Financial Innovation and Monetary Control
in Ttaly *

L Changes in the Financial System in the Last Decade

1. Some characteristics of the ltalian monetary system in the mid seventies

The Italian economic system is characterized by a very substantial
separation between the formation and the use of savings, From midway
through the seventies, most of the pressure leading to the growth of
financial assets has come from the public sector, whose borrowing requi-
rement is now around 70 per cent of total domestic credit. At the end of
1983, the Treasury debt was equal to about 78 per cent of GDP, At the
same time, the amount of domestic credit to the private sector as a
proportjon of GDP showed a downward trend up to 1981 (Graph 1).1

The small number of financial instruments available, the inefficien-
¢y of the capital market and the adjustment, though slow and partial of
bank deposit rates to those on securities helped to keep houscholds’
liquidity preference very high (Table 1).

In the first half of the seventies the proportion of firms in-
vestments coveted by self-financing declined sharply, In the same
period, direct financing, especially by the provision of equity capital,
assumed negligible proportions, As a result, the financing of capital
accumulation called for a marked intervention on the patt of financial
intermediaries in channelling funds from surplus sectors to those with
net financial deficits (Table 3).

* This study was submitted to the Italian National Research Council {CNR} seminary on
“Innovations in objectives and instruments of monetary policy” held at Perugia on 9-10 December
1983. The author wishes to thank P. Nardi for his callaboration in drafting the first part of the
paper and E. Barone, RS. Masera, G.B, Pittaluga and V. Sannucci for their observations on an
eatlier version,

* This downward trend is less marked if account is taken of the funds received from the state

sector and of direct recourse 1o foreign markets.
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The rapid increase until the mid seventies of subsidized credit
granted by the special credit institutions (SCIs)? accentuated the
growing impostance of these intermediaries in the financing of the
private sector, However, at the beginning of the seventies, the SCIs’
ability to attract households savings became weaker (Table 2), Speciali-
sation in fund-raising, which reserves short-term deposits for the
banks, and the rise in inflation, which led to a fall in the public’s
demand for fixed-interest securities, created difficulties for SCls in
fund-raising, As a result, there was a marked increase in the share of
loans to firms by banks, When banks were required to purchase
securities issued by the SCls, a situation was created in-which nearly all
corporate financing came — directly or indirectly via “double interme-
diation”? — from the banks, which therefore expanded their maturity
transformation, In these circumstances, a restriction on bank credit was
very effective in limiting the implementation of corporate programmes
of expenditure. ' - _

The gradual adjustment of the cost of total fund-raising by banks to
changes in interest rates on the financial market allowed banks to
pursue policies of growth in their size and to attract an increasing
proportion of the public’s financial assets. When bank lending -was
limited by administrative controls, the surplus of deposits over loans
was invested in securities (Table 4).

2. Causes of main changes in the financial system

2 1. The most important change in the structure of the financial system
was triggered by the issue of shost-term Treasury bills.

The drive of the monetary authorities, from the mid-seventies on,
to create a broad market for short-term Treasury securities and the
favourable reaction by operators to these financial instruments were due
to the increasing size of public sector borrowing requirements* and to
the increase in inflation.

2 The stock of subsidized credit rose to about 50 per cent of lending industrial credit
institutions from 20 per cent of credit in 1960,

3 Cf, BaNK OF ITALY, Reluzione annuale sul 1982, Table 3; between 1972 and 1981 the supply

. of funds by banks formed about 70 per cent of the resources of the special credit institutions,

4 The state sector’s indebtedness (Table 7) in the seventies was also increased more rapidly
both because of the concentration in the hands of the Treasuty of all receipts and hence of the
responsibility for covering by its own cransfers the needs of all the other public sector bodies, and
because the state sector took over the debt accumulated by social security and local authorities.

Financial Inpovation ahd Monetary Control

225
S A TABLE 4
) SECURITIES MARKET. )
(percentgge qoq;p.osi;ion of ‘ end-of-period stpcks)
L7 Rt 1978 w79 T 1981 1982

Bonds and- . ‘ U :
 Government securities 851 752 750 732 656 394 569
Public sector securities . . - |
. at-fixed interest rates 376 .- 406 - 417 37.6 329 325 249
— at variable interest rates — — . 113 170 182 18.2 28.5
"~ Special Credit Institutions 47.0 - © 461 371 367 39.7 405 37.3
~ Other issucs ' 154 133 99 93 92 88 93
Held by: L | o '
= Bank of Ltaby-UIC : ‘ Lo L : :

(talian exchange authorivies) | 164 195 233 188 186 176 141
wBar'zk: . 431 - 510 . 54.7 57.1 7 - 574 V 4.7 . 54.6
'~ Other financial institutions ~ |+ 5.7 - 5.2 © 35 4.5 54 7.1 | 7.9
- Ewﬁomy and foreign sectos 32.8 243 185 19.6 186 206 ¢ 234
Treasury bills 101 206 214 236 312 373 382
Held by: | A
= Bank of Ltaly-UIC 239 587 104, 76 56 73 8.6
— Banks 741 366 . 582 406 455 32 365
— Other t'nvelstors : 2.0 D47 - 314 42.8 509 383 - 549
Certificates of deposit 4.8 4.2 3.6 ‘ 3.l2 3.2 | 33 4.9
Total (in billions of lire) 60,829 96,438 17*),471' 504,891 . 235,935 'éss,zoz 366,769

. As a percentage ofGDP (678 769 86.0‘ : 758 69.6. | 71 8 78.1
Shalje§ (ma.rke't" value in o : L . i

bl]llpns of lire) 26,335 35,576‘_ - 52,019_ 77,591 203,193 214,274 212,660
Atypicggdl?ecurities i ‘

(in billions of lire) — — — 580 1000 1550 1,950

1 Estimates,
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Recourse to the market only through long-term fixed-interest securi-
ties (apart from postal savings, whose importance gradually decli-
ned) and the Treasury’s access to financing by the central bank were
two factors making for the risk of excessive monetary creation. The
intensification of inflation and the increasing uncertainty as regards
the future evolution of prices and interest rates did in fact lead to a
sharp decrease in the demand for medium and long-term securities,

It was possible to reduce the risk of an excessive creation of
monetary base by extending the range of financial instruments, A
first option was the offer of securities with shorter maturities, which
are less vulnerable to changes in quotations,®

In the second half of the seventies, huge quantities of Treasury
bills were placed with banks, which corrected the composition of
their balance-sheets by reducing both their liquidity in monetary
base and their longerterm fixed-interest government securities,
Later, banks only slightly increased their own Treasury bill pottfolio
and strengthened their intermediation in securities; there has been a
switch towards the public in the placement of Treasury bills,

This switch to short-term securities, with a negatively inclined
interest rate structure, may be only a first line of approach since the
growth of the stock of short-term securities beyond certain limits
Jeads to an excessive supply of liquid assets, As a result, in 1977 the
monetary authorities initiated a gradual consolidation of the public
sector debt by the issue of a medium-term Treasury security at a
variable interest rate (Treasury Certificates of Credit, ie. CCT),
linked to the Treasury bill yield and hence suited to a period of high
and uncertain inflation. In particular, this type of security could easily
be included in banks’ portfolios without leading to the rigidity caused
by the holdings of long-term fixed-interest securities. The variable
rate on Treasury Certificates of Credit has increased the ability of the
banks to adjust to changes in rates, while allowing the monetaty
authorities to reduce banks’ short-term securities, After the refine-
ments effected at the beginning of 1981, and in particular after the
grant of a spread in relation to the six-month Treasury bills, there
was a marked improvement in the placements of CCT, first with the
banks, and then with the public (Table 5). When rates and inflation
are falling, if the spread is kept constant, the substitution of CCT for

5 P, BARFL: “Savings in Tealy today”, in this Review, June 1974.
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_ TARIE 5
INDEBTEDNESS OF THE STATE SECTOR
(percentage composition)
ITEM 1973 1973 1977 1979 1580 1981 1982 1983
. sept,
Treasury bills 11.1 12.2 239 26.4 34.5 385 388 355
Medium and long-
term secutities 26.7 218 225 29.6 232 20.7 233 330
Postal savings 243 19.8 18.4 183 la.d 13.7 118 100
Financing by Bank
of It:ﬂy. (including :
securities) 288 40.7 32.7 228 229 232 210 18.1
Other debts _ 9.1 " 53 25 29 33 39 4.9 34
TOTAL

{inbillions of lire) | 42,219 67,451 104,485 169,062 205,971 258,637 330,223 392,950

Borrowing
requirement
of state :

sector/GDP 89 13.1 11.8 11.2 10.9 13.2 15.5 16.81
Debt of state
sector/GDP 470 538 550 626 608 645 703 7851

1 Estimated data.

Treasury bi]ls may become more rapid. In 1983, the maturity of CCT
was ste.:adlly_lengthened, and the spread was gradually reduced.

Flna.ncmg by CCT does not make it possible to attenuate the
marked increases in the Treasury’s financial burden when interest
rates rise, but it attenuates the potential instability of the markets
caused by the need to make frequent renewals of huge amounts of
the national debt, as when there are gross monthly issues of
Treasury bills equal to 5-6 per cent of GDP.,

2.2. Tbe growth of the Treasury bill and CCT markets has had
extensive effects on the financial system owing to the characteristics
qf the deposits matket in Italy and to the structure of the public’s
financial wealth,

~ In postwar years, the Central Bank preferred not to avail itself of
its power to impose ceilings on rates on deposits, but there were
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forms of self-regulation of rates on funds raised by the banks,
attempts which were given upin the first half of the seventies. The
banks have always paid interest on deposits, even on those on sight
“and on current account, and have altered the interest rates on funds
raised in line with the changes in those on other financial instru-
ments. The difference between the interest rates offered on current
accounts and those on savings deposits, as well as the difference
‘between the yields on sight and on time deposits, was insufficient to
‘make up for the higher liquidity of sight deposits and the services
provided by current accounts; the resalt was a steady loss of
‘importance for savings deposits. The possibility for customers to
obtain the reimbursement of a time deposit before it matures by
‘paying a previously agreed penalty has helped to reduce the banks’
‘interest in these forms of funds, especially in periods of high
fluctuations in rates.® ' .
‘ Competition between banks to increase the size of the funds
raised has led to the failure to respect the agrecments on maximum
‘rates and, as has already been observed, to a tendency for the share
“of banks’ intermediation to increase, As long as the public’s financial
assets were mainly composed of deposits and of long-term’ fixed-
‘interest securities, the banking system increased its share of
intermediation even during periods of rising inflation when real rates
of interest on long-term securities became negative. (Graph 3),
triggering expectations of a fall in the quotations of securities,”
“Confronted with two risks — one of a loss of purchasing power in
their assets - (at unchanged quotationsy and the other of losses in
quotations, savers (when they do not prefer investments' in real
assets or abroad) tend to prefer bank deposits which protect them
from the second danger; in this, they are encouraged by the banks’
active competition for the acquisition of funds”® The positive
correlation between the share of bank deposits in financial assets

¢ The percentage share of time bank deposits in total funds fell from 41 to 11 per cent
between 1960 and 1982; it was only in 1983 that this trend was inverted.

7 In these circumstances, to have maintained non-negative “real” rates on long-term
fixed rate securities would have required a sharp increase in long-term nominal yields, One
difficulty lies in the fact that the monetary authorities’ medium-term inflationary expectations
may differ from those of the public; if 'in order to place government securities, the authorities
ook account of the public’s inflationary expeceations and of the risk premium demanded,
there would be negative effects on inflationaty expectations, If these expectations were not
realized, borrowers’ real burdén would be extremely high.

"8 P BAFFL, I résparmio in Italta, ogge, opcit.:

i
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and_ the course of inflation was interrupted duting the inflationary
period which began in 1976, and to a more significant extent from 1979
on, In these episodes, too, there was an increase in liquidity preference
bgt the §W1't'ch from long-term securities took place towards Tréasur{r
bills, which are a short or vety short-term asset and whose yield can take
full account of inflation expectations,® | '

H

9 The ciispersién ofex i inflation inhe sl i l "
_ di expectations of inflation in the short term is notmally much |
. . 5 ! lat he sl uch less:lar,
;122 f?r the r:lec!mm or long term. In addition, by issuing short-term secu);ities the debtgc?rtizz
% rl;l:nmtlﬁ rates of‘ mterg:st-ensurmg réé;l-l-negative yields, even in periods-of marked inflation.
. ! e -comparisoti between nominal rates and inflation {Graph 3), i it frc
1981, real interest rates have become positive, unlike in of] O CDh ), I eerges L, from
, : : positive, unitke in other periods of restzicti
and '1976), when the peak hominal interest £ y Fhe tise in prices: o fouch o5 1974
: X ‘ ‘ tes wete below the rise in prices; while, i .
earlier phases, the acceleration of prices wa Iy * " D e o
carlier phases, the acecleration ¢ priges was partly “‘unexpected”, the persistence of inflation and
X : ary expectations have resulted in the last fe in the increase in
prices having to be incorporated in interest rates. The 1 i ield oatve was very markod
| 4 T . The inversion of the vield curv I
in 1974 and in 1976-7; it was much less so in 1980 i VS YR
. ; and during 1981 the yield st fla
owing to the more tapid rise in the vields of medium anc T e
e r tapid ris : and long-term assets, However, thi i
cannot be ‘compated with that of the earlicr phases of monetary restrictive pojjcys :iv:?cl:éﬂiz
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The banking system was morc exposed to competition from
Treasury bills, since it had made an excessive reduction in the
differentiation between transaction and investment deposits; the com-
petition to increase the overall size of the funds raised, without making
significant changes as regards the nature of the deposit, increased the
range of the whole level of the rates on deposits, thus weakening the
banks’ ability to react by changing their rates. Severe limits were also
imposed on the banks’ ability to react as a result of the constraints
placed on them (the compulsory requirement, the ceiling on loans and
the portfolio constraint). While, initially, the banks fought disin-
termediation by letting their profit margins slide, at a later stage, in
view of the considerable increase in Treasury bill rates, they allowed
their share of intermediation to fall with a view to improving their profit
margins.

Morteover, households and firms were able to make large-scale
substitutions of Treasury bills for deposits, because a significant share of
deposits was not desired as means of payment, but as a store of wealth
and for precautionary purposes, The demand for bank deposits became
more unstable.

2.3. A second important set of changes in the financial system, which
was partly made possible by the growth of the Treasury bill market, is
mainly due to changes in the administrative regulation of bank credit,
the persistence of inflation and the keener competition on the part of
non-banking intermediaries,

The administrative regulation of bank credit (and especially the
continued application of the ceiling on loans in lire) has gradually led to
the creation or the reinforcement of other channels of financing than
bank loans,

In the two years 1981-2, when the constraints on the expansion of
bank loans were most stringent, the supply of variable rate loans made it
possible for the specialized credit institutions to increase their medium
and long-term lending, Tn addition, there was a very marked increase in
short-term lending of the industrial credit institutions, which can be
mainly accounted for by the substitution of loans which the banks were
not able to grant; these institutions also financed the activity of banking-
related companies (for example, leasing companies), which in their turn

financial market has undergone comsiderable changes; in particular the percentage share of
. variable coupon securities has increased substantiatly,
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also registered a sharp growth in response to the needs of new financial
services requested by firms, '

The banks have partly made up for the compression of lending in
lire by the substantial expansion of lending in foreign exchange and by
the rapid growth in bank acceptances, Nevertheless, in 1981, for the
first time, the banking system suffered a significant loss in its market
shares in corporate financing (Table 3), - 2

The persistence of high and variable inflation, interacting with the
evolution of the various forms of regulation, stimulated profound
changes in the fund-raising instruments of the SCIs. Inflation led to
problems in fund-raising for these institutions, because the specialization
envisaged by credit regulation in Italy limits their operations to the
medium and long term. The SCIs have reacted by extending fund-raising
through certificates of deposit, especially those with a maturity of bet-
ween 18 and 24 months, They have also reduced the maturity of bonds,
The shortening of the maturity of the funds raised has been matched by
that in the loans granted by the specialized credit institutions. Another
important innovation in the institutions” medium-term fund-raising was
the increasingly widespread recourse to variable rate bonds, which, in the
first half of 1983, made up about half the gross issues (Table 6).

More generally speaking, there has been an expansion in the range
of credit instruments offered by the different issuers (specialized credit
institutions, fitms and the Treasury) with a view to attracting a larger
share of saving in financial assets. The supply of financial instruments
with different characteristics makes it possible for investors to diversify
their portfolio, and hence strengthens the demand for financial assets
for a given level of interest rates. 10

19 The financial indexation formulse used have been very varied: while the yield of the
Treasury Certificates of Credit (CCT) is linked 1o that of the six-month Treasury bills, almost ail
the other baskets are composed of short and long-texm rates; the mechanism ofter: pro’vides fora
minimum coupon, and in some cases a vatiable reimbursement premium, '

Indexation to the ECU, as practised by the Treasary and by certain special czedit instirutions
lends itself to protection against the risk of an external loss of purchasing power of the lira and of
its repercussions on the domestic plane; given the limited amount of the issues effected, this
instrument has not yet passed the learning stage for subscribers, ,

€ issue of securities with a capital which can be revalued by a price index has for some years
been practised by institations specialized in building credit, but has so far been by no means
widespread becausc of the scanty knowledge of the instrument and the existence of tax
discrimination, The Treasury has recently issued a limited amount of ten-year secutities indexed by
the GDP deflator at factor cost; a large corporation has offered securities with coupons indexed 1o
the cost of living, :
. Special eredit institutions have experimented, through faitly medest offers, with innovative
financial formulse partly designed to encourage a return by the investor to fixed rate securities,
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_ _ - TABLE 6
GROSS ISSUES AT FIXED AND VARIABLE INTEREST RATES - '
{total percentage composition in billions of lire) ’
Lo e T o ' Speciﬁlizedcredil: S : DR
?ERIOD S Public sector . instiutionss. |+ Othets E ‘TOTAL .
1980 1 i
at fixed rates . .= . 842 331 | 358
at variable rates . 100 15.8 ) 669 T 642
" TOTAL - - = 12951 0 %eld ] 11960 |0 23761
1982 1 o : ) o
at fixed rates - & R X T 437 66| 186
~at variable rates e %04 563 - 934 - 814
. TOTAL . 52212 | a1 | L sa30 0 7L81.
" 1983 (first 6 months) S ! T R
at fixed rates 123 C0505 L 16.3
‘ot variable rates 877 . 4957} 100 ¢ 83.7
TOTAL - - = P -32,500 _' 4,733 C1,922. - 39,155

The rapid growth of certificates of deposit has been encouraged by
the shortening of their maturity and by the entry of new issuers under
the new set of rules introduced -in 1981, Last, but not least, of the
incentives, it' must ‘be remembered  that these certificates have a
considérable advantagé ovér time deposits owing to the more favoura-
ble fiscal treatment and the exemption from reserve requirements which
weigh heavily on bank deposits, even thonghi the two financial instru-
mets overlap at maturities of around 18 months. o

The increasing ability of medium-term credit institutions to collect
funds on the market, with variable rate securities and with certificates of
deposit, has enabled them to keep up with the rapid growth of their
lending, stimulated, at feast inpart, by the compression of bank loans.

The improved adjustment of medium-term institutions to hiigh and
variable inflation has altered their position with respect to the banks, In
the seventies, these institutions had been forced by the fall in the
public’s demand for bonds to place fixed-interest securities in banks’

There have been issues of zero coupon bonds with a completely. capitalized incomie and a life of up
10 10 years, of drop-lack bonds and of variable-rate;securities with a fixed interest bond option,
The Post-OHPi)ce, 1o, has recently tried to itnprove the trend in fund.-raising by issuing a kind
of interest-bearing certificate with a shorter maturity than that of those outstanding, The new
certificates are renewable on sight, doubling the capital after five years and tripling it after eight.
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portfolios, and the “portfolio constraint”  imposed on banks had
institutionalized this connection. The creation of new instruments for
fund-raising was also stimulated by the substantial easing of the
portfolio constraint. ‘ .
In addition to the effect of the increasing independence of the
special credit institutions as regards fund-raising, double intermediation
has also been declining from the second half of the seventies because of
the attenuation of credit specialization. Initially, the greater willingness
of banks to grant medium-term financing at variable interest rates
increased their share in this field. Subsequently, the administrative
compression of bank loans sustained the marked growth in lending by
the special credit institutions, especially in the short-term sector, thus
further weakening the specialization of the two categories of intermedia-
ry. It is probable that the abolition of the ceilings (in June 1983) will
only partly reabsorb these changes in the financing channels,
~ In the financial market, the more and more extensive recourse
to variable interest rate securities (see Tables 4 and 6) has made it
possible to keep open, even when rates were rising, medium and
long-term credit channels which tended to be blocked whenever
monetary policy was tightened, or, more generally, there were expecta-
tions of increases in nominal interest rates, This has attenuated the risk
of an increase in the restrictiveness of monetary policy being concentra-
ted on fixed investments in the absence of administrative controls on

bank credit.
3. Interaction between changes in the financial structure and monetary
policy instruments

' Halfway through the seventies, the banking syétem was intermedia-
ting almost the whole of financial flows. This pattern helps to explain

- the importance attributed to the control of bank credit, and in

particular the introduction of administrative controls designed to
regulate the composition of bank assets. -

After the substantial attenuation of the portfolio constraint in 1978
medium and long-term rates gradually incorporated “anticipated’:
inflation, The marked uncertainty as regards the evolution of inflation
over the whole period of the life of long-term fixed-interest securities
called for a high risk premium on these securities, The yield curve
reverted to a positive slope after a period of several years in which it had
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been mainly falling. The SCIs’ greater flexibility in fund-raising —
owing to the characteristics of the new instruments available — has
helped to overcome the reluctance of the monetary authoritics to allow
interest rates to rise rapidly beyond the short-term segment of the yield
curve.

The prolonged recourse to the administrative control of bank loans
not only weakened competition within the banking system, but helped
to create a substantial extension of alternative financing, which, toget-
her with changes in the technical forms of bank loans, led to the gradual
undermining of the administrative instrument, despite the reduction in
the exemptions aiming at selectivity and the gradually increasing
severity of the ceiling, ! The rates on Treasury securities also gradually
approached those which would have permitted market equilibrium in
the absence of direct controls,

The declining effectiveness of direct controls and the costs in terms
of the reduced allocative efficiency of the financial system, on the one
hand, and, on the other, the changes noted above in the financial
structure induced the monetary authorities to take steps to extend the
scope of monetary policy by controlling monetary base, thus implying
acceptance of wider variations in interest rates, especially in the shorter
~ term,1? '

In 1981, with a view to weakening the links between the creation of
monetary base and the size of the Treasury’s borrowing requirements, it
was decided to cancel the agreement under which the Bank of Italy
undertook to purchase the Treasury bills unsold at auctions, This
implies that money market rates react more rapidly to significant
divergences of the money and credit aggregates from the anticipated
paths and to the evolution of the other more important variables,

As a further move to step up the role of the control of monetary
base creation the monetary authorities, in December 1982, extended the
compulsory reserve in monetaty base to every form of funds raised by all
banks and increased the coefficient in order to exercise closer control
over the growth of deposits. In particular, the yield of the compulsory
reserve was raised relatively to the certificates of deposit issued by the

11 This experience recalls the more general teaching ﬂfd]. Tobin on the advisability of a
greater uniformity of controls for the different financial intermediaries,
12 The decision not to renew the ceiling for the second half of 1983 (accompanied by the

temporary adoption of a flexible system of monitoring) does not necessarily imply that the

monetary authorities will no longer have recourse to this instrument, despite the tendency to give
greater scope to market forces, The experience from 1976 to 1983 has in any case confirmed that
the effectiveness of the ceiling is linked to the temporary nature of its application.
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banks, in order to encourage a more precise differentiation between
deposits constituting means of payment and those representing a more
stable form of savings.'? The lack of a significant distinction within bank
funds has led to the slow spread to the whole mass of funds of changes in
interest rates, The imperfect competition on the deposit matket has been
the main cause of the delay with which rates on bank deposits usually
adjust to the market rates, The combination of these two factors has
gradually propelled the rates applied to the whole of deposits upwards,
and this has led to situations in which the average rate on bank funds has
tended to increase still further despite the fact that the money market
rates had already been falling significantly for one or two quatters (as in
1982), thus hampering the adjustment of the cost of credit. On the other
hand, the negative effects on the extent and predictability of changes in
interest rates would have been much greater if the changes had been
promptly reflected on all the funds collected by banks.

The efficient functioning of the money, deposit and credit markets
is one of the conditions for the rapid transmission of open market
interventions and for the avoidance of excessive fluctuations in interest
rates, In particular, delays in the reaction of operators mean that credit
control by interventions in the money markets may be too slow and
hence ineffective in the short term, If, in order to make up for delays,
changes in interest rates on Treasury securities were made larger, the
control via rates would become more costly in terms of market stability,
In addition, there would be repercussions on the Treasury’s financial
burden, both because of the huge size of the debt and because the debt
is Jargely a short-term one and in securities at variable rates.

i Certificates of deposit ought to help to make competition on the
-+ deposits market less impetfect and at the same time, by encouraging a

.- more precise differentiation between bank liabilities, they ought to
- prevent liability management from having repercussions on the interest
“rates on all deposits. By acting through the yield of certificates of
~deposit, the money matket rates of interest ought to have a quicker
- impact on the cost of credit, especially after the suppression of the
-~ ceiling on loans, But such an impact scems to call for a greater easing of
- the burdens on this form of fund-raising, i.¢, for greater incentives, and,
- at the same time, 2 significant stepping up of the minimum denomi-

, - "Mmm}mm —

w20 13 The incentive as regards certificates of deposit is granted if the maturity of the certificates
i1 is not less than six months, ﬂ’?; are not reimbursable by the issuer before maturity and they can be
. negotiated at cutrent yield on the money market.
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nation especially for the shortest-term certificates. In particular, the
certificates will become an important instrument in the banks’ liability
management when the banks have reduced the stock of short-term
Treasury securities in their portfolio, ‘ ,

Until the present time, the growth of efficient markets has been
mainly in those for Treasury securities. There has been less pressure on
banking intermediaries to increase their efficiency, partly owing to the
administrative controls, The central bank has atmed at increasing
competition by authorizing the opening of new branches; and more
recently it has abolished the ceiling, For their part, the banks, in order
to reduce the stickiness of the rate on loans, have initiated a more
flexible procedure for fixing the prime rate.

Greater efficiency in the capital market can be obtained by the
operation of investment funds whose establishment has only recently
been approved. In particulat, these new intermediaries and the mer-
chant banks, which ought to be set up in the near future, will be able to
petform an essential function in increasing the demand for, and the
supply of, risk capital. In addidion, these new intermediaries will be able
to compete with banks and SClIs in attracting households’ savings.
These institutions are likely to show great interest in investment funds
and in merchant banks. On the one hand, these new instruments will
enable the banks to manage a larger share of the public’s funds and, on
the other, to improve the quality of bank credit by encouraging firms to
issue equity capital.

II. Some Implications for Monetary Policy

1. Effects on demand for }noney and problems of defining monetary
aggregates

1.1 Financial innovations have influenced the demand for money (M2)
in Italy: the ratio of the stock of money to GDP shifted markedly
downwards between 1979 and the first half of 1982 (Graph 2). After an
acceleration mainly caused by disturbances in the financial markets, in
1983 the growth in bank deposits came back into line, by and large, with
the growth of income, and was much lower than that in overall financial
assets, thus permitting the continuation of the gradual recomposition of
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financial wealth. While, in a first phase, bank disintermediation took
place in favour of short-term Treasury sccurities, there has more
recently been a sharp rise in the demand for medium-term securities,
although at variable rates; from 1981, there has been a stepping up in
competition to bank fund-raising by other operators, mainly SCIs,

'In 1980-81, there was also a rapid expansion in the bank acceptan-
ces owned by the public, but there was subsequently a fall in their
holdings of these instruments, and the decline was still more rapid afrer
the ceiling was removed. In 1982, there was a rapid growth in
repurchase agreement operations by the banks with their customers,
“After these operations were made subject to the compulsory reserve,
~ with the same coefficient as that for other deposits, there was a marked
+* drop in their size, ,

_ The percentage share of bank deposits of the private sector

- “(households and firms) in total financial assets, which had been rising

- from the beginning of the fifties and reached 54 per cent in 1977,
.. inverted this tendency, and it can be estimated that, at the end of 1983,

it will come down to below 40 per cent (Table 7). '

S The fluctuations in the money supply (M2) have been more
- extensive than those in the public’s liquid assets (M3) (Graph 2); some

- - banks have begun to issue certificates of deposit in order to reduce the

< instability of their intermediation.

L e e

*.1.2. Financial innovations in Italy have raised problems as regards the -
- definition of wider monetary aggregates, since the boundaries between
- the different assets with a high degree of liquidity have become more

~ . blurred, o . : |

. Even before the innovations and the changes in the financial
:Systems witnessed in recent years, the characteristics of the deposits
.market in Italy made it impossible to effect a meaningful distinction
etween M1 and M2; the difficulty still persists, This is also beeause
: yields on chequable deposits change with market rates, and hence these
“deposits are not only used for current transactions, but, like savings
deposits, are held as a liquid component in the stock of wealth 14 The
_tesult is that, in Ttaly, it is practically impossible — except in the case of
currency — to identify a monetary aggregate that serves only as a means
.Of:p'ayment for current transactions. In addition, the small share of time

¢ 1 F. CoTULA, “La domanda di moneta” in Part If of the Rivista di politica economica
: Junie 1971, o '
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TABLE 7
TOTAL FINANCIAL ASSETS OF THE ECONOMY
(percentage compaosition)

ITEMS 1960 1570 1977 1982
Liquid assets 39.7 55.0 68.3 59.7
— notes and currency 6.4 6.8 5.9 4.3
— bank deposits 27.3 41.9 54.0 422
— postal deposits 6.0 6.3 6.1 3.9
— Treasury bills — — 2.3 9.3
Bank acceptances — — — 0.2
Other deposits 0.7 1.7 15 1.9
Medium and long-term

securities 9.6 12.3 7.0 6.3
Other financial assets 42 6.1 3.3 39
Shares and participations 44.0 14.6 9.9 29
Atypical securities — - e 0.3
Claims on foreign sector _ 1.8 10.3 8.1 4.8

TOTAL 100.0 100.0 100.0 100.0

deposits implies that almost all saving deposits can be rapidly transfer-
red with moderate transaction costs to chequable accounts, These
characteristics help to explain why the financial innhovations carried out
in Ttaly, unlike those in other countries, have not so far affected the
payments system to a significant extent,

The introduction of Treasury bills has led to the definition of a
larger aggregate (M3), which differs from M2 in that it includes assets
with a high degree of liquidity but a market value that is not certain
before maturity.

The more recent introduction of bank certificates of deposit ought
to lead to the definition of a new aggregate between M2 and M3. The
definition of M3 is the nearest one to a2 measurement of the economy’s
liquid assets; the definition of M2, on the contrary, is relatively more
appropriate as an indicator of monetary policy. The prices of bank
certificates of deposit, like those of Treasury bills, are affected by
market conditions, but these certificates form part of bank funds and
are subject to the compulsoty requirement,
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Repurchase agreement operations of banks with their customers
ought to be included in the money supply (M1 and M2). Moreover,
there may be grounds why M3 should include the bank acceptances
purchased by the public, with a maturity shorter than the average one of
Treasury bills and for which a secondary market had begun to develop.
However, these are problems which, empirically, are still unimportant,
given the modest amount of these financial instruments,
~ The degree of liquidity of the Treasury Credit Certificates (CCT) is
certainly lower than that of Treasury bills owing to their longer
maturity. If there is an excess supply of CCT, the price of these

_securities on the secondary market suffers a fall which can be reab-
sorbed only if their yield is brought back to the equilibrium level at
© 'the time when the coupon is revised, Until then, the sale of these
~ securities involves a loss on capital account, With the incréase of the
coupon, there is no longer any incentive to convert the securities into
. cash; but the increase in the yield of new issues of CCT can be achieved
" through adjusting the spread as well as the rate at which the coupon is
indexed.
~+.  The shifts in the demand function connected with financial
.- innovations have certainly increased the difficulties in using monctary
. aggregates as a guide to monetary action,
oo In the transitional phase necessary for operators to learn the
. characteristics of the new instruments and for the readjustment of the
- stock of financial wealth, the demand for money is certainly less stable
and predictable than in the previous situation. The changes in the
.- financial structure, the disturbances on the money markets (changes in
- mood, news which creates alarm etc) can lead to fairly wide shifts of
“funds between the different components of liquid assets, This evolution
+ miakes it more necessary to assess the extent of the shifts in the demand
-for' money in order to use monetary aggregates as a guide to the control
. of ‘monetary base. However, difficulties may arise, at least in the
" very short period, in 1dent1fy1ng the size of the Shlfts in the demand
.+ for bank deposits or the short-term divergences from long-term demand
- which must be tolerated in the pursuit of a stabilization policy, For the
. same reason, the central bank’s action must be flexible and refer to
. other indicators such as corporation liquidity, M3, total financial assets,
~teal interest rates, the rate of exchange of the lira, the composition of
- the channels for the creation of monetary base, and the expansion of
o credit.
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1.3 The creation of new instruments may also give rise to problems of
measurement and regulation as regatds the flows of Credlt to- the
non-state sector,*

* At the end of 1982, about 60 percent of outstanding credit to the
private sector (excluding foreign indebtedness) consisted of bank loans,
and 33 per cent of SCI loans. The flow of credit, however, reflects a
certain weakening of the dominating role of the bankmg system and of
the SCIs (Table 3), especially if account is taken of the increase in the
raising of equity capital and of direct recourse to foreign markets, The
share of financing intermediated by the vast range of operators who
have come into the market more recently (real estate funds, financial
managements etc), though relatively modest if seen against the size of
the stock of other financing, has achieved significant levels in terms of
flows; these non-banking intermediaries, who can engage' in doot-to-
door sales systems, have considerable advantages over those intermedia-
ries who are subject to more severe controls, In order to control the
overall financial flows, the Bank of Italy has power to llmlt the
maximum amount of each issue of “atypical” securities,1®

These chariges in the financial structure have increased the degree
of substitutability between the different credit channels, and hence have
weakened the effectiveness of the administrative measures designed to
regulate particular segments of the credit market. The shifts between
the different forms of financing, on the contrary, do not detract from
the effectiveness of monetary policy if the action of the monetary
authorities is based essentially on market interventions, which operate
by means of the rates of interest, and is aimed at contro]]ing total credit
to the private sector,V’ \

The attenuation of the specialization of the two main categories of
intermediary has also reduced the scope for regulating the composition
of credit with a view to influencing short-term credit and investment
financing in different ways. However, in this connection, it has been
pointed out that the changes in the financial market make it possible to

“dispense with .the forms of selective contral aiming at offsetting the

15 In the formulation and pursuit of a target confined to credit to the non-staté sector,
considerable problems arise owing to the difficulty of quantifying and forecastmg the intricate
pattern of the flow of funds between the public sector and firms,

. 16 For thiese new instruments,the other crucial problem is that of maintaining the transparen-
¢y of their conditions and avmdmg the citcurnvention of the safeguards for savings in order to
preserve orderly conditions in the markets,

17 In the longet run, however, intovations increase the demand for financial assets, for a
given level of interest rates, and hence tend to expand the supply of credit.
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undesired consequences of credit restrictions on the avallab]lltles of
medmm and long-term capital,

2. The effectiveness of the éon:rol of monetary and credit aggregates and
the variability of interest rates

2.1 The adjustment of interest rates on bank deposits to rates on

* securities had already attenuated the impact on the demand for money
-+ “of changes in the rates on Treasury securities which constitute the
‘. egsential vehicle of monetary control.
7 At the limit, if the rate on deposlts were at once fully adjusted to
. yields in the money market, an open-market operation would absorb
. monetary base and would increase the rate on short- term Treasury

~ ‘securities, but would not influence the amount of money demanded. '8
7 Asa "result of this sensitiveness of the rate on deposits to the rate on
. Treasury securities, the achievement by the central bank of a specific
i :monetary target ca]ls for a change in interest rates which would be all
. 'the greater, the more complete or rapid the adjustment of the yield of
1 total bank deposits to changes in the rate on Treasury securities. The
" relation between rates of interest and monetary aggregates becomes
" imore uncertain because it depends on a set of reactions by the public
. andthebanks, '
~+ Inan initial phase, the introduction of Treasury bills, which have a
- high degree of substitutability with deposits, increased the tendency of
“*“rates on bank deposits to react to market rates because of attempts by
. sthe banks to defend their share of intermediation despite the shifts in
- the demand for money. The stronger reaction of rates on bank deposits
- to market rates was also encouraged by the increase in the Treasury bill
. component in the banks’ assets, The race between rates on deposits and
'_'_‘_those on the other financial assets was stepped up, and there was an
increase in the uncertainty of the relations between the instruments of
“monetary policy, the monetary aggregates and the level of interest rates,
. Subsequently, as noted above, banks accepted a reduction in the share
_of mtermedlatlon in order to restore their profit margins.

: '8 “Efforts to keep the growth of such a money variable within narrow limits eould foster
- wider short-run fluctuations in interest rates, Eventually, of course, increases in interest may slow
-:income growth and thereby moderate the demand for M2, In effect such a process amounts to
s Omngnme economy to slow money growth, a sequence the reverse of that contempiated in the use
~of 4 financial vetiable for monetary targeting”. LE. GRAMLEY, “Financial Innovation and
- Monetary Policy”, Federal Reserve Bulletin, Vol. 68, no. 7, July 1982; p. 397.
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2.2 Financial innovations have increased the elasticity of the demand for
money to the rates of interest on alternative financial assets, and they
have made available financial assets which, owing to their degree of
liquidity, are a better substitute for bank deposits than long-term
fixed-interest securities, Up to the mid seventies, these securities offered
the only alternative to deposits,

It is probable that the positive effect on the elasticity of demand for
money of the new financial insttuments has so far been greater than the
negative one linked to the switch towards securities of investors with a
higher elasticity to rates of interest, This means that a given change in
the differentials between rates of interest tends to give rise to wider
shifts than in the past between the different liquid or semi-liquid assets,
and these shifts can take place rapidly, On the other hand, this makes
possible the absorption of a given amount of monetary base with smaller
changes in rates than in the periods in which there was a smaller
elasticity to the rates for the demand for money,

This conclusion is strengthened if account is taken of the tendency
for the burdens on banks caused by the compulsory reserve to increase,
both through the ratsing of the coefficient and the rise in market rates.1®

There has also been a tendency for the taxation of bank deposit
interest to be increased, so that taxation is now much heavier than on
other financial assets, These increasing burdens weaken the ability of
banks to react to increases in market rates by raising their rates on
deposits.

2.3 From midway through the seventies, there was a significant increase
in the extent of the fluctuations in interest rates, This development was
mainly the consequence of the greater variability of inflation and of the
gradual disappearance of “money illusion”, The greater variability of
the rates also flows from the increased volatility of international market
conditions and from the marked and erratic expansion of public-sector
deficits which was coped with by a more severe control of bank
reserves,

Financial innovations and the substantial attenuation of admini-
strative controls on credit, by increasing competition, encouraged a
more rapid adjustment of intefest rates to market conditions and, to-a

1% The greater flexibility of the securities portfolio, obtained as a result of the gradual
extinction of fixed-interest fong-term securities and the increase in variable interest securities, has
acted in the opposite direction.
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certain extent, greater interaction between rates in the different mar-
kets. This development, however, does not necessarily imply that
financial innovations cause weder fluctuations in rates; for example, if
the transmission of the effects of open-market interventions on bank
rates on loans becomes more rapid, the initial impact on Treasury bill
interest rates will be smaller for 2 given objective in terms of the amount
of credit, In addition, as already noted, the increase in the elasticity of
the demand for money and monetary base makes it possible to achieve a
given absorption of money and monetary base, other factors being
equal, with smaller changes in rates,

2.4 The changes in the financial structure have also affected the
- monetary multiplier, First of all, Treasury bills in the seventies substitu-
.- 'ted substantially for the banks’ liquidity in monetary base. In addition,
~ in fhe second half of the seventies, there was a marked decline in the
- demand for currency, probably because of the changes in how wages
- and salaries are paid and greater recourse to bank money, a trend
‘. stimulated by higher rates of interest on deposits, the increase in bank
. offices and the spread of credit and cheque cards. These trends have led
" to a sharp increase in the money multiplier. The effects of these changes
- may be offset by appropriate changes in the creation of monetary base,
. “although with some difficulty, because it is less easy to forecast the
'demand for monetary base,
R However, a higher multiplier of monetary base reduces the efficacy
" “of the control of money and credit aggregates, because it amplifies the
.. éffects of marked accelerations of the Treasury requirements, which, in
- the short term, can also be reflected in the evolution of monetary base.
=+ In order to stabilize the growth of deposits, by reducing the
multiplier of monetary base, the monetary authorities significantly
“increased the compulsory reserve coefficient. This measure obviously
‘reduces the competitiveness of the banking systemn wis-d-véis other
~ financial intermediaries which are not subject to the same constraints,
--since the rate of interest on the compulsory resetve is at present well
“'below market rates.2® On the other hand, the correlation of this
- differential with the rates on Treasury securities increases the effective-
ness of monetary action (cf, section 2,1) 2

20 In the event of a gradual attenuation of exchange control, the substitutability of liquid

assets in lire for those in foreign exchange would increase, The heavier burdens on Italian banks

-will possibly reduce their competitiveness with foreign banks as well.

S MLSARCINELLL, “Gli strumenti della politica monetatia come fattori di disintermediazione
bancaria: quali prospettive per il fururo?”, in Fconomia italiana, no. 2, Jane 1982, p. 191.
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2.5 With reference to the IS - LM model, the increase in the elasticity of
the demand for money ought to have attenuated the slope of LM, If we
suppose that the slope of IS is unchanged, the disturbances of . a
monetary nhature in the new situation will have smaller effects on rates,

and hence, for a given elasticity of aggregate demand, will cause smaller

short-term fluctuations in economic activity,22

A greater ability of the system to absorb monetary shocks Wﬂl not
necessarily reduce the effectiveness of monetary policy. 23 Tt may only
mean — if the relation between monetary instruments and final
objectives does not become more uncertain (see sections 2.1 and 2.4) —
- that the monetaty authorities will have to carry out more extensive
interventions in order to produce a given change in the rates of interest,
on the hypothesis that these variables are the crucial link in the chain of
the transmission of monetary policy. In particular, if monetary and
financial markets become deeper and more efficient, an increase in the
size of the central banks’ interventions will not mtensﬂfy the markets
instability, which might put obstacles in the way of monetary action.

A broader analysis is needed to take account of the implications of
the strengthening of competition and the gradual increase in the
efﬁciency'of financial markets and intermediaries which seem to be
under way in Italy, This evolution should lead to a more balanced
structure in the external financing of corporations and to a reduction in
its cost. :

The evolution of the structure of the financial system may also
influence the stability of corporations, and hence that of financial
intermediaries, In Ttaly, the weight of corporate indebtedness in total
financing (both internal and external) has been reduced since the mid
seventies; at the same time, the composition of indebtedness has shifted
towatds short and medium-term variable rate debt, In addition, the
level of nominal and real rates has risen sharply. above that in the
seventies, The factors in the financial fragility of corporations and in the
financial system have thus changed, but they have not been eliminated;

22 In the transitional phase of the spread of the new financial instruments, it has been
observed, however, that the demand for money is more unstable, and hence the shifts in LM may
be greater and such as to prevail over the influence of a higher elasticity,

On the same hypotheses, the disturbances from the “real” sector, such as an unexpected
change in the public sector deficit or an alteration in the propettsity to consume tend, on the
contrary, to have wider effects on the level of economic activity, because the system is more elastic
and manages to damp down the repercussions on interest rates. The effect on the level of activity
would be weaker if the slope of IS were also less steep.

#* In the sense indicated by W. BRAINARD, “Uncertainty and the Effectiveness of Policy”,
American Economic Review, May 1967,
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the wider changes in interest rates, owing to the more serious repercus-
sions on the cash flows, increase the potential instability of corporations,
at least of those with a less well balanced liability structure,

On the other hand, in a phase of declining inflation, a considerable
share of medium and long-term fixed-interest indebtedness obtained at
high nominal rates would be extremely risky for firms. Hence, when
inflation and interest rates are high and volatile and production is rising
only slowly, firms’ liability structures must minimize the risk of cash flow
crises while also avoiding excessive real interest burdens. If the corporate
financial structures were better balanced and able to adjust to different

. situations, the costs of a restrictive monetary policy would be less; it is
" often precisely the undesired effects on the productive system which limit
* the persistence and the severity of a monetary restriction,

|

3. Changes in the channels of transmission of monetary policy

For firms as a whole, the weight of indebtedness in total financing
- has declined since midway through the seventies. The fiscal discrimina-
- tion which hampered the collection of equity capital has been largely
- eliminated, The recent creation of investment funds ought to sustain the
. demand for shares, The dominating position of the banks has been
“eroded, and there has been a marked drop in double intermediation
- (Table 3 and 10). There has been an increase in the competition between
.~ financial intermediaries and in the substitutability between the different
‘channels of financing. There has been a reduction in the degree of
- concentration within the barking system, As a result, the control of bank
~“credit is no longer sufficient to regulate total ﬁnancmg to the private
-~ sector, and in particular the administrative controls on bank credit have
become less effective and more costly to run.

- In addition, the public sector’s requirement has increased very fast,
and there has been an expansion in its share of the total domestic credit,
:Thls trend has stepped up the need to stimulate the demand for financial
‘assets by means of adequate rates of interest in order to contain the
‘expansionaty effects of public deficits, Financial innovations have
expanded the range of credit instruments; there has been a reduction in
the share of money in total financial assets, and this has been especially
marked in the new flows, Efficient markets have developed for
short-term and variable rate longer-term securities, There has been an
expanslon in the range of instruments issued by financial intermediaries.
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The interest rate elasticities of the demand for money and securities
have increased, It follows that there has been a marked reinforcement in
the possibility of readjusting the portfolio of the public’s financial assets
through changes in interest rates without producing the serious reper-
cussions on the medium and long-term capital market which were
characteristic of the financial structure of the first half of the seventies,

The pursuit of a closer control of bank reserves has effectively
helped to increase the variability of interest rates, The effects of the cost
of credit have become more important than those connected with the
availability of credit. The reduced impact of the administrative control
of credit does not undermine the effectiveness or the importance of the
monetary authorities action via the credit market,24

The elasticity to interest rates of the individual components of the
demand for credit has certainly been increased (section 1.3). The
prolonged period during which real and nominal interest rates have
remained at a very high level has probably also raised the elasticity of
firms’ total demand for credit. Particular importance has been assumed
by the changes in the nominal rates on the cash flow, Other factors which
have helped make the demand for credit more elastic have been the fall in
the share of subsidized credit in total financing, and, more recently, the
increase in the importance of corporate liquidity management.

In the opposite direction, the spread of long-term variable rate
tinancing has probably decreased the sensitiveness to the current rate of
expenditure on fixed investments because of the reduced uncertainty as
regards the real rate and of the disappearance of the speculative reasons
which, in the past, led, when rates were high, to the postponement of
investments, In addition, the increase in the share of credit absorbed by
the public sector, which is inelastic to market conditions, has tended to
make the overall demand for credit more rigid. If it is not possible to draw
definite conclusions as to the direction in which elasticity to the rate of
total credit has moved, it is extremely probable that there has been an
increase in the elasticity of credit to the non-state sector, As already
mentioned, there has also probably been an increase in the interest rate
elasticity of the demand for financial assets, and correspondingly of the
expenditure on durable goods and the desired composition of wealth,

24 In the short term, the elimination of the administrative control of loans can reduce the
rapidity of the impact of monetary policy, but this impact of direct controls is gradually reduced the
longer they last, In addition, financial innovations tend to increase the rapidity of the transmission of
the effects of open-market operations to the cost of credit,
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The changes described seem therefore to imply that the objecti-
ves of monetary policy can be effectively pursued, but essentially via
interest rates regulated by the control of the composition of financial
assets and of the creation of monetary base. The changes over the last
few years in the relative importance of the sstruments of financial policy
are in line with the altered importance of the different channels of
transmission of policy and with the evolution of the structure of the

financial system.,

S

4. Effects on the choice of poinis of reference for monetary action

© 4,1 A guide to monetary action is often offered by intermediate
. variables lying between instruments and final objectives to which a
- numerical value is sometimes assigned. This becomes a target for the
central bank (intermediate objective).
Two different reasons justify the recourse to intermediate objecti-
.~ ves, The first is based on the technical problems arising in the
- implementation of monetary policy, and especially a) on the long and
- ‘yariable lags with which monetary action influences the final objectives,
“-and b) on the uncertain situation in which the central bank is
- operating 25 A second reason bases recourse to intermediate objectives
* mainly on the effectiveness of the announcement of a monetary target in
- influencing expectations of inflation, and hence on a more rapid change
.- in operators’ behaviour,
A reply to the problems posed by the uncertainty in the relations
* between instruments and final objectives and by the long lags is
“ provided by a gradual use of the instruments: the instability in the use of
- the instruments can be avoided by effecting only a partial adjustment of
“the instrument to the value necessary for the complete attainment of the
{final objective 26 The gradual approach to the use of the instruments,
‘however, is necessarily accompanied by the acceptance of a greater
variability in final objectives. This approach dispenses with the determi-
‘nation of intermediate objectives in the narrow sense, and is

?3 The clements of uncertainty include the relations between monetary instruments and final
bjectives; possible divergences of exogenous variables from the values assumed; the relations
: between exogenous variables and final objectives; and the nature of the disturbances, due in part
© delays in obtaining information.

-+ 26 W BRAINARD (1976), op. cit., p. 415, and R. HoLBROOK, “Ofptimal Economic Policy and
the Problem of Instrument Instability”, Anzerican Economic Review, March 1972, p. 64.
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based on the use of variables which contain information especially on
the future effects of the monetary action already carried out.2? . .

A reply to the problems created by the uncertainty as regards the
origin of the disturbances in order to minimize the divergences of the
final objective from the values assigned is that given by W. Poole 28 In
this case, an mtermediate target is singled out to which the central bank
must adhere. This target may be in terms of rates of interest or quantity
of money, depending on the nature of the disturbances,

4.2 The Bank of Italy’s action has usually been guided by the evolution
of the variables representing the final objectives of monetary policy and
by a set of intermediate variables expressing credit and monetary
aggregates and rates of interest, _ ‘ ‘
In the second half of the sixties, preference was given to stabilizing
the long-term rate of interest. In the seventies, the main point of
reference, on the contrary, consisted essentially of the variables expres-
sing the expansion of domestic credit. This switch in emphasis from
interest rates to the amount of credit is explainable by the different final
objectives in the two periods and the different conditions as regards the
stability of the economy; in the sixties, the financing of the growth of the

economy -constituted the main objective; from the mid-seventies, the’

problems of inflation and the balance of payments were the dominating
issues, In addition, the strong and by no means transitional inflationary
pressures, of both domestic and foreign origin, made it more difficult to
assess the degree of restriction implicit in nominal rates of interest.
Disequilibria in the balance of payments led to credit aggregates being
given priority over monetary ones,??

27 A different reply to the problem of long and vaziable delays has heen given by the approach
that identifies an intermediate objective in terms of the quantity of money to which the central bank
must adhere,

28 %W, PooLE, “Optimal Choice of Monetaty Policy Instruments in a Simple Stochastic Macro
Model” in Quarterly Journal of Economics, no. 2, 1970,

2% As is well known, when there is a disequilibrium in the balance of payments, an
intermediate objectivé for the amount of credit automatically triggers the adjustment of domestic
demand via the liguidity effects produced by the evolution on foreign account and makes it
possible to keep down pressures on the rate of exchange. On the contrary, if the monetary
authorities wished, i these circumstances, to adhere to an intermediate target for the amourst of
money, they would sterilize the impulses to the adjustment of the economy flowing from the
balance of payments, and the disequilibrium on foreign account would tend to have repercussions
on the rate of exchange, The crucial role of foreign trade and the high degree of indexation
characteristic of the Italian economy reduce the effectiveness of the depreciation of the exchange
rate in absorbing the foreign-account disequilibria and increase the cost in terms of inflation,

The greater emphasis placed on the expansion of credit than on other monetary variables is
also due to certain characteristics of the Halian financial system, particularly those affecting the
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In recent years, although the most important point of reference has
remained the expansion of credit, greater attention has been paid to the
control of the composition of the stock of financial assets, This variable
is one of the fundamental determinants of interest rates which are the
crucial factor stimulating the demand for financial assets and keeping
down the demand for credit,

We can try to make a rapid reconnaissance of the possible role of
the different “intermediate variables” as a guide to monetary action
after the changes which have taken place in the financial system and in
the weight of the different channels of transmission of monetary policy.,

-

4.3 In particular, brief reference should be made to the role of the
+ “total domestic credit” aggregate, which is defined as the sum of total
. domestic credit to the private sector and the domestic borrowing
- requirement of the public sector, The breadth of the definition makes
possible a fair degree of correlation between the stock of this aggregate
~and GDP, at least in the medium term 3° although the effects of credit
- on the level of economic activity are not independent of its distribution
‘between corporations and the public sector and of the composition of
financial assets which are created in the process of financing public
requirements and those of the private sector (see Graph 1),

. The ex ante comparison between the demand for financial assets
-and the expansion of total domestic credit makes it possible, for a given
_capiral movement, to check the consistency between the forecast of the
‘uses and formation of national saving and the objective in terms of .
current foreign account. The balance between the supply and demand
of financial assets is in fact only a different way of representing the
quilibrium between the demand and supply of real goods 31

- In other words, the comparison of the expansion of toral domestic
redit with the public’s savings channelled into financial assets is a
heck on the compatibility of the level of economic activity with the
-_pubh'c sector deficits and the external constraint. For this reason, total

sources of corporate financing, the characteristics of the market for bank deposits, and the
tipletely dominant role of banks within the Tralian financial system; in the preceding sections
f_:_hat_re examined certain aspects of the changes already effected in the financial system and of the
olution under way.

30 Je will be remembergd that the algebraic sum of the stock of TDCs and of official reserves
s the net foreign borrowing of the banks is identically equal to the stock of the public’s total
miestic financial assets.

2 E.”COTULA, “Finanziamento delleconomia, disavanzi del settore pubblico e politica
onetaria”, Bancarta, 1975,
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domestic credit may be an important variable in the coordination of
budget and monetary policies and may be a focal point for overall
economic policy action.

Precisely because this aggregate is composed of a fundamental
measure of budget policy (public sector botrowing requirement) and of
an important intermediate variable for monetary policy (domestic credit
to the private sector), it cannot, except in some emergency phases, form
the intermediate objective of short-term monetary action,32

The marked expansion in public sector borrowing requirement
which is at present about 70 per cent of total domestic credit and the
huge divergences noted in certain years, such as 1982, between the
observed requirement and the one set as an objective have proved that
total domestic credit cannot be the intermediate objective of monetary
policy alone 33

A variable which is more effectively controlled by the central bank
is that part of TDC formed by credit to the non-state sector.

The expansion of credit to the private sector is already an
important point of reference in the yearly period in programming and in
the implementation of monetary policy in Ttaly, Even the use of this
credit aggregate, however, is not free from problems, There is a diffe-
rence, for example, between the implications of a divergence of credit
expansion from the programmed evolution depending on whether the
undetlying causes are a fall in productivity because’ of a decline in
production or a speculative increase in stocks 34

The correlation of TDC with GDP may, on the contrary, make this
aggregate useful as an element in medium-term anti-inflationary strategy
in which the government authority fixes its targets in terms of GDP,
prices, borrowing requirement of the public sector, and in particu-
lar public expenditute, 3% For the TDC to help effect coordination

3% F. CotuLa, “Gli obiettivi intermedi della politica monetaria”, Chapter XXV, in Lz politics
munetaria i Italia, edited by F. Cotula and P. de” Stefani, Il Mulino, 1978; G. Vactaco, “Politica
monetaria e credfto totale interno” in Lz programmazione dei flussi finanziari, edited by G. Vaciago,
1 Mulino, 1983,

33 R.S. MASERA, “Politica monetaria e politica di bilancio: intreccio o dicotomia?” in Rivésta
dt Politica Economica, February 1983,

34 Moreover, the expansion of credit is influenced by changes in the composition of the
branches of economic activity which are growing and the change in the proportion of indebtedness
used in order to buy financial assets, In addition, the expansion of credit to the private sector may
indicate the effects of monetary action later than other variables.

3% Ct. for example Piano Triennale 1979-81 — wuna proposta per lo sviluppo, una sceita per
P’Enropa, a document prepared by the Ministry of the Treasury, August 1978, I/ Sole - 24 Ore,
1 September, 1978.
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between monetary and budget policy, without that simply meaning that
the residual magnitude is corporate financing, the public sector re-
quirement and TDC must be identified simultaneously for given final
objectives,

4.4 In the preceding sections, we have examined the effects of financial
innovations on the demand for money.36 We noted that these factors
make it more difficult to use monetary agdregates as a guide to action in
monetary policy, especially in the phase in which the effects of financial
innovations are more Intense and more uncertain.

On the other hand, in tetms of Poole’s analysis’ 37 in a phase of
important and widespread financial innovations, the disturbances of a
purely financial nature may well be the ones which normally prevail in
the very short term, It follows that the daily action of the central bank
can be guided by the use of a point of reference, albeit a temporary and
variable one, in terms of interest rates, The attenuation of purely erratic
fluctuations in rates is a very different criterion from pegging 3

In addition, in Italy, the huge dimensions of the flows of expendi-
ture and receipts of the state sector and the lag in the present system of
compulsory reserves may contribute to give rise to temporary blow-ups
or shortages of liquidity in monetary base. In these circumstances, if
daily interventions on the markets were guided solely by information on
~ gross bank liquidity, the erratic oscillations in interest rates would be
- greater; the higher risk to which intermediaries dealing in securitics

. would be exposed would hamper the orderly working and the growth of
“ the markets,
: Moreover, membership of the EMS, which imposes the obligation
to keep exchange rate fluctuations with respect to other currencies in
the system within a pre-estabilished band, may make it necessary to
effect a rapid adjustment in short-term rates,

4.5 If we lengthen the time horizon beyond the very short term, the
“appearance of disturbances of a real nature becomes more probable, In

~+ ®% We have first of ail dealt with the shifts in the function; rhen the change in the elasticity to
the rate of interest was examined, a change flowing from the wider range of money market
<Insttuments and from the different capacity of the banks to increase rates on deposits in response
to an itcrease in those on Treasury securities,

3T W, POOLE (1970), op. cit., :

38 J. Tobmi, Monetary Policy in an Uncertain World, First International Conference held by
: The Institute for Monetary and Economic Studies of the Bank of Japan, Tokyo, June 1983,
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addition, if the priority operating target beyond the very short petiod is
defined in terms of interest rates, there are greater risks of destabilizing
effects owing to the long delays in the transmission of monetary policy;
this risk is increased if there is some degree of inertia in changing
interest rates because of the costs of raising them or of the possible
dangers in reducing them. Moteover it is very difficult to assess the level
of interest rates needed to achieve the final objectives, particularly in a
period of high and uncertain inflation.

We thus come back to the usefulness of intermediate objectives
designed to increase the rapidity of the response of interest rates to
market conditions, without accentuating their erratic movements, In
order to deal with this type of problem, we are faced with the choice of
using intermediate monetary or credit aggregates as leading indicators
of the effects of the instruments of monetary policy on the other
variables, whether financial or real, or as intermediate objectives in the
strict sense of the term.,

In Italy, the fundamental instrument in the central bank’s action is
the control of the bank reserves in monetary base.? In regulating the
creation of monetary base, the central bank cannot but refer to the
desired and actual evolution of the money supply (M2), formed
essentially of bank deposits, which are subject to the compulsory resetve
requirement in monetary base.

In addition, open-market operations are reflected in the amount of
money earlier than in the other monetary and financial aggregates and
the final variables.

A point of reference constituted by the amount of money may be
particularly useful when (as in recent years) there are rapid and vast
increases in the public sector deficit, increases which swell households’
disposable income and their spending capacity. If the central bank
sticks to the control of the money supply, and hence of the banks’
reserves in monetary base, it tends to stimulate automatically, via the
increase in interest rates, the demand for securities and other financial
assets and hence to absorb the excess liquidity and domestic demand
caused by the public sector.*® The link between monetary base and

3% The existence of a large stock of Treasury bills in the hands of the banks may make it more
difficult to switch to a system founded solely on indirect controls, Tt is therefore important that the
gradual consolidation of banks’ securities portfolies achieved in 1983 should continue,

40 If, however, the acceleration of the monetary aggregates reflected only a change in the
composition of the financial assets desired by the public, an increase in the rates might step up
fluctuations in economic activity. B. FRIEDMAN, “The Roles of Money and Credit in Macroecono-
mic Analysis”, in J. Tobin {editor), Macroecononsics, Prices and Quantities, Basil Blackwell, Oxford
(1983).

0
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credit to the private sector, on the contrary, is more indirect and less
stable, On the other hand, however, this aggregate, together with the
cost of credit, provides information on the demand for credit which is
correlated with the level of production, and on the degree of restriction
on this market, which remains fundamental for the transmission of the
effects of monetary policy.

Certain effects of financial innovations have strengthened the
choice of a monetary aggregate as an important guide in an intermediate
period as regards the very short-run and medium-term strategies. The
increase in the elasticity to interest rates (on Treasury securities) of the
demand for money implies a greater effectiveness of the control of
monetary aggregates by means of open-market operations, This result is
partly obtained by keeping the yield of the compulsory reserve constant
when market interest rates increase. Recent rises and the greater
uniformity of the resetve coefficient on all forms of bank deposits and
for all banks tend to slow down the growth of deposits and to keep the
multiplier of monectary base stable. If certificates of deposit were to
consolidate their position and the sensitivity of the rates on sight
deposits to those on other financial assets were to diminish, it would be
possible to identify, to a more significant extent, a monetary aggregate
mainly connected with current transactions,

In the opposite ditection, there has been an accentuation of the risk
of large and unpredictable shifts in liquidity prefetence, which can lead
— if monetary targets were to be rigidly observed — to more intense
restrictive {or expansionary) effects than planned,

. The factors of instability in the velocity of the money are,
' moteover, motre important in a transitional phase such as the present
- one, in which the effects of innbvations and changes in the financial
- system are important and not easily predictable., As a consequence, in
. this phase, the elimination of divergences from the anticipated path of
monetary growth ought to be effected very gradually 4

. According to J. Tobin, the intermediate targets can form a point of
reference for monetary action in a period of time of one to two
quarters 2 In Italy, given the characteristics of the monetary and
financial markets and the actual present phase of uncertain stability in
the demand for money, it would seem to be fairly prudent for 2 point of

- 4L TD, Sidpson and P.M, PARKINSON, Some Implications of Financial Innovations in the
United States, BRI, Aurumn Meeting of Central Bank Fconomists, November 1983, p. 37.

w42 T Tosm, “Monetary Policy: Rules, Targets and Shocks”, in Jourmal of Money, Cred:t and
Bawnking, November 1983, p. 517.
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reference in terms of a monetary aggregate to have a time hotizon of not
less than a quarter, This limit takes account of the possibility of
disturbances which can be absorbed without significantly altering
market conditions, The upper limit, which is relevant if the monetary
aggregate is used not only as an indicator but also as an intermediate
target, might be two or three quarters; within this period a check of the
target would be useful in order to take account of the divergences of
exogenous variables from the values assumed and of the shifts in the
demand for money,

'The use of a monetary aggregate as an important information
vatiable can be reconciled with a flexible use of the money supply as an
intermediate target in the strict sense of the word. Tn this case, the target
should be expressed in average values in the period of reference, and a
range of divergences should be allowed, as in most applications carried
out in other countries, When the intermediate variable goes outside the
target range, the decision on the return to the target trend becomes less
uncertain, It may be a sound objective in itself in order to avoid excesses
of bank intermediaton or too rapid a disintermediation 43

When the money supply is the basic point of reference, the main
operating target should be expressed in terms of bank reserves, since
the monetary base multiplier is stable in Italy at present,

Even now, the central bank, at the beginning of the year, in
addition to announcing the maximum expansion of credit to the private
sector on the basis of a set of hypotheses (cf. section 4.3), provides
indications of the probable evolution of the main financial flows,
including bank deposits and M2, during the year. Instead of laying
greater stress, with a further announcement, on a particular aggre-
gate within financial assets, the monctary authorities might, acting
together,* determine in advance — without “announcing” it — the
maximum extent of the divergences from the likely growth of money
supply (M2}, divergences which cannot be rejected 2 priori on the basis of
the information available at the time when the interval is fixed, for given
final objectives. An increase in the number of announcements would
not necessarily make monetary policy more credible, and, to some

*3 Thus, the rate of interest on financial assets, too, might be subject to the double constraint
of not assuming values which, on the one hand, weaken financial saving and, at the apposite
extreme, cause the crowding out of the private sector, with an intensity and for a period such as to
lead to the decline in the system’s productivity and of its capacity for growth. '

# Coordination in the phase when the objectives are being fixed helps to avoid the emergence
of conflicts when the monetary policy is being implemented.
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extent, it would attenuate the impact at present achieved by the
announcement regarding credit to the private sector. The awareness of
operators and of public opinion of a greater determination to-pursue
final objectives and the greater weight assigned to that end to 2
restricted number of monetary and credit objectives might strengthen
the effectiveness of the procedures already operating.

To conclude, there has been an increase in the need for monetary
policy action based on the effects via interest rates — set in motion by
the control of monetary base and the composition of financial assets —
and hence the complementarity of the control of money and credit has
become more evident, There has, however, also been an increase in the
factors making for instability in the financial sector which have led the
central bank to refrain from announcing objectives as regards the money
supply. The “announcement” of intermediate targets in terms of money
supply, especially in the present stage, would involve substantial risks,
Experiences in other countties also confirm that the central bank can
always adhere to the intermediate target selected, but the imperfect
knowledge and stability of relations between instruments, intermediate
and final objectives may lead to a degree of restriction which is
markedly different from the one desired. On the other hand, a revision
of an “announced” target might create scepticism regarding the
determination of the monetary authorities to pursue the final objectives
of their programme,

Franco Cotura
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