International Movements of Bank Funds
and Monetary Policy in Italy

1. Sources of the banks’ foreign currency supply

Since the lira was declared convertible in December 1958, the
Italian monectary authoritics have heen making increasing use of
changes in the Italian banks’ foreign position as a policy instrument,
This intervention technique was first applied, to a limited extent,
in November 1955, when permission was given to the banks to
acquire foreign exchange through lire swaps up to a predetermined
ceiling, whereby they could cover forward liabilities in foreign ex-
change by forward lire assets, The acquisition of foreign currency
in this way is still subject to the ceiling fixed for any disequilibrium
of forward foreign exchange positions arising not only from the
foregoing operations abroad but from those with residents as well,
Initially, the ceiling was fixed at the equivalent of 37.5 million .
dollars; in November 1959 it was raised to 150 million dollars, and
after several further increases it stood at 457 million dollars at the
end of 1966, :

Originally, the banks borrowed abroad for the twin purposes
of getting additional liquidity for the requirements of the Italian
market and enabling firms to obtain credit on more favourable
terms, given that interest rates were lower on the international
market than in Italy. But soon there was no longer any need to do
so for reasons of domestic liquidity, and in the course of 1959 the
cxisting differential in interest rates, too, diminished sharply.

In this new situation the monetary authorities felt it was time
that Ttalian banks should finance their foreign currency credits to
firms with the foreign exchange assets accumulated by the Italian
Exchange Office. To this end, the banks were authorized to build
up foreign currency holdings of their own by purchasing dollars
from the Italian Exchange Office, ecither firm or with the right to
scll back forward. In the first case, purchases and sales take place
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at the ‘day’s average official buying and selling rates, anq in the
sccond case the banks buy spot and sell forward at the same gage.
with the option of renewal (generally at the end of the second month
following the month of purchase). The overall ceiling, initially fixed
at 150 million dollars, was subsequently gradually raised, and p
December 1966 had reached a level of about 1,900 million dollays,
In this way the banks were able to extend foreign exchange credits
to Italian clients withont incurring debts abroad, and could also use
their foreign currency for deposits or shortterm investment abroad,

Thanks to the facilities described abave, Italian banks could
acquite foreign exchange from both domestic and foreign' sources,
and lend it out both at home and abroad. - -

Side by side with their normal lire business, the banks thus
developed a foreign exchange business, which helped to expand the
volume of transactions scttled in dollars and to supply funds to the
international Euro-dollar market, The banks were quick to take
advantage of the possibility of acquiring foreign currencies from the
Exchange Office, with the result that, on the one hand, they in-
curred :convertible eurrency. commitments to the Exchange Office,
mainly through swap operations, and, on the other, were able to
dispense with foreign bank. credits and also build up new assets
abroad. ' '

‘Between November 1959 and August 1960 the banks thus drew
a net total of 262 million dollars from the Exchange Office, and at
the same time improved their forcign position by an almost equal
amount (Chart 1). Meanwhile, forcign currency credits to clients,
which had been rising until the end of November 1959, remained
v.rtually stationary. Two factors contributed to this: first of all,
Euro-dollar rates were rising, and secondly the inter-hank agreement
of September 1959 on minimum rates for foreign credits put a
damper on the close competition of banks trying to acquire new
clients through this channel,

2. Problems of domestic and international liquidity

. Having thus allowed channels of communication to open up’
between the domestic and the foreign market, the central bank’s
general policy in controlling them was governed not only by do-
mestic liquidity requirements, but also by the sccondary purpose of
helping to meet the international market's. liquidity needs.. A case
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authorities, The great boom in industrial activity during the final
months of 1961 was the culmination of ag uninterrupted process of
expansion that began-at the end of 1958, and it brought our economy
virtually up to the full-employment ceiling and to the limits of its
productive capacity, Compared with the previous year, industrial
investment was rising, at constant prices, at a rate of 19 per cent,
and foreign demand was still so buoyant during the second half of
1961 that the overall balance-of-payments surplus wétf; on expanding,

The year 1962 opened with 2 situation in which domestic de-
mand was still growing and enormous investment programmes were
in hand all through the cconomy — a legacy from a past of bright
profit expectations. In January, the monetary authorities gave the
economy a liquidity injection of something like 200 milliard lire
by reducing the banks’ compulsory reserve ratio from 25 to 22.5 per
cent; at the same time, however, the foreign currency deposits with
the banks, which had reached 1 peak of 302 miilion dollars jn De-
cember 1961, were cut down to 18 millions. Deprived of these
deposits, the banks began again to supply themselves with do'lars
through swaps under the spot-and-forward facilities,

In the course of the year far-reaching structural reforms were

introduced, which led, among other things, to the nationalization
of the electricity industry and the introduction of a withholding tax
on equity dividends; at the same time, wages and salaries, in both

the public administration and the private sector, entered a period of
rapid rise,

4. Renewed bank borrowing abroad

A great many factors thus combined to create in Italy a situation
in which all previous ratios between costs and benefits, between
demand for consumer and for capital goods, between overall demand
and supply, came to be radically altered — 3 sitvation, in short,

which overturned the former pattern of production and disturbed
the balance of payments, -

Domestic liquidity increasingly went to swell demand for goods
rather than their supply, and the interventions of the monetary
authorities came to be governed more and more by the requirements
of public administration, including those connected with electricity
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3. Foreign bank credits and the adjustment process in the balance
of payments
The Ttalian banks obtained the foregoing funds cither through

the intermediary of various European money markets, or directl
in the form of deposits by non-residents, Without foreign bank
credits, Italy could have run up such an overall deficit in her balance
of payments only if the monetary authorities had replaced the cor-
responding liquidity losses through domestic liquidity creation, that
is, if they had made inroads into official reserves, Ruling out this
a'ternative, it must be conceded that foreign bank credits served to
raise ‘the growth rate of domestic demand and hence of imports,
However, the use of foreign funds showed a tendency to widen
more and more by a self-cumulative process, since it stimulated
domestic demand and consequently pushed up the balance-of-pay-
ments deficit. It did nothing, in other words, to re-equilibrate the
system, It was not until the final phase of this cycle, that is, after
the middle of 1963, that demand for bank credit on foreign markets
came up against a rise in borrowing costs which checked its further
growth and, indeed, brought about its decline, ‘in accordance, for
that matter, with the directives that had in the meantime been issued
by the monetary authorities, '
The restrictive effect on domestic bank liquidity of the deficic
phase of the Italian balance of payments (fourth quarter of 1962 to
first quarter of 1964) was up to August 1963 more than offset b
the increase in the Italian banks’ jndebtedness abroad; subsequently
the situation changed drastically, since the repayments connected
with the reduction of banking liabilities abroad came to be superim-
posed upon the external deficit,
Simultaneously with this development, from July 1963 onward

the rate of expansion in bank credit at home began to slow down,
following a deterioration in the economic situation, due to increases
in the costs of labour and of outside finance for firms, which out-
Paced increases in productivity and prices. The banks themselves
had to adopt a more cautious credit policy, in face of the monetary
liquidity creation, aimed at impeding a

further rise of domestic prices and protecting the exchange rate of

the lira, '

The authorities did still create liquidity, but less of it reached

the banks because of the large amount absorbed by the external
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deficit. A more liberal policy would certainly have led to a growing
gap between total demand and supply and the difference would have

had to be met mainly by an increase in the external deficit; the
ultimate consequence of such a process would have been the deval-
vation of the lira, and possibly more than once, because of the

mechanism of the sliding cost-of-living bonus.

6. Curbing bank indebtedness abroad

The most far-reaching action which the monetary authorities
took to contain inflationary pressure began in September 1963, when
the banks were asked not to increase their net foreign indebtedness
beyond its end-August level, and if possible to reduce it. This meant
in cffect freczing the Ttalian banks’ sight assets abroad, in the amount
of 573 million dollars; the result was that foreign currency credits
at home had to be rationed and an additional strain was put,on
interest rates, which had already been rising on the Furopean mar-
kets generally, not to speak of the extra rates charged at that time
to Italian banks.

Stricter credit selectivity on the part of the banks, together with
a rising tendency in domestic borrowing costs, led firms to raise
more medium- and long-term funds abroad, while domestic bank
credit declined as did, correspondingly, the banks’ short-term foreign
indebtedness. Foreign medium- and Jong-term credits increased by
545 million dollars between October 1963 and September 1964, com-
pared with 196 millions during the previous twelve months; they
took the form of security issues abroad, direct loans to companies
and loans to industrial credit institutes. By contrast, foreign currency
credits from abroad to Italian banks contracted between October

1963 and September 1964 by 466 million. dollars, compared with a
rise of 1,231 millions during the previous twelve months.

Thus the overall reduction in foreign. credits from the first to
the second of these two twelve-month periods was very large indeed,
and it worked in a rather selective manner, in so far as it did not
affect government-controlled firms or companies under foreigan con-
trol, or, finally, some of the largest private Ttalian concerns, .

Another factor which contributed to a change in the domestic
situation was fiscal policy, for in the meantime certain measures had
been adopted which had a restrictive effect on demand and pL‘Oﬁt’
cxpectations, The contraction of bank credit and of the banks
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- hnancial agreements restored confidence in the maintenance
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_ of the ‘currency’s parity. In point of fact, speculative movements ; . L -
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Althcugh the monetary and fiscal measures which Italy had . 1w '
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of letting up, speculative attacks on the lira were gathering cew
vigour, so much so that they becatne an autonomous factor threaten-
ing ‘to bring about the very event which they purported to discount.
+ Thig is'why the authorities thought it necessary to take s'eps in
this specific sense and remove any doubts about the future of the
lira by entering upor the Washington agreements with the United
States Treasury, the Federal Reserve and a number of European.
central banks. It is common knowledge that the short-term facilities
which thereby became available to us to defend the currency amouat-
ed to 533 million dollars, rot to speak of an- additional 450 millien
dollars in medium-term facilities from the Export-Import Bank and |
the Commodity Credit Corporation. | W g [y 15 ot i

- The ptessures on the lira during the period when the balance ‘. . 1963 '
of payments was in deficit were closely related with the outflow of -
capital through exports of Ttalian banknotes. Between October 1962
and March 1964 no less than 1,939 million dollar’s worth of Italian
banknotes was repatriated from abroad, in connection partly with
fictitious capital transactions by which Italian residents invested in

»8
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8. The recent course of the ltalian économy

E l .

Italy under a foreign name, and partly with capital actually exported employment o nancll sects dptesmd mvestment and

by residents, At an estimate, capital movements of this fatter kind If economic growth, employ: V

dccounted for about 35 per cent of banknate remittances from’ favourably Hiatve ot bt (o e prodcesigs
3

the prime objective must be to raise productivity; this
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known restrictions on capital outflow, A ¢
reduction of bank indebtedness was that
Ttalian Exchange Office withdrew 86 m
deposits with Italian banks; these were repl
Thus the international impact of Italy’s

ontributory factor in the
» in February 1965, the
illiard lire of its dollar
aced by lire/dollar swaps,
current surplus was miti-

re concernied, in so far as
the banks reduced their net foreign indebtedness. For Italy herself,

the effects of these operations were not completely symmetrical, since
current assets in foreign currencies are counted a5 liquidities to the

extent that they exceed the limit lajd down by the monetary
authorities, '

10. Latest developmenis in the ltalian banks’ foreign exchange
position. ‘

By all these operations during the phase of balance.
surplus, the Italian banking system had virtually balanced its foreign,
exchange position visd-vis abroad by the end of 1965, There was
no longer any need for the authorities to boost the outflow of bank
asscts to foreign markets through unconditional dollar s
guaranteed repurchase price. Since January 1966 the
change Office has in fact been transacting such sales
which still had net foreign liabilities,
dollars so obtained be wus
same time, the monetar

of- payments:

ales with a
Ttalian Fx-
only with banks
and on condition that the
ed to balance the foreign position. At ths

y authorities took steps to consolidate the
banks’ external cquilibrium, and the latter are now no longer free

to use their sight assets abroad unless these assets exceed liabilities,

With the balance of payments still comfortably in surplus
throughout 1966 and rate levels remaiting higher abroad thap at

home, the banks have been using their excess lire liquidities in

in the meantime 5 operations of this kind may not, of course, exceed
the permissible limit fixed for them by the monetary authorities,
Recently, the Exchange Office has again been selling dollars at a
guaranteed rate, but is now charging a premium to banks with
a balanced foreign position, which can thus go on acquiring dollars
for credits to domestic clients, However, these latter were inclined
in 1966 to prefer less costly lire credits, so that the tota] of outstand-
ing foreign cxchange credits to domestic clients fel] slightly,
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The trend of financings in foreign currency with respect to those
in lire is linked not only with the trend of the relative rates but
also with other factors, and above all (4) with. the different incidence
of the limits established by inter-bank agreements, less rigid and less
extensive for financings in. foreign currency, as in this case the
agreements on the level of rates are drawn up only between the
major banks; (¢ with the different treatment as between lire and
foreign currency deposits as regards the compulsory reserves, since
the foreign currency deposits are excluded from the calculation.

By last October, the banks had built up net foreign exchange
assets abroad in an amount of 580 million dollars, partly by market

rate dollar swaps with the Italian Exchange Office,

swaps and fixed-
partly by means of a

with or without payment of a premium, and
reduction of foreign exchange credits at home.
Given. the existing regulations, banks with net foreign exchange

liabilities abroad which need currencies not to reduce these liabilities

but to extend foreign exchange credits to domestic clients, now some-
times cover their requirements by buying foreign exchange against
lire from banks with a net credit position abroad; this saves the
premium to the Exchange Office. At the end of 1966 the banks’
foreign exchange position abroad showed assets totalling 500 mil-
lion dollars, Against this foreign exchange position was a lire
liabilities position with a countervalue of 279 million dollars,
consisting of balances of accounts opened in the names of non-resi-
dents for current transactions and capital movements, and including
the lire/foreign exchange swaps mentioned above. The lire position
is not calculated for the purpose of balancing the forcign accounts
that the monetary authorities take into consideration. :

11. Conclusions

Italian

The above account will have made it clear that the
trol the

monetary quthorities have been using their powers to con
banks’ foreign exchange borrowing and lending as a means to

restrict or expand domestic liquidity.

Generally speaking, the fows of bank money to and from "

abroad have been so regulated by the central bank as to make the
process of balance-of-payments adjustment more flexible, and hence
to attenuate the effects of the liquidity gains and losses due to the
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Italy is the swap operations by which the Exchange Office sclls the"

banks dollars against lire, and guarantees to repurchase them at the
same rate; in this case, there is no exchange risk and hence no reed
for forward cover, so that funds tend to move and liquidity to vary
solely in response to interest rate differentials,

Furthermore, it must be remembered that it is in effect the -

U.S. Federal Reserve which assumes, and for substantial sums, the
exchange risk for forward lire under the Exchange Office’s fized-rate
swaps, In these circumstances, the whole set of operations which.
have been described here has done much to expand the size of the
Euro-dollar market and hence to strengthen the position of the dollar
as a currency of settlement for internat’onal financial operaticns, In
the last analysis, the volume of Euro-dollar operations is a measure

of the banks’ additions to international liquidity, which help to.

expand intermediation between the United Seates savers' demand

for long- and medium-term financial assets and the werld’s other,

especially European, savers’ demand for short-term financial assets..
As with the exchange of goods and services, so does the exchange

of these financial assets contribute to the optimal developmert in.

world production, by stimulating investment more particularly in

those countrics which display the strongest preference for holding:

savings in liquid form.

However, interventions on the forward exchange market may
not be suitable or adequate to create the conditions in which a

country’s balance of payments can be adjusted without detriment
to domestic employment and at the same time to the interests of

other countries. It follows that we may not @ priori rule out other

schemes which involve direct controls of short-term capital move-
ments. Italy’s policy in this respect has been for the monetary
authorities never to relinquish control of short-term capita] move-
ments; even when, in November 1959, the banks were author’zed
to build up their own holdings of foreign currencies, and when, in
October 1962, they were freed frem the prohibition to maintain a

net foreign exchange debit balance abroad, all that happened was

that the authorities gave the banks more freedom in the interests of
domestic liquidity requirements, in accordance with directives laid
down by the authorities themselves.

At the same time, the use of this liquidity control instrument
has made it casier to pursue other, collateral objectives, including 10
particular those aimed at solving problems of financing international.
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