions by securities firms were carried out by subsidiaries of
credit institutions.
Portfolio management services. — The value of the assets entrusted to

portfolio management services continued to expand as in previous years,
rising to 105.3 trillion lire (Table 31). Net fund-raising remained substantial,
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even if lower than in 1991, and amounted to 8.7 trillion lire; its uneven
growth in the course of the year was similar to that recorded by investment
funds. At the end of 1992 the total portfolio managed by the services
consisted largely of government securities (71.5 per cent) and lira bonds
(11.6 per cent), while Italian shares were only 2.5 per cent. Bonds and
government securities also accounted for the lion's share of foreign currency
securities, which represented 6.5 per cent of the total portfolio.

Table 31

ASSETS OF PORTFOLIO MANAGEMENT SERVICES (1)
(billions of lire)

Law 1/1991 restricts the activity of portfolio management to banks,
securities firms and trust companies, although its transitional provisions also
allowed commission dealers to provide such services until last December.
Banks and securities firms can only engage in portfolio management in the
name of and on behalf of third parties, while trust companies operate in their
own name and on behalf of third parties. The changes introduced by the new
legislation and those in statistical reporting requirements make the data on
assets managed prior to June 1992 only partly comparable with those for
subsequent periods.
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Insurance companies and pension funds

Insurance companies. — The premium income of insurance companies
amounted to 33 trillion lire in the casualty sector and 12.3 trillion in the life
sector. Total premium income continued to grow at a sustained pace, though
slowing down slightly to 14.2 per cent, compared with 16.3 per cent in 1991.
The fastest growth in the casualty sector, which expanded by 13.3 per cent
overall, was in professional liability and indemnity insurance and transport
insurance, while the 16.5 per cent growth in the life sector was largely due
to ordinary policies. Total technical reserves rose from 88.6 to 107.7 trillion
lire, with the life sector's share rising to 58.1 per cent (Table 32).
Table 32
INSURANCE COMPANIES: MAIN ASSETS AND LIABILITIES
(end-of-period balance sheet values in billions of lire)

As in 1991, the largest growth in insurance companies' assets occurred
in securities, which rose from 82.9 to 98.7 trillion lire. Total assets increased
from 164.8 to 195.2 trillion and net worth rose to 34.6 trillion. Public sector
securities increased from 50.2 to 52.2 per cent of the companies' total
portfolio (Table 33).
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The large growth in premium income and the investment strategies
pursued by the companies increased the insurance industry's importance in
the Italian financial market. The insurance companies' securities portfolio
accounted for 2.2 per cent of the total financial assets of the non-state sector
at the end of 1985; by the end of last year this share had doubled.
Table 33
INSURANCE COMPANIES: SECURITIES PORTFOLIO
(end-of-period balance sheet values in billions of lire)

Pension funds. — Legislative Decree 124/1993 on pension funds was

issued in April of this year. The decree identifies staff severance pay
provisions as one of the chief sources of finance for pension funds.

The largest existing pension funds are those established by the credit
sector and those managed by a number of public and professional bodies.
They are designed either to supplement or take the place of INPS pensions
and are generally set up on a funded basis.
At the end of 1991 the total reserves of the pension funds amounted to
76.2 trillion lire. The 18 largest non-INPS funds held 54.8 trillion and the
funds operated by credit institutions 21.4 trillion (Table 34). The
composition of the funds' portfolios appeared to be extremely cautious; at

110

the end of 1991 deposits, government securities and bonds accounted for
respectively 19.2, 31.7 and 7.5 per cent of the total and real estate for around
one third, while the proportion of Italian shares remained small, at 2 per cent.
Table 34
PENSION FUNDS: MAIN ASSETS
(balance sheet values at end of 1991 in billions of lire)

The credit sector funds, for which figures for 1992 are available,
increased their reserves by 3 trillion lire to a total of 24.4 trillion. Compared
with the aggregate pension fund portfolio, that of the credit sector funds was
conspicuous for the modest proportion of real estate assets and deposits
(22.4 and 9.7 per cent respectively) and the higher percentage of both
government securities (48.3 per cent) and shares (5.8 per cent).

111

THE SECURITIES MARKET

Last year was marked by heightened instability in securities markets.
Demand for government securities contracted sharply during the summer,
when expectations of a change in the lira's central rate and nervousness
about possible extraordinary measures regarding the public debt prompted
an acceleration in portfolio adjustment in favour of foreign assets. The
substantial fall in prices on the secondary market affected new issues and
unsettled the foreign exchange market, intermittently arousing fears of a
financial crisis. Interest rate differentials vis-à-vis the Deutschemark
increased to peaks of more than 10 percentage points on 3-month funds and
5 points on 10-year bonds, after tax. In the autumn the implementation of the
supplementary budget measures and the gradual relaxation of the restrictive
monetary stance fostered a recovery in the demand for securities. In the first
few months of this year short-term yields returned to the levels recorded
before the crisis, but expectations of higher inflation delayed a
corresponding decline in long-term rates until May. The increase in the
proportion of the public debt in the form of fixed rate lira instruments, which
came to a halt in 1992, has resumed in recent months.
The breadth and depth that the secondary market in government
securities has now attained ensured continuity of trading last year, and
turnover was substantial even at the times of greatest tension. Uncertainty
lent impetus to the development of markets in derivative instruments, such
as options, futures and swaps for hedging interest rate and exchange rate risk.
The turnover on the Italian Futures Market, which came into operation on
11 September, rapidly reached the level of LIFFE trading in contracts on
Italian securities, which had begun a year earlier.
The performance of the share market changed dramatically during the
year. The decline in share prices and turnover continued until the early
autumn, adversely affecting corporate fund-raising on the official equity
market. From October onwards, both prices and market volume recovered
significantly, thanks to expectations of lower interest rates, the abolition of
capital gains tax on securities and the Government's initial commitments
with regard to privatization. The expansion was facilitated by the
modernization of the market carried out in recent years, with the completion
of the regulatory framework and the launch of continuous auction trading in
a first group of shares. However, the implementation of a number of other
reforms is behind schedule, including the extension of continuous trading to
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a wider range of shares, the replacement of monthly settlement by daily
settlement and the development of derivative instruments for hedging in the
share market.

Bonds and government securities
Supply. — Net issues of bonds and government securities totaled 143.8

trillion lire in 1992, 3.1 trillion less than in 1991, and declined from 10.3 to
9.5 per cent of GDP. The contraction was due to a fall of 12.4 trillion lire in
net bond issues by special credit institutions, firms and public corporations,
which was only partly offset by an increase of 9.3 trillion in net government
issues. Gross issues totaled 912.3 trillion lire, an increase of 45.8 trillion with
respect to 1991 (Table 35). Government issues accounted for 881.7 trillion,
55.6 trillion more than a year earlier. An increase in the proportion of
short-term paper affected the average maturity of the public debt, which
declined to 2 years and 10 months at the end of the year after having
lengthened to more than 3 years in May.
Net issues of Treasury bills and Treasury credit certificates accounted
for 76.8 per cent of total government issues during the year, compared with
18.2 per cent in 1991, while the share of Treasury bonds fell from 67.5 to 24.6
per cent. Net issues of ecu-denominated securities made up 1.8 per cent of
the total, whereas in 1991 there had been net redemptions. At the end of the
year the stock of outstanding foreign currency securities, including Republic
of Italy issues on the Euromarket, amounted to 5.5 per cent of the bond
component of the public debt, as against 5.7 per cent in 1991.
The need to ensure that issue terms adjusted promptly to those
prevailing on the secondary market at a time of great price volatility led the
authorities to abolish the floor price in the auctions of medium and long-term
paper from August onwards. The resulting increase in the flexibility of
allotment rates encouraged subscriptions. In the year as a whole Treasury
bills were oversubscribed by an average of 25 per cent and Treasury bonds
and credit certificates by 65 and 83 per cent respectively.
The contraction in net private sector bond issues was attributable to the
pronounced decline in the net issues of the special credit institutions from
15.9 to 10.8 trillion lire and net redemptions of bonds of firms and public
corporations totaling 3.5 trillion lire, compared with net issues of 3.8 trillion
in 1991.
The downgrading of many Italian issuers made it more difficult to
raise funds abroad. Gross bond issues abroad by residents and their
subsidiaries fell from $11.1 to 6.5 billion. After a break of almost two years,
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the Treasury returned to the Euromarket in January 1993 with Italy's first
Deutschemark bond issue. The DM 5 billion loan offered an issue yield of
7.25 per cent, just under 50 basis points higher than German issues of
comparable maturity.
Table 35
BONDS AND GOVERNMENT SECURITIES: ISSUES AND STOCKS

Net lira issues on the Eurobond market declined from 12.3 to 9.1 trillion
lire, owing in part to the abolition of tax exemption on residents' purchases
of the bonds of international organizations in September. The situation
improved in early 1993; net issues totaling 4.4 trillion lire in the first four
months of the year brought the stock of lira-denominated Eurobonds to 41.5
trillion lire at the end of Ap ri l.
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Demand. — Residents' net subscriptions of government securities rose
from 113.7 to 134.3 trillion lire (Table 36); those by the non-banking sector,
excluding securities acquired from banks under repurchase agreements,
declined from 58.8 to 56.4 trillion, or from 46.3 to 41.3 per cent of net issues.
Net purchases by investment funds, insurance companies and social security
institutions totaled 12.6 trillion lire, a decrease of 5.7 trillion with respect to
1991. Residents' net purchases of foreign securities declined by 6.6 trillion
to 24.2 trillion lire in 1992 owing to substantial disinvestment in the fourth
quarter.
Table 36
BONDS AND GOVERNMENT SECURITIES:
NET ISSUES ACCORDING TO SUBSCRIBER
(billions of lire)
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Interest rates and the secondary market in Italian government
securities. — The volatility of short-term interest rates and expectations

as to their behaviour over the medium term caused pronounced changes
in the level and slope of the yield curve in the course of the year
(Figure 13). The modest rise in short-term yields between January
and May did not affect long-term rates (Figure 14). From June onwards,
however, the increase spread to 10-year bonds as expectations of interest rate
convergence within Europe faded; at the same time the tightening of
monetary conditions drove up short-term rates, inverting the yield curve.
YIELD CURVES (1)
(statistical basis: Treasury bonds listed on the secondary market)

Figure 13

NET YIELDS ON TREASURY BONDS, CREDIT CERTIFICATES AND BILLS (1)
(half-monthly data; percentages)
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After the currency crisis short-term yields declined steadily, but those
at longer term were affected by uncertainty about inflation, so that the yield
on 10-year bonds did not return to its May 1992 value until the second
half of May 1993.
Figure 15
SHORT AND LONG-TERM LIRA/DM
AND LIRA/FF YIELD DIFFERENTIALS
(percentages)

Figure 16
REAL LONG-TERM YIELDS
IN G-7 COUNTRIES AND IN ITALY (1)
(quarterly data)
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Yield differentials between long-term lira securities and comparable
DM or French franc instruments remained wider than they had been before
the crisis. At the end of April 1993 the after-tax differentials were 4.4 and
4 percentage points, respectively 1.3 and 1.4 points more than they had been
at the end of May 1992 (Figure 15). These differentials also reflect the cost
to foreign investors of the slowness of the Italian procedure for refunding
withholding tax.
Figure 17
SCREEN-BASED MARKET: EX COUPON PRICE INDICES
AND AVERAGE BID-OFFER SPREAD
(31 December 1991=100; percentages)

The trend in real medium and long-term interest rates on lira securities
differed sharply between the first and second halves of the eighties (Figure
16). In the first part of the decade, after two years of negative real interest
rates, Italy introduced monetary and exchange rate policies that brought lira
rates closer to those of the other major economies. From 1987 onwards
Italian real interest rates were on average about one percentage point higher
than the average for the Group of Seven countries and in line with
comparable French and German rates. In mid-1992 the sharp rise in nominal
lira interest rates in connection with the currency crisis led to a significant
widening of the real long-term interest rate differentials in relation both to
the G7 average and to Germany and France.
The screen-based secondary market ensured continuity of trading even
at the times of greatest strain. Despite a widening of the average daily
bid-offer spread on Treasury bonds from 6 basis points in the first five
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months of 1992 to 124 basis points in September and that on Treasury credit
certificates from 8 to 158 basis points (Figure 17), daily turnover remained
substantial, contracting only from 8 to 4.6 trillion lire over the same period.
In the first four months of 1993 the spread on medium and long-term lira
securities averaged 40 basis points and turnover was comparable to that
recorded in the same period a year earlier.

The market in derivative instruments

In general, the volume of derivative instruments traded on official
markets increased substantially, the only exception being stock options, the
development of which has been inhibited by the delay in completing the
modernization of the Milan Stock Exchange where they are traded. Among
products traded on unregulated markets, there was considerable growth in
the volume of interest rate and currency swaps, fostered by the increasing
international integration of capital markets. Since September 1992 futures
contracts on Italian Treasury bonds have been traded on two markets, LIFFE
in London and the Italian Futures Market (MIF), which uses the same trading
network as the screen-based spot market in government securities.
Figure 18
FUTURES MARKET: TURNOVER AND OPEN INTEREST (1)
(billions of lire)

From the very outset, the volume of transactions on MIF has
represented a high percentage of the turnover on LIFFE in contracts on
Italian securities. In September 1992 the average daily turnover of contracts
on 10-year bonds on MIF was 57 per cent of that on LIFFE. In December
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the volume of trading on the Italian market exceeded that on LIFFE in
comparable contracts, subsequently declining to 72 per cent in April 1993.
However, including contracts on bonds with a residual maturity of between
3.5 and 5 years, which were launched in December, the average daily
turnover on MIF was consistently higher than that on LIFFE from December
onwards.
The open interest in 10-year bond futures on MIF, measured in terms
of the value of outstanding contracts, rose steadily to 4.8 trillion lire in
February 1993 before falling back to 4.3 trillion in April, compared with
open interest of 8.5 trillion lire in equivalent contracts on LIFFE. The open
interest in bonds with the shorter residual maturity grew even more rapidly,
rising to 6.4 trillion lire in April.
In May 1992 LIFFE began trading in 3-month Eurolira futures (Figure
18). The open interest in these instruments at the end of the month is larger
in proportion to turnover than is the case with Treasury bond futures. At the
end of April 1993 open positions totaled 46.4 trillion lire, 2.4 times the open
interest on Treasury bonds on MIF and LIFFE combined.

Shares
Supply and demand. — General economic conditions and market
uncertainty adversely affected new share issues, which basically came to a
halt between August and October. Issues by listed companies fell from 5.8
trillion lire in 1991 to 3.3 trillion last year, the lowest level since 1988 (Table
37). As in previous years, issues by unlisted companies nonetheless
continued to grow, rising from 15 to 17.3 trillion lire. Total share issues
therefore amounted to 20.7 trillion lire, roughly the same as in 1991. The
capitalization of the Milan Stock Exchange at the end of the year stood at
187.6 trillion lire, with Italian shares accounting for 169.5 trillion of the total,
7.8 trillion less than at the end of 1991.

Demand for shares was weak on the part of both foreign and domestic
investors. Italian portfolio management services, investment funds and
insurance companies reduced the proportion of shares in their portfolios.
Investment funds' holdings of Italian shares fell from 16.1 to 11.7 per cent
of their total portfolio and declined in value from 8.3 to 6.6 trillion lire as a
result of the fall in prices and the disposals made to meet the wave of
redemptions in the second half of the year. Insurance companies'
investments in Italian shares fell from 13.9 to 12.7 per cent of their total
securities portfolio, despite rising in value from 11.5 to 12.5 trillion lire. At
the end of the year the total value of the shares held by institutional investors
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on own account and on behalf of third parties was close to 14 per cent of the
capitalization of the Milan Stock Exchange, not very different from the ratio
at the end of 1991.
Table 37

GROSS SHARE ISSUES

Share prices. — The fall in prices that had begun in mid-1991 lasted
until the end of September 1992; the market subsequently picked up, albeit
with wide fluctuations, and continued to rise in the early part of this year
(Figure 19). During 1992 as a whole, the Milan Stock Exchange Index fell
by 11.7 per cent; in the first four months of 1993 it rose by 17.8 per cent. The
downturn in share prices during the summer was common to all the major
European exchanges; the London and Paris markets nonetheless recorded
gains of respectively 14.8 and 1.6 per cent for the year as a whole, while the
Frankfurt exchange showed a loss of 5.8 per cent.

Corporate profitability declined for the second consecutive year. The
profits of a sample of 156 listed firms, representing 76 per cent of the
market's capitalization, fell by 22 per cent last year after declining by 32 per
cent in 1991. As a result, the ratio of their market capitalization to their net
profits rose from 25 to 30.
Market activity. — After diminishing for two years, turnover on the
Milan Stock Exchange showed signs of recovery last year, rising from 31 to
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34.7 trillion lire (45 trillion including block trades). The turning point came
in September, when the easing of uncertainty and the fall in interest rates
were accompanied by a twofold increase in average daily turnover from
around 100 billion lire in the period from January to August to 200 billion
in the last four months of the year.

Figure 19

INDEX OF SHARE PRICES AND DAILY TURNOVER
ON THE MILAN STOCK EXCHANGE (1)

The growth in activity was also stimulated by an improvement in the
efficiency of the Milan market in relation to that of the London exchange.
The progressive implementation of the measures adopted in the last two
years to modernize the Italian stock market has enhanced its
competitiveness. Of particular importance has been the changeover from the
open-outcry call auction system to a screen-based continuous auction
market, which was initially introduced for 5 shares and extended to 35 in the
course of the year. Despite technical difficulties that have slowed its
development, the new system has significantly favoured the growth of
trading, with turnover in the shares admitted to continuous trading rising
from 28.7 per cent of total turnover in Milan in the first half of 1991 to 35.3
per cent in the first half of last year. The Milan Stock Exchange has thus been
able to recapture business from the SEAQ system of London's International
Stock Exchange: between the first half of 1991 and the same period in 1992,
for the Italian shares listed on both markets the ratio of turnover on SEAQ
to that in Milan fell from 1.26 to 0.80 for shares admitted to continuous
trading and from 0.81 to 0.68 for those traded in the call auction. The number
of shares admitted to continuous trading was increased to 39 on 20 April
1993 with the listing of four securities of three companies included in the
Government's privatization plan, namely Credito Italiano, Nuovo Pignone
and SME.
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HOUSEHOLDS AND ENTERPRISES

Financial balances

The decline in households' financial saving recorded in the past few
years accelerated in 1992, with the ratio to GDP falling by nearly 2
percentage points, from 13.4 to 11.6 per cent (Table 38). The deterioration
in the economic climate was reflected in an increase in the financial deficit
of firms from 5.3 to 6 per cent of GDP. Measured in relation to the same
aggregate, the financial deficit of general government decreased from 10.8
to 10.6 per cent, while the deficit on the current account of the balance of
payments rose from 1.9 to 2.2 per cent.
Table 38
FINANCIAL BALANCES

Despite the considerable debt of general government, the overall
indebtedness of the Italian economy is not particularly high when compared
with that of other countries (Table 39). Households and enterprises do not
have a heavy burden of debt; households' indebtedness is equal to 22.4 per
cent of GDP, roughly half the level in France (46.2 per cent) and less than
one third that in the United Kingdom (75 per cent). The data for Germany
are affected by the exclusion of sole proprietors, who in other countries count
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as part of the household sector; the indebtedness of consumer households
alone is slightly lower in Italy than in Germany (11 per cent, compared with
11.5 per cent). In relation to GDP, the outstanding debt of Italian enterprises
is higher only than that of firms in the United Kingdom; net of financial
assets, it stands at 41 per cent, compared with 22.3 per cent in the United
Kingdom, 40.2 per cent in France and 64.3 per cent in Germany.
FINANCIAL LIABILITIES OF DOMESTIC BORROWERS (1)
(as a percentage of GDP; 1991)

Table 39

Households' financial saving and debt

A combination of slower growth in disposable income, one-off fiscal
measures and uncertainty associated with the currency crisis gave rise to a
sizable contraction in households' net investment in financial assets, which
totaled 200.8 trillion lire, about 26 trillion less than in 1991 (Table 40). Net
of shares, their financial assets rose by 9.6 per cent, as against 12.4 per cent
in 1991. Liabilities grew by 26.5 trillion lire, 10.3 trillion less than in 1991;
the percentage increase amounted to 8.3 per cent, compared with 13 per cent
the previous year.
There was a significant shift in the composition of households'
portfolios away from bank deposits and towards shares and government
securities, especially short-term paper. Bank deposits increased by 31.2
trillion lire, as against 59.6 trillion in 1991; their rate of growth thus fell by
more than half, from 10.2 to 4.9 per cent. By contrast, households' net
purchases of government securities, including those involved in repurchase
agreements, amounted to 81.8 trillion lire, as against 69.6 trillion in 1991.
The aggregate rise was the sum of an increase of 57.5 trillion lire in
short-term securities and 24.3 trillion in medium and long-term securities,
compared with 16.4 and 53.2 trillion respectively in 1991.

124

Table 40
FINANCIAL ASSETS AND LIABILITIES OF HOUSEHOLDS (1)
(billions of lire)

Purchases of foreign financial assets were very large in the first nine
months of the year, totaling 20.6 trillion lire. By contrast, there were net sales
of 7.9 trillion lire in the last quarter in the wake of Italy's withdrawal from
the ERM; flows for the year as a whole were thus 3.4 trillion lire less than
the 16.1 trillion recorded in 1991. Despite the downturn in the stock market,
investment in shares and participations revived, increasing from 4.9 to 6.4
trillion lire.
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The financing of enterprises and their liquidity

In view of a narrowing of profit margins, a reduction in the scope for
self-financing and widespread uncertainty about the outlook for domestic
and external demand, firms cut back sharply on investment, which declined
in real terms for the first time in eight years, limited their borrowing and ran
down their holdings of financial assets. The flow of financing totaled 85
trillion lire, 19.3 trillion less than in the previous year (Table 41). Net of
shares, liabilities increased by 8.7 per cent, as against 11.6 per cent in 1991.
As with households, the most pronounced slowdown was in medium and
long-term credit, with the rate of growth declining from 17.3 to 9.8 per cent;
short-term credit increased by 8.4 per cent, as against 10.2 per cent in 1991.
However, lending by credit institutions remained stable as a share of total
financing, at around 55 per cent.
Net redemptions of bonds totaling 2 trillion lire occurred last year, in
contrast to net issues of 1.2 trillion in 1991; the volume of shares purchased
by residents declined from 9.7 to 8.6 trillion lire.
Firms' external liabilities continued to increase rapidly, although not at
the pace of previous years. The total flow came to 15.5 trillion lire, about 3
trillion less than in 1991 and half the total recorded in 1990. Foreign loans
were the most dynamic item, increasing by 10 trillion lire, while
non-residents' net purchases of Italian shares fell by more than half, from 7.6
to 3.6 trillion lire.
The recession, combined with the climate of extreme uncertainty in the
second half of the year, induced firms to liquidate large quantities of
financial assets; during the year they reduced their holdings by 5.8 trillion
lire, compared with net purchases of 28.4 trillion in 1991 (Table 41).
Holdings of government securities decreased by 8.7 trillion lire as a result
of large sales of medium and long-term securities, mainly in the second half
of the year. Bank deposits and external assets decreased by 2.9 and 1.5 per
cent respectively.
In view of the downturn in economic activity, the decline in borrowing
did not halt the rise that had begun in 1989 in the ratio of corporate debt to
value added, which increased from 63.7 to 68 per cent. Net financial costs
also rose, from 5.6 to 6.7 per cent of value added. Although profit margins
remained virtually unchanged owing to the deceleration in labour costs,
self-financing decreased by enough to cause a significant fall in the
proportion of investment financed internally.
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Table 41

FINANCIAL ASSETS AND LIABILITIES OF ENTERPRISES (1)
(billions of lire)
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The composition of corporate liabilities and the form and ownership of
enterprises: a comparison with selected EC countries

Italian enterprises occupy a middle position by comparison with certain
other Community countries as regards indebtedness. In 1991 debt accounted
for 47.3 per cent of firms' total financial liabilities in Italy, compared with
72.8 per cent in Germany, 70.6 per cent in Spain, 32.1 per cent in France and
21.7 per cent in the United Kingdom. There are more marked differences
between Italy and the other EC countries in other structural aspects, such as
the legal form adopted by businesses, their propensity to obtain a listing on
the stock market and the degree of concentration in firms' ownership.
By international standards, Italy has a high proportion of sole
proprietors and relatively few limited companies (primarily società per
azioni and società a responsabilità limitata; Table 42). According to census
data, sole proprietors represent 81.3 per cent of all businesses in Italy,
compared with 77.3, 68.2 and 39.8 per cent in Germany, France and the
United Kingdom respectively. Limited companies, on the other hand,
constitute 4.7 per cent of the total in Italy, compared with 12.9 per cent in
Germany, 14.8 per cent in France and 33 per cent in the United Kingdom.
This pattern of business structures is only partly due to the prevalence of
small businesses in Italy; only 4.2 per cent of firms with less than 50
employees are in the form of a limited company in Italy, as against 11.7 per
cent in Germany and 14 per cent in France.
Table 42

LEGAL FORM OF ENTERPRISES IN SELECTED EC COUNTRIES (1)
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The preference for business structures other than the limited company
helps explain the small size of the stock market in Italy. In 1992, market
capitalization of listed companies equaled 11.2 per cent of GDP in Italy,
compared with 25.9 per cent in France, 19.2 per cent in Germany and 101.2
per cent in the United Kingdom. Even among limited companies, there is a
low propensity in Italy to seek a listing on the stock exchange: only about 26
per cent of the capital of companies that meet the size requirement for
admission to the stock exchange (a net worth of 10 billion lire) is actually
listed. A cross-country comparison cannot be made in this instance for lack
of appropriate data.
As noted in last year's Annual Report, the pattern of business ownership
according to sector reveals the relatively important role of households in
Italy and the more limited part played by institutional investors. However,
sample surveys show that within the household sector itself ownership is
much more concentrated in Italy than it is in other countries, with about 6 per
cent of Italian households reporting they own shares, as against 14 per cent
in France and 12 per cent in Germany, the only other EC countries for which
comparable data are available. In the United States 19 per cent of households
own shares. The high concentration of ownership in Italy is confirmed by
data from the Company Accounts Data Service, which show that on average
the three largest shareholders own 71 per cent of the equity in listed società
per azioni, 91 per cent in unlisted companies of the same kind and 99 per cent
in società a responsabilità limitata.
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THE PAYMENT SYSTEM

Activity aimed at improving the efficiency, integration and security of
payments systems continued in Italy last year.
The trends in the utilization of payment instruments observed in Italy
and the other industrial countries were confirmed, with a further decline in
the use of bank cheques and substantial growth in electronic payment and
collection orders. The reorganization of the procedures for the exchange and
settlement of bank cheques and bankers' drafts became fully operational
during the year. Under a new interbank agreement reached early this year
time limits have been established for making the funds of honoured cheques
available to customers. In the field of payment and collection orders, the
banking system adopted measures to improve the quality of the services
supplied to final customers.
Last year saw substantial growth in the gross volume of interbank
payment flows settled in central bank money thanks to the efficiency
attained by the Bank of Italy's clearing and settlement systems. The ratio of
such flows to GDP rose from around 15 to 22 and was four times the value
for 1988, when the reform of the payment system was launched. The surge
in the flows handled by the clearing systems and the related risk implications
prompted the Bank to draw up a medium-term plan to strengthen the
measures ensuring the finality of payments, in line with the orientation that
is emerging at the international level. The plan will improve the balance
between the various settlement channels by promoting the direct use of
accounts with the central bank for large-value transfers.
The control of risks connected with transactions in the financial markets
was strengthened by the implementation of the regulatory framework
provided for in Law 1 of 2 January 1991. This included the start of operations
by the Clearing and Guarantee House, which is responsible for risk
management in the spot and derivatives markets, and the National Guarantee
Fund set up to protect customers' claims.
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Domestic and international cooperation. — Cooperation on projects
for the development of payment systems was vigorously pursued at both the
domestic and the international levels.
In Italy, collaboration between the Bank of Italy and bank and non-bank
operators focused on improving the payment services provided to final
users. To this end, steps were taken to verify the degree of customer
satisfaction with the services offered and bring new needs to light. In January
of this year the Bank of Italy, the Italian Bankers' Association and
Confindustria set up an Observatory on the payment system as a forum for
the joint examination of businesses' needs in the field of payment services.
Within the framework of the Interbank Convention on Automation
(CIPA), the Bank of Italy promoted initiatives to find out whether the
interbank procedures activated in recent years had improved banking
services to the extent desired and whether they meet the current needs of final
users. For this purpose the Italian Bankers' Association recently undertook
a sample survey to evaluate economic operators' satisfaction with payment
services.
Similarly, the need to ensure effective compliance with the
transparency rules for banking services led the Italian Bankers' Association,
with encouragement from the Bank of Italy, to promote the creation of
specific offices for the examination of complaints and the resolution of
disputes between banks and their customers. A new interbank body — the
Banking Ombudsman will be competent to decide on the merit of cases that
are not settled through banks' complaints departments.
In view of the strategic importance of technological infrastructure for
the working of payment systems and the improvement of services,
substantial progress was made in implementing the 1991 CIPA
"memorandum of understanding" on the development of the national
interbank network. The Interbank Company for Automation (SIA) assumed
responsibility for running the carrier services for interbank transactions and
disposed of its interests in the design, building and management of
standardized and competitive interbank procedures, while maintaining its
role as manager of applications that concern the system as a whole.
At the Community level, cooperation was pursued within the
Committee of Governors and at the initiative of the Commission. The
importance of the problems addressed led the European Parliament to adopt
two resolutions with regard to payment systems, primarily in connection
with the need to protect consumers and safeguard the principles of
competition.
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The Ad Hoc Working Group on EC Payment Systems completed its
work and in its final Report identified guidelines that have served as a basis
for the new Working Group set up by the Committee of Governors in May
1992. The new Group is studying the interventions needed to facilitate
cross-border payments within the single market and to encourage national
payment systems to converge on a configuration consistent with the
exigencies of the third phase of Economic and Monetary Union. In
particular, the Group will specify the role to be played by central banks in
the field of large-value payments, since from the outset of the third phase of
EMU they will need an integrated system for large-value payments so as to
ensure the linkage of member states' money and financial markets and the
possibility of conducting a single monetary policy.
With the aim of encouraging the adoption of measures to strengthen
consumer protection, the Commission, acting on the suggestions contained
in a report on payment systems published in March 1992, promoted the
creation of a group of experts on the legal problems of the payment system.
Moreover, with the aim of reducing costs and increasing the participation of
smaller banks in the market in cross-border retail payment services, the
Commission has sponsored a project to link member states' payment
systems and replace the current procedures for handling cross-border credit
transfers.

Retail payment instruments and services

Cashless payments increased in 1992 by around 2 per cent in number
and by 5 per cent in value. The economic downturn caused the growth in such
transactions to slow down in 1991 and 1992 compared with the previous
three years, when they had grown on average by 5 per cent a year in number
and 16 per cent in value.
Legal tender. — The stock of currency grew by 12.1 per cent, compared
with 10.3 per cent on average for the previous three years. The ratio of
currency to GDP rose from 5.3 to 5.6 per cent, close to the average for the
leading industrial countries.
Bank payment instruments. — The growth in payments made via the
banking system was similar to that recorded in 1991. The share of cheques
in the number of bank payments declined further from 62 to 60 per cent, with
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a corresponding rise from 38 to 40 per cent in that of payment and collection
orders, which were increasingly processed using automated procedures
(Table 43).
Payments made by bank cheques and bankers' drafts declined in
number by 2.1 per cent, as against 3.2 per cent in 1991, but rose in value by
2.7 per cent, compared with 1.1 per cent in 1991. The number of cheques
remained broadly unchanged, while that of bankers' drafts declined by 6.7
per cent.
Table 43
BANK PAYMENT INSTRUMENTS IN 1992 (1)

The overhaul of the interbank circuit for out-of-town cheques and
bankers' drafts was completed in February 1992 with universal participation
in the cheque truncation procedure. As a result of the reform about 90 per
cent of all out-of-town cheques and 75 per cent of local ones were exchanged
through procedures that have a time limit for the return of "unpaid" items
and hence allow funds to be made available to customers within a fixed
number of days.
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Payment and collection orders increased by 7 per cent in number
and 5 per cent in value, or less than in 1991. Paperless orders were
the fastest-growing component and rose from 51 to 54 per cent of the total
(Table 43).
Further changes were made in the interbank handling of payment and
collection orders to improve the quality of customer services and rationalize
exchange and settlement methods. September saw the introduction of the
collection orders procedure, which allows Riba electronic bank receipts and
May notified payments to be exchanged through the retail clearing
subsystem and creditor firms to be promptly informed of the outcome of
collections. In addition, progress was made in preparing the new procedures
for the exchange and settlement of payment orders via the clearing system:
low-value orders will be taken into the retail subsystem, while large-value
and external lira orders will be handled by the wholesale subsystem.
Payment cards. — The debit and credit cards in issue grew by 15 per

cent to around 16 million, while the number of transactions rose by 17.9
per cent. This was far below the average for the previous three years of
around 50 per cent, which reflected the initial success of cards; the
slowdown last year was also due to the limited growth in consumer
spending.
The use of Bancomat debit cards continued to expand rapidly, growing
by 48.8 per cent, partly as a result of the large increase in the number of POS
terminals from 45,711 to 62,251. The share of debit cards in total card
payments accordingly rose from 13 to 17 per cent, at the expense of credit
cards, the use of which grew by 13 per cent.
Postal payment instruments. — Transactions by means of postal
payment instruments increased by 4.4 per cent in number and 6.7 per cent
in value. There was a further fall of 5.7 per cent in the number of payments
by special series cheques, owing to the growth in the direct crediting of state
pensions and annuities to beneficiaries' bank accounts. By contrast,
inpayments to current accounts rose by more than 5 per cent in both number
and value, primarily as a result of payments arising from tax measures
adopted by the Government.
The Coordinating Group set up by the Postal Administration, the Italian
Bankers' Association and the Bank of Italy continued to promote the
integration between the postal and banking circuits. The technical and
operational adjustments needed to permit bank cheques to be accepted for
payment at post offices are being defined; in addition, work has begun for
the introduction of direct funds transfers between the two circuits.
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The interbank exchange and settlement circuit
The interbank payment system. — The interbank payments handled by
the Bank of Italy's clearing and settlement systems increased by 45.5 per
cent to 32,000 trillion lire, or 22 times GDP. Most of the growth was in
clearing and reflected the substantial increase in arbitrage operations
between markets. The imbalance between payments sent for clearing and
those settled directly on banks' centralized accounts with the Bank of Italy
(gross settlement) remained large (Table 44).

There was a further contraction in bilateral interbank settlements
outside the systems administered by the Bank of Italy. Correspondent
account liabilities fell by 3.7 trillion lire to 14.3 trillion, compared with an
average of more than 30 trillion lire in 1988 before the launch of the payment
system reforms.

Table 44

CLEARING AND SETTLEMENT OF INTERBANK PAYMENTS
(amounts in trillions of lire)

The clearing system. — The value of the payment items handled by the
Bank's clearing systems rose by 42 per cent to 29,100 trillion lire (Table 45).
The largest increase was recorded by the electronic memoranda procedure,
but the wholesale SIPS procedure for payments in external lire and the
settlement of foreign exchange transactions remained the most impo rt ant.
The launch of the collection orders procedure in September 1992 brought an
increase in retail transactions, although their share of the total continued to
be small.

The number of direct participants in the clearing system remained
virtually unchanged both overall, with more than 290 participants, and in the
individual subsystems. Specifically, there were 29 direct participants in the
new collection orders procedure.
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Table 45
FLOW OF FUNDS THROUGH THE CLEARING SYSTEM
(amounts in trillions of lire)

Centralized reserve and advance accounts. — Interbank payments

settled on reserve accounts rose by more than two thirds to 5,400 trillion
lire (Table 46). This reflected the increase of more than 50 per cent in
multilateral clearing balances and the growth in Bank of Italy credits,
which more than doubled. Amounts debited and credited directly by
banks came to more than 433 trillion lire, or almost three times the 1991
total.
The increase in the proportion of compulsory reserves that can be
mobilized from 3 to 5 per cent was accompanied by a rise in the average
utilization rate from 0.7 to 1.2 per cent; maximum daily utilization was more
than double the average rate. The further increase in the mobilization ratio
to 7 per cent when the reserve ratio was reduced on 15 February 1993 did not
lead to significant changes in the utilization of reserves.
The risks associated with clearing systems. — The large increase in the

volumes handled by clearing systems in the last few years has led central
banks to pay closer attention to risk control policies.
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In common with the other industrial countries, Italy has planned a series
of measures. The goal in the medium-term is to encourage more extensive
use of direct settlement on reserve accounts, especially for wholesale
transactions, since by its nature this procedure reduces systemic risk. The
development of the existing gross settlement system will nonetheless have
to be carried out gradually so as to minimize the impact on banks' operating
procedures. It will also be necessary to increase the flexibility of the
instruments available to the central bank for meeting banks' intraday
treasury requirements. In this connection, a decree issued by the Minister of
the Treasury on 5 February 1993 empowered the Bank of Italy to raise the
proportion of reserves banks can mobilize on an intraday basis beyond the
7 per cent limit.
Table 46
FUND TRANSFERS THROUGH BANK'S CENTRALIZED ACCOUNTS (1)
(trillions of lire)

As regards the existing structure of the interbank payment system, the
Bank of Italy took a series of regulatory and operational steps to reduce the
probability of crises in the clearing system. Pursuant to a decree issued by
the Minister of the Treasury on 7 May 1991, the Bank issued regulations
governing participation in the clearing system. In line with the principles
enunciated at the Community level, the Bank has also begun to identify the
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technical, organizational and capital requirements for direct and indirect
participants in the various clearing subsystems. Indirect participants will
only be involved in the exchange of information and the computation of the
bilateral balances, delegating settlement to a direct participant, who will be
responsible in the event of default.
At the operational level, the control of risk within the clearing system
currently involves the Bank of Italy monitoring each participant's position
in the final part of the day. The Bank has warned participants on a number
of occasions of the danger of excessively large clearing imbalances, pointing
out that cooperation on risk control can minimize costs. The Management
Committee of the screen-based interbank deposit market accordingly set up
a working group to develop measures to control exposures in this market,
where settlement is primarily via the electronic memoranda procedure. The
group recommended a three-pronged approach: the creation of a system to
monitor each participant's debit position with reference to a set of indicators;
the setting of limits on multilateral debit positions on the basis of common
standards; and the establishment of procedures to control participants'
compliance with these limits.

Clearing and settlement of securities transactions
Securities settlement. — The value of the securities handled through
the clearing houses increased by more than 35 per cent to 4,200 trillion lire.
The rise was due to the growth in government securities trading, the value
of which rose by 39 per cent; the share of this sector also increased, rising
from 95 to 97 per cent of the total. By contrast, the value of share and bond
settlements declined by 16 and 12 per cent respectively.

On 31 December 1992 the time limit laid down by Law 1/1991 for
commission dealers to be registered as securities firms expired. Most of
these intermediaries continued business in this new form, in some cases by
merging with existing firms; the membership of the securities settlement
system changed accordingly.
In conformity with the provisions of Law 1/1991 concerning market
organization, on 1 February 1993 the Stock Exchange Council began its
activity; under the new legislation, this body is to perform the tasks formerly
entrusted to the local stock exchange authorities. The participation of
securities market operators and institutions confers particular importance on
the role the Council is to play in organizing the stock market and promoting
its development.
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The centralized management of government securities. — The
proportion of government securities centralized in accounts with the Bank
of Italy increased by 1 percentage point to around 98 per cent at the end of
the year, when the corresponding nominal value was 1,300 trillion lire.

Reflecting the growing internationalization of financial activity, the
nominal value of the lira-denominated government securities held for
non-residents by Cedel and Euroclear almost doubled, rising to 6 trillion lire;
Treasury bills and certificates in ecus deposited with the two institutions
amounted to 6.7 trillion ecu, or 22 per cent of the total outstanding.

Monte Titoli S.p.A. — Monte Titoli continued its efforts to foster the
centralization of securites, with the number of depositors rising from 460 to
512; the total includes 124 securities firms and 188 credit institutions. This
was coupled with a large increase in the electronic transmission of operating
instructions between Monte Titoli and depositors.

At the end of the year the nominal value of the securities deposited with
Monte Titoli was about 104 trillion, a ri se of more than 6 per cent compared
with 1991. The increase in the proportion of centralized shares was reflected
in a sizable reduction in the physical transfer of securities, which declined
as a proportion of final monthly settlement balances to less than 1 per cent
in the last part of 1992.

Risk control measures. — Last year saw the implementation of the risk

control measures provided for in Law 1/1991; the measures are designed to
limit the insolvency risks to which market participants and their customers
are exposed. Owing to the diverse nature of these risks, responsibility for
administering the controls has been shared among different institutions. In
general, the Clearing and Guarantee House referred to in Article 22 of the
Law is responsible for avoiding the settlement risk associated with the
activities of intermediaries, while the National Guarantee Fund referred to
in Article 15 is responsible for customer protection with reference to claims
on securities firms.
The competence of the Clearing House extends to both cash and
derivatives markets, but the guarantee function is performed differently. For
derivatives, the House is an integral part of the market and ensures the
completion of transactions, acting as the counterparty of each participant,
while for stocks it simply manages a fund made up of participants'
contributions to be used in the event of default. Although they are managed
by the same body, the two guarantee mechanisms are completely separate in
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legislative, operational and accounting terms in order to prevent common
guarantees from propagating risks.
The Clearing and Guarantee House is also entrusted with managing the
system ensuring monthly settlements; its activation last September was a
major step in the modernization of the Italian share market. The introduction
of this mechanism prevents cases of insolvency from compromising the
regular completion of monthly settlements and avoids the risk of deadlines
not being respected, something that tarnished the image of the stock
exchange in the past.
The implementation of these guarantee mechanisms permits attention
to be focused on making the changes needed to have a modern stock
exchange in line with international standards. One of the most important of
these changes is the switch to cash trading based on "three-day" rolling
settlement. The Bank of Italy, the Consob and securities traders opted for this
solution some time ago, expecting to make the change by the beginning of
1993; failure to satisfy all the necessary conditions caused the starting date
to be postponed. However, the need — made all the more urgent by
international competition — to contain settlement risks and ensure efficient
market conditions requires that the delay be as short as possible. A task force
to plan and direct the necessary interventions was accordingly set up in
February at the initiative of the Bank of Italy and the Consob. This body,
coordinated by the Consob and with the participation of all the interested
parties, will also monitor compliance with the deadlines that are established.
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SUPERVISORY ACTIVITY

The legislative framework

Legislative Decree 481 of 14 December 1992 transposed the Second
EEC Banking Directive and concluded the process of modernizing Italian
law on banking. The codified law that is being prepared in accordance with
the powers delegated to the Government in the 1991 Community Legislation
Implementation Law will reorder the legislative framework in this field.
The broad scope of the delegated powers allowed the Government not
only to give effect to the provisions of the Directive but also to remove
provisions of Italian law that were not compatible with the principles and
criteria underlying the Community legislation. Insofar as it is based on the
principles of minimum harmonization, mutual recognition and home
country control, the Directive implies a gradual convergence of the legal
systems in force with the aim of fostering conditions of competitive equality
for all the credit institutions operating in the single market. In Italy's case,
this objective coincided with that of completing the process, already under
way, of institutional, operational and maturity despecialization, as well as
that of rationalizing and strengthening the instruments available for
supervisory purposes.
The legislative decree reduces the number of legal categories of credit
institution and lifts all the related operational restrictions, confirms the
choice of the limited company as the only legal form that is suited to banking
enterprises, leaves bankers free to choose the areas in which to operate and
the organizational model to adopt, gives universal banking recognition in
Italian law and permits credit intermediaries to engage not only in banking
but also in all the other financial activities subject to mutual recognition,
provides for uniform fund-raising conditions so as to enable all credit
institutions to use the whole range of instruments available and standardizes
the regulatory framework for prudential supervision, information monitoring and inspections.

141

The system of prudential controls is designed to be neutral with respect
to the organizational model adopted and the range of operations undertaken.
In addition to the Second Banking Directive, the system of prudential
supervision adopted is based on Directive 92/30/EEC on the supervision of
credit institutions on a consolidated basis, transposed by Legislative Decree
528 of 30 December 1992.
The incorporation of the Second Banking Directive into Italian law has
given renewed impetus to the process of bringing Italy's regulatory system
into line with the rules governing the single market, following the adoption
in 1992 of the regulations on banks' annual accounts and consolidated
accounts provided for in Directive 86/635/EEC. Instructions concerning
establishment, eligible activities and supervision have been issued for the
credit institutions of other Community countries operating in Italy. The new
system of control has led supervisory authorities in the Community to
establish bilateral agreements defining the methods and procedures for
cooperating on the supervision of foreign branches.
As regards the control of the ownership of credit institutions, which is
also dealt with in Legislative Decree 481/1992, the Interministerial
Committee for Credit and Savings laid down thresholds beyond which
changes in equity interests in credit institutions have to be authorized by the
Bank of Italy.
The issue, in January 1992, of the legislative decrees transposing
Directives 85/611/EEC and 88/220/EEC on undertakings for collective
investment in transferable securities (UCITS) made it necessary to carry out
a general revision of the regulations in this field based on the principle of
ensuring equal competitive conditions for Italian and other Community
undertakings.
In a decree issued on 12 May 1992, the Minister of the Treasury enacted
the provisions implementing the law on the transfer of title to accounts
receivable. Accordingly, the Bank of Italy set up the register of factoring
companies.
The aim of intensifying competition and protecting the weaker
contractual party in financial transactions was pursued both through Law
154 of 17 February 1992 on the transparency of banking and other financial
products and services and through the adoption of provisions on consumer
credit. The related implementing regulations took account of the need to
limit the additional costs borne by customers.
The requirement that suspect transactions be reported to the law
enforcement authorities is the key element in the cooperation that the
financial system is required to provide under Law 197 of 5 July 1991 on

142

preventing the use of the financial system for money laundering purposes.
With the aim of facilitating compliance with the law, the Bank of Italy, with
the help of the Italian Bankers' Association, prepared and distributed a
document containing operational guidelines. In November the Bank of Italy
and the Italian Foreign Exchange Office initiated an inspection programme
covering 400 bank branches in the regions of the Mezzogiorno where
organized crime is most widespread.

Supervision of credit activity
Establishment and concentration. — Five new cooperative banks were
authorized last year, together with eight rural and artisans' banks and three
foreign banks. In addition, three new institutions were authorized in the
medium and long-term credit sector.

As a result of the restructurings carried out under Law 218/1990, there
are no longer any savings banks or first-class pledge banks engaged in
banking business under public law.
Forty-three mergers were authorized last year and the amalgamation of
three major banks resulted in the creation of a credit institution, B anca di
Roma, that is one of the largest in Italy. Last year also saw the introduction
of the register for banking groups.
Table 47

THE ITALIAN BANKING SYSTEM
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Branch networks. — The number of authorized branches rose by around
1,700, or more than 25 per cent, primarily as a result of the expansion of
larger banks. The ratio of authorizations granted to applications received
rose from 69.7 to 77.7 per cent. The supervisory authorities assessed the
compatibility of the growth in individual banks' networks with the latter's
self-financing and capital adequacy. Restrictive criteria were adopted for
institutions with prudential problems. From March 1990, when the
regulations governing branch networks were liberalized, to the end of last
year the number of branches increased by around 5,200, or more than one
third.
Prudential and on-site controls. — Activity in the prudential field was
concerned with the strength of banks' capital and organizational structures,
their ownership and the corporate structure of banking groups. Credit
institutions were invited to increase their own funds by raising capital and
pursuing more careful dividend policies so as to raise profitability and
reinforce the defences against overall risk. To reduce the riskiness of loan
portfolios banks were stimulated to improve their organizational structures
and thereby enhance the efficiency of their credit rating procedures and
internal controls. Analyses were made to determine the impact on credit
institutions of the difficult conditions in financial markets at the end of the
year and of the crises affecting important industrial and financial groups.

A total of 179 credit institutions were inspected last year, compared
with 198 in 1991. In line with the application of the principle of home
country control, increased emphasis was placed on the supervision of Italian
banks' foreign branches and seven were inspected. The results of the
inspections concluded during the year indicated that most banks were in a
satisfactory position as regards their capital adequacy, profitability and
liquidity. The situation with respect to the quality of banks' loan portfolios
and their organizational structures was less favourable.

Competition. — In its capacity as the anti-trust authority for the
banking industry, the Bank of Italy, independently of the prudential
assessment it makes, examines proposed mergers and cooperation
agreements to ensure that they do not result in a restriction of competition.
It is also responsible for investigating behaviour that could constitute abuse
of a dominant position.

The Bank of Italy was notified of 67 amalgamations during the year. In
one case, the takeover of Isveimer by Banco di Napoli, the examination of
the effects of the proposed operation was initiated in accordance with Article
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16 of Law 287/1990 and is still under way. In the early months of this year
the Bank examined the proposal to amalgamate Banco di Sardegna, Banca
Popolare di Sassari and other small units located respectively at Samatzai
and Pimentel. The operation was approved subject to certain conditions
designed to attenuate its effect on competition in the areas concerned.
Two investigations into interbank agreements were initiated in the early
part of this year; the first concerns Banca Carige and Cassa di risparmio di
Savona and the other Cariplo and some savings bank foundations in central
Italy. To conclude, the Bank of Italy has started to investigate Monte dei
Paschi di Siena for having allegedly abused its dominant position under a
government tax collection concession.

The state of the banking industry
Capital adequacy, self-financing and external sources. — On the basis

of the definition adopted for supervisory purposes, banks' capital showed an
increase of 6.7 trillion lire over the year to the end of February, which takes
account of the close of the 1992 financial year. Self-financing contributed
3.7 trillion lire, virtually unchanged compared with the previous year.

The strength of the capital bases of Italian banks was confirmed: at the
end of the 1992 the solvency ratio for the system as a whole was 11.9 per cent,
which was well above the minimum requirement of 8 per cent. The capital
strength of the system is also high by international standards: on the basis of
an exercise conducted by the EC, the consolidated solvency ratio in 1991
was 10.7 per cent, or half a percentage point above the Community average.
Moreover, the share of the total capital consisting of core capital, the
components that are internationally recognized as being the most solid and
stable, was on the order of 80 per cent.

Credit risk. — Last year the aggregate of bad debts, non-performing
loans and overdue instalments increased by 22 per cent, rising from 59.8 to
73.2 trillion lire.

The problems in manufacturing industry were reflected in the sharp
deterioration in the quality of the claims on businesses located in the
North-West of the country. The ratio of bad debts to total loans nonetheless
remained higher in the South of Italy in every sector and in nearly every
branch of economic activity. The most pronounced deterioration in loan

145

quality occurred for the larger banks, which have a higher proportion of
holding companies and manufacturing firms among their customers. They
also tend to be more exposed to the risk inherent in a higher level of loan
concentration with respect to individual customers.
Disbursements of loans abroad increased in lira terms by 17 per cent and
there was a small increase in the share going to non-OECD countries, which
are generally more risky.
Market and foreign exchange risks. — The prospect of prudential rules
on market risk being enacted in Italy provided the stimulus for an exercise
to test the exposure of credit institutions to interest rate and exchange rate
risk with respect to their total on- and off-balance-sheet assets and liabilities.

The exposure to interest rate risk of the banking system as a whole is
relatively low, amounting to 3.7 per cent of supervisory capital at the end of
1992. The distribution by individual institution shows considerable
bunching at very low levels of risk but also a sizable proportion of banks with
exposures significantly above average. As regards exchange rate risk, the
banking system's exposure at the end of the year was less than 40 trillion lire.
On the assumption that 8 per cent of the risk has to be backed by own funds,
around 2 per cent of the banks' supervisory capital would be required for this
purpose.

Securities investment business and investment funds

At the end of March 1993 there were 287 securities firms in the register
provided for in Law 1/1991. Italian and foreign banks either controlled or
were the main shareholders in respectively 53 and 12 of these firms.
Thirty-two firms were authorized to engage in the full range of activities in
the securities field. The activities in which only a relatively small proportion
of the firms that had been authorized were actually engaged were the
placement of securities, portfolio management and door-to-door selling, all
of which require a higher degree of specialization and a more complex
organizational structure. At the end of March the register of authorized firms
included 69 trust companies, of which 59 were operational.
Of the 968 credit institutions authorized by the Bank of Italy in
accordance with Article 16 of Law 1/1991, 910 were engaged in at least one
form of securities investment business at the end of March. The conditions
in the market and the requirements applicable to securities investment
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activities, especially as regards separate organizational structures and
accounting systems, led not a few smaller banks to renounce some of the
authorizations they had been granted and to limit their activity to the
collection of orders.
The adjustment of supervisory instruments to the new organization of
the market is proceeding with the gradualness required in the present phase
of consolidation.
The Minister of the Treasury authorized 44 new investment funds in
1992, taking the total number of authorized funds to 329. At the end of the
year there were 255 funds in operation, of which 99 were share-based, 97
bond-based and 59 mixed. At the same date there were 60 registered
management companies, compared with 61 at the end of 1991. Last year also
saw 5 companies complete the authorization procedure for the marketing in
Italy of units of foreign UCITS qualifying for mutual recognition; the
number of such companies, all based in Luxembourg, accordingly rose to 19.
Investment funds' net assets expanded in 1992, confirming the upturn
that had taken place in 1991. Government securities continued to be the most
important component in fund portfolios, amounting to 58.5 per cent of the
total at the end of the year. There was nonetheless a substantial increase in
the share of foreign securities, which rose from 14.8 to 22.8 per cent of the
total between the fourth quarter of 1991 and the fourth quarter of 1992, partly
as a result of the devaluation of the lira.
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THE GOVERNOR'S CONCLUDING REMARKS

To Guido Carli, who died in April, the Bank of Italy owes its
transformation into a modern central bank. His contribution to the activity
of this institution, as Director General from 1959 to 1960 and as Governor
from 1960 to 1975, was part of five decades of uninterrupted service to the
nation.
From the period of reconstruction onwards, Carli was a committed
advocate of Italy being an open country, a full participant on the international
stage and a founder member of a united Europe.
During the period of Carli's governorship, Italy completed the
transition from an agricultural to an industrial economy.
He actively promoted research, encouraging the Bank's Research
Department to introduce modern theories and techniques of economic and
monetary analysis, which fitted in well with the tradition established by
Paolo Baffi.
In the early sixties the Italian economy was subject to severe internal
and external shocks. Monetary stability and industrial relations came under
strain simultaneously. From 1964 onwards the trade-off between inflation
and employment was a central issue of economic policy. The public sector
deficit emerged as another major problem in the early seventies. The
international monetary system created at Bretton Woods began to crumble
in the early years of that decade.
Carli responded to the challenge of these events by using the classical
instruments of monetary policy and introducing new ones. He involved
young people in the study and implementation of monetary and economic
policy measures.
Those in the Bank who were privileged to work with him benefited from
his extraordinary analytical and decision-making ability. From the very
beginning of his governorship his openmindedness and modernizing vision
led him to initiate a far-reaching programme to renew the Bank's human,
material and technological resources. Unforgettably generous with his time,
he engaged in a continual dialogue with young members of the staff, who
were selected solely on their academic and professional merit. He helped to
form a class of future leaders.
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Carli fought tirelessly against attitudes and institutions that could
hinder the working of a free economy. In the high positions he held after
leaving the Bank he remained committed to guiding the Italian economy
along the path of modernization.
As Treasury Minister, Carli strove, to ensure that the concept of
privatization took root in Italy; he negotiated and signed the Treaty of
Maastricht. The restoration of sound public finances was denied even to
Carli, who understood better than anyone the urgency of action in this
domain. He made a decisive contribution to completing the transformation
of the banking and financial system. His last act for the Bank of Italy, which
he cherished, and for his country was to ensure that the central bank was
granted full powers to set official interest rates.
Carlo Azeglio Ciampi resigned as Governor of the Bank of Italy on 29
April to assume the higher responsibility of leading the Government during
one of the most difficult periods in the history of the Italian Republic. To
respond to the call for political renewal at a time when the economy is in
difficulty requires exceptional personal skills, intelligence, independence
and international prestige.
In Dr. Ciampi, the combination of these characteristics is the fruit of
deep learning coupled with moral and intellectual discipline.
When Dr. Ciampi entered the Bank of Italy in 1946 he already possessed
a wide and varied range of knowledge and experience. His career within the
Bank took him from the provincial offices to the Research Department, to
the position of Secretary General and to the Directorate. In October 1979 he
was appointed Governor in succession to Paolo Baffi, at a difficult time in
the history of the Bank and the Italian economy. In his first Repo rt , presented
on 31 May 1980, he noted that "the events that preceded Paolo Baffi's
resignation as Governor leave us with another, no less demanding
responsibility. They have given substance to the twofold misgiving that in
Italy the scope for individuals of great competence, moral integrity and
respect for the established institutions has become more confined, and that
the tradition of central bank efficiency and autonomy may be undermined.
We are conscious that it is also one of the Bank's tasks to dispel these
misgivings through its own conduct."
Under Dr. Ciampi's guidance, the Bank of Italy dispelled those
misgivings.
On the domestic front, the monetary policy of the eighties was
developed further along the lines charted and pursued by his two
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predecessors; on the external front, the path followed was that of joining the
European Monetary System, which had already been decided. This decision
was interpreted and implemented with great determination. There was a firm
conviction that the economy needed not so much a temporary improvement
in the balance of payments as the removal of the structural constraints that
hampered it.
The Bank's achievements under Dr. Ciampi were substantial in the
areas most directly influenced by its policies. Inflation was brought under
control in a few years, notwithstanding the strength of the dollar and the
persistence of exceptionally high oil prices.
The restructuring of industry, the stabilization of expectations and the
reduction of inflation coincided with a long period of expanding production;
the benefits accrued to employment, which never fell during the last decade.
More recently, as the notion of a united Europe acquired new momentum,
Dr. Ciampi promoted it with great personal commitment and idealism. He
linked it with the need to overcome once and for all the unsolved problems
afflicting Italy, primarily the failure to restore budgetary discipline.
Decisive progress was made in rewriting the monetary constitution, for
which Dr. Ciampi called insistently and clearly from the very start of his
governorship. The functional separation between monetary policy and
budgetary policy was confirmed in practice and sanctioned by law; the
money and financial markets were developed; the effectiveness of monetary
policy was enhanced; and greater emphasis was placed on market forces
rather than administrative measures. A similar approach was followed in
transforming the structure of the banking and financial systems, without
detriment to their stability, which has its foundations in the efficiency and
solidity of intermediaries.
The Bank of Italy will shortly celebrate the hundredth anniversary of its
foundation. Through all the events that have shaped Italy's history, one
distinctive feature has marked the activity of the Bank, namely its
unswerving commitment to the sole aim of serving the nation by performing
its assigned tasks and exercising the autonomy laid down in its statutes.
Today's economy is profoundly different from that of one hundred
years ago; it is open to Europe and the world and its financial markets are
complex and in continual evolution. In this setting the Bank has the resources
— first and foremost the moral and professional resources of the persons who
work for it — to continue to fulfil its responsibilities in the regulation of credit
and money.
To mark the centenary, the Bank has been engaged for some time in a
wide-ranging programme of research, not in order to chronicle its own
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history, but to enable scholars and the general public to gain further insight
into its activities in the economic and financial spheres over the last hundred
years, both at home and abroad. This initiative will be flanked by others of
a broader cultural and social nature. They have the common aim of
celebrating the institution's centenary with a call for the Bank to remain
firmly committed to pursuing the interests of the nation and the common
good.
The world economy

The economies of the industrial countries are passing through a period
marked by cyclical uncertainty and rising unemployment, especially in
Europe as regards the latter. The growth in output in the OECD countries
amounted to 1.5 per cent in 1992 and will remain weak in 1993. Inflation,
which averaged just over 3 per cent last year, continues to decline in a
number of countries.
Uncorrected financial disequilibria and exchange rate tensions
contributed to the difficulties encountered in stimulating a resumption of
growth. In Germany the monetary policy stance was kept restrictive for fear
of a rise in inflation. By contrast, the authorities in the United States and
Japan gradually eased monetary conditions; in North America economic
activity revived in the final part of the year.
This combination of circumstances nurtured the factors that led to the
laceration of the European Monetary System, which in turn exacerbated the
cyclical downturn.
The crisis in the European Monetary System

Following a long period of stability that began in 1987, five
realignments were effected within the EMS from last September onwards;
the participation of the lira and the pound sterling in the Exchange Rate
Mechanism was suspended and the Scandinavian countries severed the link
between their currencies and the ecu. Central bank intervention on an
unprecedented scale and sharp increases in interest rates were not sufficient
to stem speculative capital movements and fluctuations in exchange rates.
The currency crisis confirmed the difficulty of managing a system of
fixed but adjustable exchange rates in the presence of high capital mobility
whenever there is insufficient convergence between economies and, above
all, when the coordination of economic and monetary policies operates
badly.
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The disparities in the economic policy priorities of the EC countries had
been growing more pronounced since the end of 1991. In Germany, the
problems associated with unification proved to be greater than expected; the
widening of the budget deficit and the acceleration in wage growth induced
the Bundesbank to tighten monetary conditions. The exchange rate link with
the Deutschemark became increasingly burdensome for the countries
suffering from a cumulative loss of competitiveness and disequilibria in
their public finances; it was also a constraint on the economies where
inflation was lower than in Germany.
Until the middle of 1992 the prospect of European Monetary Union,
which had been reinforced by the conclusion of the Maastricht Treaty, had
lent stability to exchange rates and led the markets to believe that the
countries whose economies had not yet met the convergence criteria would
take the necessary corrective measures. The uncertainty that emerged during
the summer as to the future of Monetary Union exposed the fragility of the
EMS. The market reacted swiftly and forcefully; the direction of the large
capital flows that had previously been attracted to countries with high
interest rates was reversed. The divergence of monetary conditions between
the United States and Germany added to the difficulties, provoking a
pronounced depreciation of the dollar, whose value fell to a historical low
in September in both nominal and real terms.
The Report on International Capital Movements and Foreign Exchange
Markets, which was compiled under Italian chairmanship for the Group of
Ten, places the foreign exchange turbulence in the context of the profound
changes in the size and structure of international financial markets that have
occurred in recent years. The total amount of foreign securities held by
residents of the United States, Japan and Europe has reached $2.5 trillion.
The volume of foreign exchange transactions has tripled since the
mid-eighties and now totals nearly $900 billion per day, and there has been
rapid growth in forward markets and in the use of derivative instruments.
Institutional investors, such as investment funds and pension funds, are
playing an ever more important role in the management of savings and
foreign assets; in the United States and the United Kingdom the volume of
funds managed by such institutions exceeds the gross national product.
These developments have benefited the international allocation of
financial resources; however, the risk of instability associated with
variations in exchange rates and interest rates has increased significantly.
The solution lies not in the reimposition of restrictions on the movement of
capital, but in greater coordination of monetary and fiscal policies among the
leading countries. This is an essential condition for maintaining order in the
markets, whatever the exchange rate regime. To limit the risk assumed by
financial institutions, which could develop into systemic risk, the Report
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recommends the adoption of prudential measures regarding capital
adequacy, the use of derivative instruments and payment and clearing
systems.
An integrated European Community with a fully implemented internal
market requires stable exchange rates. What is needed is not so much a
modification of the rules of the EMS as the full cooperation they envisage
and presuppose; this was lacking during the recent crisis. The proper
functioning of the system depends on the sense of responsibility of member
countries individually and on their common commitment. A country's
monetary policy may not be sufficient to defend the exchange rate; it must
be supported by sound public finances and a rate of nominal income growth
that preserves the competitiveness of the economy. Moreover, some degree
of collective management of the system is essential for assessing the
suitability of exchange rates, agreeing necessary adjustments and defending
the parities considered appropriate.
Ratification of the Treaty on European Union should strengthen the
coordination of monetary policies and instruments. The European Monetary
Institute will be called upon to perform this important task; its establishment
represents the next institutional step towards Economic and Monetary
Union.

The economic situation

The recovery in the United States, which began in the second half of last
year under the stimulus of a monetary policy that had been expansionary for
some time, is still not fully established, and economic activity in Japan and
the European Community is weak. In Germany, output in the Weste rn
regions is expected to decrease by around 2 per cent in 1993, while the
expansion in the Eastern regions is sustained by massive public transfers and
is accompanied by strong upward pressure on prices.
The cyclical disparity among the leading industrial countries is
reflected in larger current account imbalances. The structural nature of the
US deficit has been confirmed; the shortfall is forecast to rise from $60
billion in 1992 to almost $100 billion this year. The trade deficit with Japan
increased and the surplus with the European Community narrowed. The
Japanese current account surplus rose to $118 billion in 1992.
Inflation declined in the industrial countries as a group, partly as a result
of low prices for energy products and other raw materials. The rate of
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increase in consumer prices in the European Community was 3.4 per cent in
April this year.
The economic problems facing the republics that came into being after
the dissolution of the Soviet Union remain severe and are associated with the
breakdown of civil society and with political instability. The programme of
assistance agreed with the Group of Seven countries and the international
financial organizations may help sustain the reforms now taking place in
Russia.
In the United States, Japan, the United Kingdom and Sweden, the
recession has been prolonged by the difficult financial situation of
businesses and households, albeit at different times and with differing
intensity. The large volume of debt accumulated in the last ten years at
interest rates that are still high in real terms has caused a contraction in
planned investment and consumption. The deterioration of creditworthiness
and the consequent need to restructure balance sheets and limit risk have
prompted banks to curb lending, which has slowed down the transmission
of the easier monetary conditions to the economy.
Despite the recovery, the growth in employment has been hesitant even
in the United States. In many sectors, however, innovation and restructuring
are being translated into productivity gains and may sustain a more stable
expansion of the economy in the future.
In the European Community, employment in industry is declining and
job creation in the services sector appears to be waning. At the end of 1992
the unemployment rate was 2 percentage points higher than in 1990; it is
expected to continue rising this year and to reach the highest level since the
mid-eighties. The number of unemployed now stands at 17 million. The
increase in unemployment in the Community reflects lower competitiveness
and slower economic growth compared with Japan and less flexible labour
regulations and costs compared with the United States.
After growing more slowly for three years, international trade in
manufactures picked up in 1992, expanding by 5 per cent; the impetus came
from North America and the developing countries in Asia and Latin
America. The Chinese economy, in particular, continued to grow rapidly as
output increased by 13 per cent and imports by more than 20 per cent in
volume terms.
The future of world trade is clouded by the uncertainty surrounding the
outcome of the Uruguay Round negotiations and the recent escalation of
trade disputes between the principal economic areas. A decisive injection of
further liberalization would contribute to world economic recovery,
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benefiting above all the developing countries and the industrial countries
themselves; it would help the international economy to overcome the present
condition of underemployment in which it might otherwise linger.
The return to sustained growth requires the leading industrial countries
to honour the commitments that they confirmed at the recent meetings in
Washington. In the United States the proposals for structural correction of
the budget deficit submitted to Congress by the new Administration are
essential in order to consolidate and accelerate the decline in long-term
interest rates. In Japan, where there is a surplus of saving over investment
and the public debt is small, the expansionary measures announced by the
Government must be implemented in full.
Economic policy presents greater complexity in Germany and in
Europe in general, where budget deficits and public debt are limiting the
scope for fiscal stimulation of demand. Net of cyclical effects, the budgetary
position has worsened in the last three years, reversing the previous
improvements. The risk of further structural deterioration must be avoided;
indeed, resolute action is necessary to restore sound public finances. Such
action will benefit the allocation of resources and the availability of savings
to finance productive investment. It will lend momentum to the decline in
interest rates that has been glimpsed and is now possible, especially in the
case of long-term rates.

The Italian economy

The year since the previous Annual General Meeting has been marked
by tumultuous events. The country could not avoid the trauma of a sharp
devaluation of the currency and came to the brink of financial instability.
In brief, the economic results for 1992 consisted in a deceleration in the
growth of output to 0.9 per cent, a reduction in inflation by one percentage
point to 5.3 per cent and a widening of the deficit on the current account of
the balance of payments to 2.2 per cent of GDP.
These figures fail to convey the prevailing impression of the situation
of the Italian economy between last summer and the first few months of this
year, namely that it was hanging in the balance between the stagnation of
output, with the risk of a resurgence of inflation, and the first stirrings of a
recovery. This precarious condition was the product of a loss of confidence
among entrepreneurs, consumers and savers caused by social and political
events.
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The currency crisis

By the time of the parliamentary and presidential elections in the spring
of 1992, the Italian economy was in a weakened state owing to delay in
implementing economic policy measures. The "management of the
economy" had become an urgent issue.
The excessive growth in public expenditure, the wastefulness and poor
quality of some services and the inefficiency of the tax system reflect the
more general problems in the governance of the country and the operation
of the public institutions.
As awareness of these failings spread, the unfavourable assessment by
economic agents was reinforced and radicalized to the point where it became
a blanket judgment on the country as a whole.
Last May the Bank of Italy chose to make a detailed contribution to the
examination of the problems and to the design of an economic strategy. It
described and quantified measures of immediate but enduring effect that
needed to be taken with regard to the public finances and incomes policy.
The suggested action was consistent with Government pronouncements and
based on analyses and prescriptions that had been debated at length in
political and academic circles.
An econometric exercise showed the way in which the economy could
be diverted from a course that risked leading to a major crisis and set on the
path of stable growth, albeit after an unavoidable period of adjustment. This
integrated set of measures, combined with the economy's capacity for
production and saving, would have given the markets sufficient confidence
in the Italian economy and its development. If necessary, the lira's central
rate in the EMS might have been realigned at a later stage in order to
compensate for any loss of competitiveness not offset by productivity gains.
Time was of the essence. The lira came under heavy pressure in early
June following the negative outcome of the Danish referendum on the
Maastricht Treaty, and strains developed in the financial market. Even
before the month had ended, institutional and foreign investors had begun
to sell Italian government securities and the net inflow of capital had given
way to an outflow. Any failure of the market in government securities, even
a limited one, could have had devastating repercussions on the foreign
exchange market.
The Bank of Italy used the instruments at its disposal to defend the lira
and check the decline in confidence. Interest rates were raised and monetary
base creation was restricted; the growth of the money supply was curbed and
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kept appreciably below the 7 per cent ceiling for 1992 previously indicated
to the Interministerial Committee for Economic Planning.
The new Government began to act with full powers on 4 July; in that
month it enacted a package of measures to reduce the budget deficit by 30
trillion lire. It confirmed that exchange rate stability was the cornerstone of
the policy of economic adjustment, a stance endorsed by the Bank of Italy.
It announced its intention to proceed with the privatization of state-owned
assets. The guidelines for the reform of major public expenditure
programmes were set out and embodied in a draft enabling law.
At the end of July, with the intercession of the Government, an
agreement was reached between employers and trade unions. The
significance of the agreement was immediately apparent, although its
far-reaching importance did not fully emerge until later. By reducing the
disparity in wage growth between the public and private sectors and
abolishing the scala mobile, it offered the prospect of wage moderation, to
the advantage of competitiveness.
Delays in the implementation of budgetary measures, the political and
institutional complexities of the budgetary process and certain actions that
proved inadvisable made it impossible to change market expectations.
The Bank of Italy, which was committed to defending the exchange
rate, entered a race against time, on the assumption that the necessary
budgetary measures would shortly be enacted. The markets viewed the date
of the French referendum as a test of the strength of the European Monetary
System. The member states of the Community feared that a realignment of
central rates might jeopardize the outcome of the referendum and believed
they could defend the EMS simply by means of the public and formal
declarations made on 28 August and 5 September reasserting their resolve
to keep central rates unchanged.
The task of safeguarding the lira was left to monetary and exchange rate
policy. Exchange market intervention intensified from 24 August onwards.
On 4 September the official discount rate was raised to 15 per cent and the
rate on fixed-term advances to 16.5 per cent; monetary base was rationed.
The overnight rate rose to more than 30 per cent, but even at these rates the
demand for liquidity in the market was not fully satisfied.
Restrictions on capital movements were ruled out, as they would have
violated the established policy of relying on market instruments to control
the foreign exchange situation. Such measures would have been ineffectual
in any case, given the changed economic and institutional context and the
existence of very large markets and innovative financial instruments.
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On 12 September, recognizing the gravity of the crisis, the Italian and
German authorities decided to request an adjustment of the central rate
between their currencies and to propose that the other members undertake
a broader realignment, which would have been accompanied by a significant
reduction in German interest rates. The failure of some governments to
acknowledge that the crisis threatened the system as a whole prevented this
opportunity from being seized. In the event, the realignment decided on 13
September affected only the central rate of the lira, and German interest rates
were reduced by no more than half a point.
When the markets reopened, funds totaling more than $3.5 billion
flowed back to Italy, while pressure on sterling intensified. On 16
September, despite repeated increases in interest rates, outflows from the
British market amounted to tens of billions of dollars. In the wake of the
difficulties affecting sterling, market turbulence spread to the lira and the
peseta. The pound was withdrawn from the Exchange Rate Mechanism; a
similar decision was taken with regard to the lira, and the peseta was
devalued. Sterling declined rapidly against the Deutschemark, depreciating
by 14 per cent between 16 September and the beginning of October.
Intervention in support of the lira between the beginning of June and
mid-September totaled $48 billion. Even after the Maastricht Treaty had
been approved in the French referendum, albeit by a slender margin, the
EMS continued to be subject to severe strains. Speculation focused on the
French franc, forcing repeated intervention on a massive scale. The systemic
nature of the crisis was confirmed.
Treasury bills worth 3.3 trillion lire had remained unsold at the auction
at the end of August. In September, while the Government was finalizing its
budgetary proposals, fears of extraordinary financial measures began to
spread. The stock of government securities held by non-bank investors
declined by more than 11 trillion lire owing to the non-renewal of maturing
paper and sales on the secondary market. At the end of the month
unsubstantiated rumours of extraordinary measures affected bank deposits
as well, and there was a wave of cash withdrawals. The Bank of Italy called
on the banks to reassure their customers and supported their actions to that
end.
The sequence of events threatened to trigger a financial crisis. The
uncertainty did not relate to the soundness of the banking system, but if the
fears had taken root, especially those relating to public debt instruments,
confidence in bank money would also have been undermined, with further
repercussions on the exchange rate and on prices.
Between mid-September and mid-October the progress of the public
finance measures announced on 17 September, the soundness of the banking
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system, the professionalism of dealers and the revival of investor confidence
countered the impending crisis. Within the space of a few weeks market
conditions favourable to investment in government securities had been
restored.
Thanks to its depth and efficiency, the secondary market in government
securities withstood the shock, albeit at the cost of exceptionally wide and
rapid price fluctuations. Until May 1992 the prices of ten-year Treasury
bonds had been relatively steady at between 98 and 99; in early October they
plunged to 87 before recovering to 95 in November. Last week the bonds
were again trading at around 99. Nominal after-tax yields on Treasury bills
rose from 11 per cent in the spring of 1992 to 15.6 per cent in September and
then eased to 12.1 per cent in December. At the latest auction they fell to
below 10 per cent, the lowest level in four years.
The Italian futures market in government securities came into operation
on 11 September, in accordance with long-standing plans. Far from being
impeded or overwhelmed by the incipient crisis, the fledgling market
developed rapidly and helped stabilize expectations.
The liquidity of the government securities market remained satisfactory
at all times. The interventions by the Bank of Italy at critical moments were
limited in amount. The market ensured continuity of trading for both Italian
and foreign intermediaries and, indirectly, for the millions of savers who had
placed their trust in Italian government securities.
Immediately after its withdrawal from the fluctuation band of the EMS,
the lira depreciated rapidly in a foreign exchange market that had become
thinner and less liquid owing to the heightened perception of exchange risk.
In the first week of October the lira traded at 927 to the Deutschemark,
compared with 750 in May. In October and again in November there were
renewed inflows of non-bank capital, which more than offset the reduction
in the banking system's external liabilities. As tensions within the EMS
eased, the lira/DM exchange rate improved to about 850.
The lira again came under pressure from mid-November onwards in
connection with renewed turbulence on the European scene. As the political
climate in Italy deteriorated, the lira depreciated steadily against the
Deutschemark to reach nearly 1,000 at the beginning of April. It
subsequently regained some of the lost ground, so that last Friday it stood at
922 to the mark. The foreign exchange reserves have been replenished by
more than $22 billion since mid-September, largely as a result of foreign
currency swaps.
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The state of the economy and the current outlook

Households' consumption has declined since the foreign exchange
tensions of last summer; on an annual average basis, it is very unlikely to
show any increase this year compared with 1992. Among durable consumer
goods, the fall in car purchases has been particularly pronounced, and
comparable to the one that followed the first oil crisis; a similar tendency can
be observed in the other main European markets.
The fall in investment will be larger this year than last. The level of
economic activity is being sustained by the boost that the depreciation of the
lira has given to exports, which will grow far more rapidly than world
demand.
Industrial output declined by an annual average of half a percentage
point in 1992; during the first five months of 1993 it stagnated at the
depressed level recorded at the end of last year.
The continuing fall in investment, the rise in labour costs in the three
years between 1989 and 1991 and the uncertain prospects for growth in Italy
and abroad have affected the demand for labour. For the first time in many
years there has been a sharp contraction in employment: in the twelve
months to January 1993 total employment fell by no less than 380,000, or
nearly 2 percentage points. The contraction was very rapid during the second
half of 1992 but now seems to be slowing down, although no sign of a
reversal of the trend is yet evident.
As I have already mentioned, the indications from the export front
augur well for economic activity. The available data show that the value of
Italian exports to countries outside the Community was almost 30 per cent
higher in the first four months of this year than in the same period of 1992.
Italian products have also strengthened their position in the domestic market.
The improvement in the trade balance and the recovery in Italian exports'
share of the world market reflect the fall in domestic demand and the gain
in competitiveness.
For the first time since the decline in the price of oil in 1986, the current
account of the balance of payments should show a marked improvement in
1993 and could be in balance in 1994. The lower exchange rate of the lira
offers an opportunity that the economy and economic policymakers must
grasp. It can be the springboard for restoring the growth in output. The gain
in competitiveness will produce lasting benefits if it is not canceled out by
higher inflation; it must not lessen the commitment to improve Italian
manufacturing industry's specialization in international trade. In goods with
a high research and development content, Italy has by far the largest trade
deficit among the leading industrial countries.
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Reassuring signs are discernible in the performance of consumer prices.
Their twelve-month rate of increase slowed down from 5.3 per cent in
August to 4 per cent in May, notwithstanding the depreciation of the lira. The
containment of inflation is attributable not only to the monetary policy
stance, but also to the weakness of domestic demand, the decline in the
foreign currency prices of imported goods and wage moderation.
The determining factor has been the decision of the two sides of
industry not to entrust the protection of wages and salaries to the workings
of the wage-price spiral.
Following the withdrawal of the lira from the Exchange Rate
Mechanism, interest rates were reduced in conjunction with the
implementation of the budget measures, the revival of confidence in the
government securities market and the verification that the growth in credit
and money was not forming a vicious circle with currency depreciation and
price inflation.
The official discount rate was progressively reduced in six stages to
10.5 per cent. An important factor in the transition from the situation of
greatest tension to the more relaxed market conditions that now prevail was
the informal monitoring of lending, which was carried out until the end of
March with the collaboration of the banking system.
At the beginning of February the Minister of the Treasury issued a
decree to reduce compulsory reserves in respect of bank deposits by around
35 trillion lire, with the result that the effective average reserve ratio declined
from 18 to 13 per cent. The rate of interest on reserve deposits averages
around 6 per cent.
Initially, the cost of bank credit was slow to respond to the easing of
money market conditions. Lending rates have adjusted more rapidly since
the turn of the year, with minimum rates coming down to levels that are
among the lowest for a decade. A more general reduction in firms' interest
expenses is impeded by the deterioration in loan quality and the downward
rigidity of deposit rates, which needs to be eliminated.
In the first half of the eighties real interest rates on medium and
long-term securities in Italy were well below the average for the other six
leading industrial countries. From the second half of the decade until the
height of the crisis last summer, real rates in Italy were broadly in line with
those in the other leading countries, or a little higher.
The real cost of money is currently higher in Italy, owing partly to the
increased risk premiums that are a legacy of the crisis. In a situation of
international integration, which enhances efficiency and opens up new
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possibilities for corporate financing, the scope for the further reduction in
interest rates that the state of the economy requires is limited by the level of
rates in the other industrial countries.
Action to regulate the nominal volume of credit and money, contain the
budget deficit and limit the aggregate amount of debt and financial assets
remains decisive for the purposes of continuing the process of disinflation
and stabilizing the foreign exchange market.
The withdrawal of the lira from the ERM cannot be allowed to lead to
wide and protracted exchange rate fluctuations. In a fully open economy
such as ours, they raise the cost of foreign transactions, transmit instability
to the financial market and increase the risks inherent in investment
decisions. Full confidence must be restored in the markets in order that the
lira may re-enter the ERM. The programmes for adjusting the public
finances and reducing the public debt in relation to GDP, which are also
conditions for the loan agreed with the European Community in January,
must be implemented to ensure the credibility of economic policy action and
avert the risk of financial instability.
With the aim of keeping this year's budget outturn in line with the
objectives stated in the Report on the Borrowing Requirement in March, the
Government has adopted corrective measures amounting to 12.4 trillion lire,
half of which is to come from additional tax revenue and the remainder from
spending cuts and funds deposited on the centralized Treasury account. Net
of interest payments, the state sector should therefore achieve a budget
surplus of at least 37 trillion lire, compared with 8 trillion in 1992; the overall
deficit should be limited to 155 trillion lire, compared with 163 trillion last
year.
The presentation of the Finance Bill for 1994 will be brought forward
to July. It is essential that measures be taken to reduce the borrowing
requirement in absolute terms in 1994 and subsequent years, with the
objective of reversing the growth of the public debt in relation to GDP within
a period of three years. Increasing surpluses net of interest payments will
have to continue to be achieved until the deficit on current account has been
eliminated.
It is necessary to press ahead with the policy of containing wages and
salaries and the other main components of public expenditure. There is an
urgent need to restore the efficiency of spending on public works and on the
procurement of goods and services and to relieve it of improper charges. The
incidence of taxation will have to be consolidated for taxpayers; it may
increase at the macroeconomic level, partly as a result of necessary measures
to eliminate tax evasion and avoidance. By reducing government borrowing
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in the market, the decline in the deficit will be reflected in lower interest
payments as a result of the smaller risk premium and the lower cost of the
debt.
The containment of wage growth in the p rivate sector must be
confirmed: this will first halt and subsequently reverse the decline in
employment.
Principles and rules need to be defined that will avoid excessive
industrial disputes and ensure flexibility in the use and cost of labour, taking
account of the general condition of the economy, the state of firms and
regional differences. A diversification of labour costs does not necessarily
imply that real income in the less advantaged areas, where the cost of living
is lower, will be less than in the rest of the country.
Over the medium term, regional policy must seek not to provide
financial compensation for the productivity gap arising from environmental
problems but to eliminate its causes by means that include investment in
infrastructure. In the less developed regions the high rate of unemployment
among young people interacts with the deterioration in the social
environment, Throughout the country the Bank of Italy, in conjunction with
the state authorities and the banking system, is engaged in combating money
laundering and preventing the exploitation of the financial sector by
organized crime.
The ultimate measure of economic and social development will be the
growth of employment. The resumption of lasting economic growth in Italy
cannot be achieved unless a similar recovery takes place in the rest of Europe
and in the other industrial countries.
The downward rigidity of long-term interest rates, which remain at high
levels net of expected inflation, cannot but be a cause for concern in the
Community during a phase of economic stagnation or actual recession. Italy
can contribute to a reduction in interest rates first and foremost by redressing
its public finances and halting the growth of the public debt.

A financial system at the service of enterprises

The distinguishing features of Italy's financial system are a large public
debt, of which half is held by households, a low level of household debt and
a lower ratio of total financial assets to GDP than in the other advanced
economies. Italy has the highest level of public debt among the seven most
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industrialized countries and the lowest level of household debt, equal to 22
per cent of GDP. In all the other countries except Germany, household debt
is equal to or larger than the public debt.
The revision of the methodology for compiling the financial accounts
of the economy recently carried out by the Research Department does not
show the corporate sector to be undercapitalized. On the other hand, capital
does not circulate in the market and thus escapes the appraisal and selection
performed by financial operators.
There is a striking contrast between the financial and economic aspects
of the public and private sectors. In order to meet its funding requirements,
the state can count on a market in public debt securities that is one of the most
efficient in the world, whereas enterprises do not have a market to which they
can turn to finance their strategies.
The high saving rate in Italy and the volume and composition of real and
financial wealth suggest that there is ample scope for the development of
finance oriented towards enterprises and p rivate investment.
The international openness of Italy's financial system has increased
considerably. Nonetheless, at the end of 1991 residents' holdings of foreign
assets amounted to 8.5 per cent of their total financial assets, compared with
values of between 12 and 23 per cent for France, Germany and the United
Kingdom.
International financial integration can be expected to continue. In the
first two decades following the Second World War agriculture and
manufacturing industry were opened to trade and their productive structures
were transformed accordingly. In the last five years the process of
integration has involved the financial sector; it has become a permanent
feature of our economy and law.

The management of the public debt

The objective of reducing the state sector borrowing requirement
cannot be achieved by applying simple formulae. The surplus net of interest
payments will have to rise to the level needed to halt the growth in the ratio
of the public debt to GDP.
Only the part of interest payments that relates to an increase in the public
debt in real terms constitutes a charge on the resources of the public sector,
but this does not mean that the nominal component is unimportant; high
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nominal interest rates inflate the borrowing requirement, hamper the
management of the debt and, in conjunction with the inflation from which
they stem, damage Italy's standing in financial markets.
We have never ceased to look for ways in which efficient debt
management can contribute to the adjustment of the public finances. In this
respect the last twenty years can be divided into three periods. The creation
of a primary market for short-term government paper in the second half of
the seventies in response to the inflation induced by the first oil crisis was
followed by a period of heavy recourse to floating rate paper, which made
it possible to lengthen the average maturity of the debt and reduce the risk
of instability associated with its frequent renewal. In recent years the issue
of fixed rate bonds has diversified the market and increased the
manoeuvrability of monetary policy by insulating the cost of the debt from
fluctuations in short-term interest rates. Other types of security have been
tried, but they have not been a lasting success with investors. The
outstanding debt is divided almost equally between the three main categories
of security.
The prospect of budgetary adjustment, the possibility of a decline in
European interest rates and the lira's lower exchange rates have led to
consideration being given to increased borrowing in the international market
and the indexation of government securities to foreign currencies. The
success of a debt management policy along these lines depends to an even
greater extent on the outcome of the measures to redress the economy.
The planned further rise in the budget surplus net of interest payments
over the next few years would create a virtuous circle by fostering a decline
in nominal interest rates to the levels prevailing abroad. The ensuing
reduction in interest payments in the second half of the nineties would
restore the flexibility of the budget. Simulations indicate that a fall in
inflation and interest rates would help produce a rapid decline in the ratio of
the borrowing requirement to GDP and that the ratio would reach a very low
level by the end of the decade. There would be some advantage in issuing
a larger volume of securities indexed to foreign currencies, but this would
not have a decisive influence on the trend in the public finances.
Any form of coercive action with respect to the public debt would be
iniquitous and fraught with danger; in practice, any such action would be
impracticable, given the widespread possession of government securities
and the growth and integration of the financial markets. Only an increase in
the primary surplus combined with careful management, in a context of
falling inflation, can reduce the burden of the public debt and fully restore
the confidence of market participants and, above all, of savers.
A source of monetary base creation that is at present beyond the control
of the central bank will be eliminated by the reform of the Treasury's current
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account with the Bank of Italy. The reform bill, which was recently
reintroduced in Parliament, also provides for compulsory bank reserves to
move more strictly into the ambit of monetary policy instruments.

The stock exchange and the banking system

The growth of an economy and the full employment of its human and
material resources are underpinned by the working of efficient capital
markets at the service of corporate finance.
The markets in goods and services provide indications about the
validity of the choices firms made in the past and their ability to produce at
competitive prices, but well organized capital markets are indispensable in
order to screen today's choices, which are directed to the more or less distant
future. Such markets make it possible to foster new opportunities for growth
and, when necessary, to modify the ownership or simply the control of firms.
Those who control and manage firms and those who finance them share
a common interest, but they are also dialectically counterposed: the former
seek to exercise their command function to the full, while the latter seek to
obtain the highest possible return on their investment.
In Italy the control of a large part of the productive system in public
ownership is not subject to screening by the market. In the private sector, and
not only among small and medium-sized firms, the prevalence of forms of
ownership based on securities that are not traded has ensured stability of
control but has often hindered the raising of equity capital to finance
expansion. Only 5 per cent of Italian businesses are organized as companies,
compared with 13 per cent in Germany and 15 per cent in France; in turn,
about 6 per cent of Italian households own shares, compared with 12 per cent
in Germany, 14 per cent in France and much higher percentages in the
Anglo-Saxon countries. The inadequacy of the market becomes evident at
critical moments in a firm's life, when its management, production decisions
and strategies have to be scrutinized.
Over the years Italian industry has had considerable recourse to public
sector suppo rt , especially in times of difficulty, benefiting from the transfer
of unprofitable companies to the public sector, state aid and special
incentives for debt consolidation arrangements. These forms of subrogation
have protected output and employment, but they have also imposed a burden
on the public finances and diminished the role of financial institutions.
Entrepreneurs and the financial community will now have to find ways to
overcome difficulties by themselves.

167

Within the financial system there is a need for greater complementarity
between credit intermediaries and the share market. It is in the nature of
banking that credit institutions should play an active role in all of the three
interconnected aspects of corporate finance: credit, consultancy and equity
capital. Even when banks do not acquire direct interests, their assessment of
firms' creditworthiness involves the appraisal of entrepreneurial ability and
can help to determine corporate control; banks can use the knowledge
acquired in their day-to-day relations with firms to advise them on the
restructuring of their liabilities, the raising of debt and equity capital, and the
search for investors in connection with the reorganization of ownership.
The task of strengthening firms' capital structures, achieving more
widely spread ownership and ensuring its renewal falls primarily to the stock
exchange. Banks can play a supporting role with their corporate advisory
services and the underwriting and marketing of share issues. They will have
to assist smaller firms on a broader front, helping them with financial
management, fostering their growth and, where appropriate, preparing them
for market flotation.
The emergence of institutional investors able to play an active role in
the companies in which they have interests, coupled with the effects of the
legislation on the disclosure of information, is likely to increase the demand
for shares, including that of households, whose willingness to invest in the
stock market is influenced by their confidence in its proper working and in
the effectiveness of the protection afforded to small shareholders. The Bank
of Italy is collaborating with the Consob on these matters.
The Bank will recommend that the Interministerial Committee for
Credit and Savings adopt provisions allowing banks to acquire interests in
non-financial companies, thereby completing the range of operations they
can undertake in the field of corporate finance. The size of the shareholding
a bank can acquire in a company will be determined by reference to the
bank's capital, organizational structure, profitability and the quality of its
operations. A similar procedure will be followed to broaden the scope for
listed firms to issue debt instruments in the market. Unlisted companies will
be required to employ the services of supervised intermediaries to place their
securities.
Together with the other competent authorities and with the cooperation
of securities firms, the Bank of Italy will promote a study of the feasibility
of creating an efficient secondary market in corporate bonds, based on the
experience gained with the market in government securities.
The implementation of the privatization programme laid down in Law
359 of 1992 will provide important impetus for the transformation of private
sector financing and will put it to the test for the first time. If this programme
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is really to contribute to improving the decision-making and efficiency of
both private and public industry, as it is expected to do, ownership structures
will have to be created that are both stable and open to renewal, and exposed
to scrutiny by investors who have the instruments and expertise required to
perform this role.
Banks must not serve as shareholders of last resort nor convert the debts
of lame-duck firms into shares. Companies that offer the prospect of a return
to profitability should be assisted by introducing differential tax treatment
aimed at fostering recovery, rather than reviving the temporary subsidies
paid in the past.
Permanent arrangements could be introduced for the deferment of tax
liabilities in connection with debt restructuring linked to the reorganization
of production, almost as though the tax authorities were making an
investment. The reorganization plans would have to be agreed between firms
and their creditors within the framework of a clearly defined procedure for
corporate rehabilitation. Similarly, it may prove necessary to review the
existing bankruptcy procedures in order to overcome the limitations that
have emerged as regards the possibility of salvaging corporate activities that
are still viable.

Risk and profitability in the banking system

Greater attention is being paid at the international level to the problem
of financial fragility, following the serious episodes of instability that have
occurred in several countries in recent years. Caught by the cyclical
slowdown at a time of high interest rates, sizable parts of the banking
systems in the United States, Japan and Scandinavia have run into
difficulties that have sometimes entailed heavy costs for the public finances.
Studies of the experience of the countries belonging to the European
Community confirm that the insolvency of borrowers is still the main cause
of banks' difficulties. Market risks have nonetheless triggered crisis
situations, especially among smaller intermediaries lacking adequate
organizational arrangements.
Taken as a whole, the Italian financial system has remained unscathed
by the instability that has affected other countries. The cases of insolvency
among securities firms have been on a minor scale. New markets have been
created that have contributed to the stability of the financial system;
mechanisms have also been established to guarantee the execution of
contracts and thus ensure smooth trading.
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Despite the large increase in lending, banks have achieved capital ratios
that are above the international average; their off-balance-sheet business is
mostly in connection with their traditional lending activity and the
breakdown of their assets and liabilities by maturity and type of instrument
shows that they are relatively sheltered from fluctuations in interest rates and
exchange rates.
New challenges await the Italian banking system. The reorganization
of public enterprises will affect their position as borrowers. The Community
legislation on large credit exposures will oblige banks to reconsider their
lending to major public and p rivate sector customers. In accordance with the
procedures developed in international fora and on the basis of several years
of experience with solvency ratios, prudential controls will be extended to
other aspects of risk. The growing complexity of banking, which is a
consequence of despecialization, requires credit institutions to make more
effective use of the instruments and information that are available for
assessing market risk and borrowers' solvency and for treasury
management.
Since the law on the reorganization of public sector banks came into
effect, 67 mergers have taken place, reducing the number of banks in
operation by 75. Competition is spurring the weaker members of the system,
which are unable to cope with the forces at work in the market, to look for
new solutions by linking up with their stronger brethren.
Such selection is likely to make the system more robust. The expansion
of the most efficient banks should be achieved primarily through
amalgamation. A similar trend towards greater rationalization can also be
discerned among securities firms, where the level of operating costs will
make it difficult for all of today's 200 or so firms to stay in business,
notwithstanding the prospect of an increase in turnover.
The monitoring of developments in these fields by the Bank of Italy is
conducted partly in connection with the performance of the tasks it has been
assigned by the Anti-trust Law. The action it has taken, which is described
in the body of the Repo rt , benefited from cooperation with the Anti-trust
Authority and the competent bodies of the European Community.

There is scope for reducing the cost of banks' fund-raising by
accentuating interest rate differentiation according to whether deposits are
held for transaction purposes or as a store of value. Compared with other
countries, Italy is conspicuous for the high average balance on current
accounts and their very large total value. An efficient secondary market in

170

certificates of deposit would probably make fund-raising costs more
flexible. As regards banking services, apart from the need for correct pricing,
it will be necessary to improve their quality, hold down the cost of provision
and develop appropriate marketing policies. The success of the current
expansion of branch networks also depends on banks' ability to broaden the
range of services they supply to customers. Direct and indirect staff costs
consume a larger proportion of banks' gross income than in other leading
countries. Some aspects of the sector's wage agreements, including the very
fact that there are several, encourage leapfrogging, limit the effectiveness of
incentives and hinder mobility.
The transformation of the banking system stands to gain from a better
balance between competition and cooperation. Closer cooperation in fields
such as training, wage bargaining and the standardization of procedures and
products would not limit the scope for competition; on the contrary, action
to promote the definition of the rules of the market and the spread of
information leads to a more rapid improvement in the efficiency of the
system. A shift in the composition of balance sheets, new patterns of costs
and prices, and effective competition will improve the quality of customer
service and reduce the cost of corporate credit.

The economies of the industrial countries are not fully exploiting the
resources at their disposal; employment and growth are suffering as a
consequence. A wide-ranging reorganization of economic activity is taking
place, prompted partly by the cyclical slowdown, and at the same time the
worldwide distribution of production is changing, albeit slowly and
gradually. It is becoming increasingly obvious that goods embodying even
intermediate technology can be produced in countries and areas where the
cost of labour is a fraction of that in the developed countries.
In the late eighties the shortcomings of budgetary and incomes policies
placed difficult and sometimes contradictory demands on monetary
management in many countries. This had an adverse effect on economic
activity, generated balance-of-payments disequilibria, speculative capital
movements and exchange rate strains, and has left a legacy of high real
long-term interest rates that are above current and projected rates of
economic growth.
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The Italian economy, which is highly integrated into the European and
world economies, is being affected by the weakness of the international
economic cycle, the fall in investment and the crisis of the European
Monetary System. It continues to be afflicted by problems of its own caused
by the size of the budget deficit and the public debt, the unsatisfactory quality
and efficiency of public expenditure and the deficiencies in public services.
This year growth in Italy will be no faster than the modest rate recorded
in 1992; the country's good export performance may revive economic
activity in the latter part of the year and improve the prospects for 1994.
It is essential that the competitive gains deriving from the depreciation
of the lira should not be canceled out by inflation.The annual rate of increase
in consumer prices has fallen to 4 per cent, the lowest level for a quarter of
a century, aided by the weakness of domestic and foreign demand, the
non-accommodating monetary stance and, most important of all, the
slowdown in labour costs.
The prevention of a resurgence of inflation is the primary objective of
the central bank, pursued in parallel with fiscal and incomes policies, which
are the responsibility of the Government and the two sides of industry.
A fundamental reform of the public finances in the fields of social
security, health, local finances and public employment was set in train in the
budget for 1993. The quantitative objectives it lays down must be achieved.
The efforts to restore sound public finances must be continued in 1994
and subsequent years. Some of the measures the Government is preparing
to take are designed to offset the expenditure and revenue trends deriving
from current legislation that lead to a growth in the borrowing requirement.
The package of measures as a whole must reduce the deficits in absolute
terms in order to reverse the rising trend in the ratio of the public debt to
national income over a three-year period.
If such a reversal is no longer a prospect, interest rates, which we have
reduced with difficulty to less abnormal levels, will tend to rise and the
virtuous sequence of stable prices, export growth, investment growth and
rising employment will be jeopardized.
Widespread corruption in dealings between the corporate and public
sectors have inflated public expenditure, hindered the proper functioning of
the market and obstructed the selection of the best suppliers and products.
The scale of this improper impost, which ultimately falls on the public, and
the consequent distortion of the allocation of resources are proving to be of
appalling dimensions.
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The eradication of these practices may have the temporary effect of
depressing economic activity, but it will rapidly produce benefits in terms of
the working of market mechanisms, more profitable use of the resources our
economy possesses and faster growth.
Decision-making processes made more efficient by the new political
and institutional arrangements that society has requested and new forms of
popular representation in Parliament and in local authorities will make a
crucial contribution to monitoring the volume and transparency of public
expenditure, improving its quality and rationalizing the tax system.
The control of labour costs, flexible employment practices, an adequate
supply of labour with appropriate skills, improved labour productivity and
stronger employee identification with the objective of development, not
only in macroeconomic terms but also at the level of the sector and the firm,
must be combined with a revival of business confidence and entrepreneurial
drive. The growth in output and employment is based on investment,
primarily by business. It is for the state and the public authorities to provide
efficient services and to promote cost-effective investment in infrastructure
and other public projects, which do not necessarily have to be publicly
owned or financed.
All of these steps are essential to bring our economy out of the
downward spiral of low output, declining investment, stagnating
consumption and consequent unemployment; they will enable it to
participate fully in the international recovery. The restructuring that is now
taking place in all the major economies is increasing productivity and laying
the foundations for stable growth.
International capital movements on a scale that was not seen until a few
years ago are raising new problems for the monetary system, which can be
tackled only through international cooperation.
In Europe, the single market came into effect this year; it provides the
basis for pursuing more stable exchange rate relationships within the
European Monetary System. Initiatives aimed at fostering the recovery in
economic activity and employment in the Community are to be considered
at the forthcoming Council of Heads of State and Government in
Copenhagen in June. The development and prosperity of the nations that
make up the Community is the ultimate objective, the raison d'être, of
cooperation and integration in accordance with the original spirit of the
Treaty of Rome.
Both the non-inflationary reduction of real interest rates and economic
development call for effective economic policy coordination, not just at
Community level but among all the leading industrial countries, and further
trade liberalization.
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Conscious of the scope of its actions but also of the limitations to which
it is subject and of the national and international context in which it operates,
the Bank of Italy will continue to perform its tasks of regulating credit,
money and interest rates. It will promote the efficiency and diversification
of financial markets, to the benefit of enterprises. It will continue to foster
the modernization of the banking system and its international openness, in
accordance with the policy initiated and pursued with great determination
by Governor Ciampi.
I would like to adopt an expression that is dear to him: "it is up to us".
Businessmen, bankers and organized labour are all called upon to contribute
to the economic and social advance of the country, each acting in their own
sphere and in complete autonomy.
Fully aware of the scale and seriousness of the problems facing us, but
also of the underlying strength of the economy, the efficiency of the
institution I have the honour to lead and the civil motivation and
professionalism of those who work for it, the Bank will continue in a spirit
of public service to perform the tasks with which it is entrusted.
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THE BANK'S CAPITAL AND RESERVES

Capital. — The transformation of some of the publicly-owned credit

institutions participating in the capital of the Bank of Italy into companies
limited by shares as part of restructuring plans drawn up in accordance with
Law 218/1990 and Legislative Decree 356/1990, which was mentioned in
the previous Annual Repo rt , continued in the second half of 1992. In the
course of the year the consequent changes in the Bank's share register were
made pursuant to the Presidential Decree of 6 March 1992 approving the
amendment to Article 3 of the Bank's Statutes, which includes this form of
company among those eligible to hold shares in the Bank of Italy. The
distribution of the Bank's shares at 31 December 1992 therefore differed
from that of the previous year.
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Reserves. - The changes in the ordinary and extraordinary reserve
funds during 1992 are given below; the composition is also indicated in
accordance with Article 2 (6) ofLaw 649/1983.
Ordinary
reserve fund

Extraordinary
reserve fund

1,740,603,396,585

1,877,302,492,118

due to appropriation of 20
per cent of profits for the
year 1991

174,853,415,862

174,853,415,862

due to income received in
1992 from investment of
reserves
.

226,335,721,175

249,026,832,308

due to distribution to shareholders of a part of the
income accruing in the
course of 1991 (Artide 56
of the Statutes)
.

1,419,236,931

1,534,563,069

. 2,140,373,296,691

2,299,648,177,219

Amounts in lire

Balance at 31 December 1991
increase:

decrease:

Balance at 31 December 1992
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PROFIT AND LOSS ACCOUNT
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