Causes of the Decline in the Stock Exchange in Italy

* by
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i, == The movement in ltalian stock ex-
changes since the end of the war has greatly
disappointed those interested in the rise of

prices of industrial stocks.
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By assuming that industrial stocks are shares
of ownership of capitals invested predominantly
in land, buildings, machinery, commoditics,

(a) stock prices are not adjusted to the
level of currency deviluation;

{b) this is due o technical restrictions
(depasit of 25%, of the price for futures), hscal
restrictions (negotiation sueeax) and juridical
restrictions {registration of stocks) enforced by
the Government until a few months agoe on
the free play of the market (1), L=

As it will be seen afterwards, these two
beliefe are unwarranted. In particular, there is
no good reason whereby the*rise in the prices
of stocks, should be equal to the rise in the
prices of commoditics, even after a suﬂ-l-:i:ntP
long period. The hypothesis is also consistently
disproved by comparing the relative price Jevels
in the main countries that participated in the
war (see Table 11). ’
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wEmparion are not possible,

eic., it was thought that, owing to the decreased .

purchasing power of the currency, the prices
of thase stsncks would adjust to thz conmﬂrdit}'
price level. Table I shows, on the contrary,
that the rise in the prices of stocks has been
each time Jower than that of commoditics.
The anti-inflationary policy that started in
Scptember 1947 gradually killed hopes thatea
boom would soon ser in. - Hawever, it is still
generally believed in Iraly thaLm-—-\‘

fijieres are osly indieative and imtcrnatiosul
&

It must be admitted, however, that the two
heliefs are appealing, owing also to their casy
cnunciation, To prove thar they are wrong,
it is necessary to summarize the cffects on the
Stock Exchange of the main events of Italy's

_economic policy and situation in the last three

]'EEIS.
[..u} Tflue pronision that seks must be regitered 33 nill in
force. although T advisabilivg i the objert of a Hwely dispuic

in ik financial snd poliical press
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2. = To trace the movement in [talian stock
exchanges from the beginning of 1947 to the
last 'months of 194y, the indexes of the prices
and of the quantities exchanged of industrial
stocks will be wsed in thif article, These in-
dexes wefe construcied by this author for the
« Research Institute oh Stock Exchanges » of
the L. Bocconi University of Milan; they are
computed under hif |direction and published
each quarter, with his comment, in the ma-

. gazinc La Borsa Valori, published by the above

mentioned Institute (2). ]

Itds nor possible ro expound here the metho-
dology used for constructing those indexes (3).
It is, however, necessary to give the following
brief information: -

. (a} these indexes are a relative on certain
averages, different acrarding to each index, of
the 1938 base. - However, all-indexes are con-
structed as to be also immediately 2 relagive on
the January 1947 base. £

(b) the market of industrial fpcks is
considered one time as a speeulation market
and  dnother gme as an investment market.
Therefore, in the field of prices, a « speculation
index » and an « investment index » are com-
puted. - '

{c) the sP:EuI:I:is:m index covers the clos-
ing prices in the Milan Stock Exchange of
13 selected industrial stocks that were the object
of an intense speculation both in 1938 and after
the war. . This index includes a series having
2 variable base {the quotation at cach date is
related 1o that ar the date immediately preced-
ing) and a chain scrics (unweighted arithme-
tical mean of madmum and minfmum prices
n 1938 =100} i

(d) the investment index cobers the
closing prices of 49 sclected industrial stocks
that are generally preferred for investment
purposes in the Stock Exchange where each
stock is most active. Th:mdt:u:gw:nb?
the ratio between the market value and the
par w]uc_nf the czp.:l:j stock of the 49 com-
panies, There are, therefore, four series of
figures: the first showing the par value of the

(3% The ofitr of L Borss Valord . Bereby thankes doc
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 to boost the index to a level 30 times as high
‘as prewar. The decline started thereafier and

total capital stock; the second showing the
market wvalue, 1., the value determined l.]-
the priccs in rhe markes, of the total capit)
stock s the thicd {ratio bevween the sccond and
the {ist) shn'wing the market valve in termg
of par value; the fourth compares the e
ratio with a similar ratie (made equal to 1)
cumputcrj for 1938, The trus index is given
by each of the last two series; the firgt two
series are, however, useful because they explain
the fundamental causes of the changes in the
index.

(c) correspondingly with the specolation |
index and with the investment index, two quan-
tity. indexes are caleulated; they cover the
nl:h'.mgcs and are computed in the sime way
as the speculation index.

{f) all incdedes are caleulated: on cach

Tuesday and Thursday.

3. — It warﬂ'lw_hﬂ: r.'x:lmirting now, first
of all, the Stock Exchange 2z a spcculzj‘:‘;’-
market considering, for simplicity's sake, onlf
sume significant figures in the chain scrics of
the speculation index (see Table 110D
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The figures in the first column of Table Tl
show that at the beginning of 1947 the average
price levgl of the 13 selected stocks was almost
eleven times as high as in 1938, But, in the foor
subsequent months the boom was so intensc &

is still continuing, even if at times there have
becn some upturns. _ﬁ:{_th d ‘of September

]
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ipg9 the index was only seven times as high
at in prewar and, althoungh it had risen fim_ﬁ
he minimum level for the whole period (626
on June 28, 1949}, it was not possible to think
that an inversion of trend may soon sct in, also
beeauss nothing signifcant had happened in
laly to warrant this assumption,

However, the downward trend has been,
each time, spending itself out and the-upturns
nave been less and less marked. To prove i,
pisenough to leok chronologically at the minus
changes and at the plus changes, respectively,
ia the other two columns in Table 11, From
the total changes bétween each couple of figu-
ws it appears that the movement in both
directions became always smaller. The theo-
retical rates of increasc, computed by the for-
mula of the compound interest on the base of

« the number of stock exchange mnﬁs that
took place in each time period, show that the
market, after a steep decline from May 6, 1947

to March 18, 1048, shot upwards,  However,

the bull lasted only ome moenth {to Aprl 20,
iga) and Was overcome by a new strong bear.
Only after July 20, 1948 the marker, even
remaining substantially bearish, experienced a
welative stability, with relatively small ‘and
rather lasting ﬂyuctuntlmu. i

The figures in Table IV, showing the quan-
tity index of the 13 sclected speculation stocks,

* trow light on the course of the marker.

SPECULATION INDEX (QUANTITIES) Tams IV
{raz® average = 1o}

PR T Ty T A

:= ..... — . i‘nftﬂﬂkﬂ _'\ﬂ;'w:gc
; of il indzxes 3*1'; s
TFime rrhmh. | = e e ik
rise dechine | indexes
1) fanmary 2-May 8, tudy o . 47 53 EH
) May 5, 1ngr-March o8, gl CF s 1y
1) March 1g-April a0, 1sqf 50 10 108
i) Aprdl arfuly 30, gB o . 'E ] 38 11z
S hdy sn) acgB-Teme. 31, 154y Ft .} 53 L
6} January a3-june s a0 L 1 4l 4 138 p
fi Jane 2g-5epe, a0, gm0 a7 4% T

4

The time periods in Table IV corréspond -

to the alternate price trends of which it has
been previously spoken. It is thus possible
W sz that the quantity of exchanges wuas
onsistently  higher in the periods of price
decline, except for the third period when the

rise in pricés was coupled with an exceptional
armount of c:chauﬂ:!. O the whele, however,
from January 2, 1947 o Seprember 29, 1949,
the quantity of industrial shares exchanped was,
as an average, rather small, as it was close
enough to the 1938 average. Furthermore, in
each of the scven-periods considered, there was
never a decided trend ‘in the intensity of ex-
chanpes, as it is shown by the fact thar. the.
number of the indexes on the rise {increasing |
exchanges) was, in gencral, almost equal to the
number of the indexes on the decline (decreas-
ing exchanges).

Thie cavees of the above trends in the spel-
ulation market should now be mentioned.
However, since the discussion is generally
similar to that referding tothe investment
market, ity is preferable to describe first the
trends thae were manifest in the latter, }

4. — The investment index, as it has al-
ready been explained, covers four series of fig-
wres, the last two of which (sec Table V)
represent the real indexes. Only the most
significant figures in each series are shown in
Table ¥ because théy are sufficient to convey

a good picture of the W}:nt of the average
1l

price of the 4g selecte ustrial stocks.
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(]
. No allowance has been made, in the fgures
of the marker value (Vi), for the differences
accountable to payment of dividends and to
detached option rights. Furthermore, all f-
gures are rounded. These imperfections, how-
ever, do not change the general picture of the
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trend and alter comparisons from one time
period to another only negligibly.

. Any of the last two series shows that, ale
in the investment market, prices, after a steep
rise from January 2 to April 30, 1047, declined
in* subsequent months.  Also in this marker
the-fall in quorations was eccasionally interrupt-
ed by an upturn. However, the decline proved
always the strongest. In this way the Y index
declined to 1/7 frone Japwary 2, 1947 to Sep-
tember 29, 1949 (to 1f12 from April 30, 19047
to the same date); at this time it stood av only
1347, of 1938 7/

At it has already been said, the Y index

+ relares the ratio between market valuc and par

valoe of the capital stock to a similar ratio
{taken equal to rép) in to38. In this latter
year the Stock Exchange valued B2% more the
par value of the wtal capital stock of the 45
selected ¢orporations.  As the 1 index shows
it, the Stock Exchange valued said pat valug
16.24 times more on January 2, 1947, and 3108
times more on April 30 of the same year
However, on September 20, 1945 these high
figures shrank to only 1.44 times more than
the par value and, even if it wis Still higher
than in 1938, the marker value had falfen con-
siderably from the previous high level.

To realize the arithmetical reasons of this
phenomenon it is necessary to consider the
changes that occurred in the figures under
columns Vo and Ve (see Table VI
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Looking at the signs in Table VI, it
appears clearly that, while the par value al-
ways increased, the market value at tmes 10-

.
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creased and at times fell. Tt appears also that
when the changes bad all the same sign and,
therefore, both Vo and Ve increased, the in
crease in the market value was smaller than in
the par value, excepe for periods 1 and 11,
when the contrary was wue and in which
periods both indexes 1and Y increased,

It iz now easy to explain why the two in
dexes changed, in cach of the periods shown,
in the direction and by the amount already seen,
In the first peiiod, the large increase (147%)
in the market value of the capital stock of the
49 selected corporations was partly balanced by
the concurrent increase (3255) in the par valee
of the same capual stock: therefore, the in
crcase in the indexes was smaller than that i
the market value. In the sccond peried, the

market value decreased (by 6579 ) while the par -

value increased considerably (by 14450, owng
to the substantial increases in the capital stock
effected in those eleven months by 2 good
number of the 45 corporations: thercfore, the
decrease in the mdexes was larger than that in
the market value. And the’same reisoning ap
plies to the other periods, If it is remembered
that from January 2, 1947 to Scptember 29, 1949
the par value of the capite! stock of the g

selected earporations increased by 102 billig

lire (j.e., by more than 1025%() while the
market value of the same capital increased cnly
by Bz billion lire (f. ¢., by lrss than sp%.), itis
explained why in the same period there was 1
downfall in both indexes (I from 1724 to 2.4
and ¥ from g46 to 134) :

5. — The fall fn the investment index was,

therefore, the resule of two concurrent causes:
(a) the issue of new shares by the 49 cope
rations and (b) the inability of the marker to
keep ar least unch.mgcd the average price of
cach share while the quantity was being io-
creased.

These two couses have a clear economic
meaning; before discussing ir, it is, however,
worthwhile cxamining  bricfly threc  mos
problems.

First of all, it is interesting to s the
behavior of the average price of each group of

stocks in which it is possible to classify the

selected stocks according o the
official list. To this purpesc it is uschul o us

e of the Prohine is ke Stk Exchangs -fn !I.'||'|: 15

rtial investment indexes simalar to the total
mdexes I and Y uwsed in the preceding para-

h. However, to make considerations brief

~and !im[_ﬂi:, it is better to take clnlr indexes of

the Y type {1938=roo) and to divide the toral
id considered into two partial perinds -
eoly (see Table VITY -
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Column 5 of Tablc VII shows that the in-
daxss of the seven groups of stocks decreased by
dlrfost the same proportion from April 10, 1947
w September 29, 1049, The decrease was only a
bile smaller for teatiles and  miscellancous
fwbich include also companies processing rub-
ber, cement and paper). The same indexes,
bowever, increased by a very different’ pro-
poction -from Jamuary 2 to April 3o, 1047 (ser
whmn g) and, furthermore, their relative
levels were at great variance at the beginning
of 1947 (sec column 1), Thercfore, also on
: r 20, 1940 their relative levels were
vy different: while textiles - were at 628,
micellancous were at 3g1, real estate at 36,
t. (1938 = 100 in all cases). «The minimum
wis reached by metal and machine thar were

 #only 1/10 the prewar level,

By comparing the Agures in column 3 with
those in column 1 it can be scen that all in-
des on September 29, 1640 were lower than
/@ January 2, 1g47. However, while their
teter of increase relative to 1938 did not change
in the ptl‘ind, the difﬁgrtnfc frar}: one group
0 the other becarne more or less large-ac
g o the greater or smaller resistance offered

by each group to the declining trend. As a
matter of fact, if the index of textiles is made
equal w0 oo and all wther indexes are related
o it, the pru]m?liiﬂn will appear clearly

Soncks am 2. 1g47 Sepr. 3, 195
Textile {eil] [Lett
Miscellansous | L. Ak 454
Food . . . . . e {15 = 20y
Financial | L e T .. 4ir2 L ]
feal estate .. .o I - I Y
Elecerical . . . .0 . 122 B
Metal and machine . . 6.y r X N

The above fpures show clearly that the
order of the seven indexes did nor change
from January 2, 1947 to September 29, 1049,
but the relative advantage between cach groupr
and the others changed. .

The cause of these changes can be readily
seen if the changes that ok place in the
meantime in the par value (Vn) of the capital
stock are compared with the changes in the™
market value (W) for cach of the seven groups”
of stocks: i
E_"eri:rm. chapges From I.Il'l.“.'l_q

sk T1g47 1 Sept 200 1949

Vn v

Textle . o o o0 e+ 4flo +38
Muicellaneous 2 3 P e & - i +45
Bood:a - viih s M o
Fimamcisl . . . & ra6 +36
Real estate . 1,010 +40

. Electrical 4 1,086 452
+ 308 -

Metal and m.trhirL; 5

It appears thus clearly that, excepe for the
metal and machine group, and with an ex-
change of place between financials and elec-

tricals, the order of the groups, by growing

increase of par value of the capital stock, is
equal to that, seen before, of the same groups
by declining price indeves.

It appears thus the conclusion, already arriv-
cd at when the changes in the total investment
index were examined, that the larger was the
increase inthe par value of the capital stock
of the corporations in the group, the larger
was, as a general rule, the decline in the stock
Pn'aéc index of the group of thosc corporations,
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6. — The second problem to be examined
consists in the relation existing between the
price trend and the volume of transactions.

Also in this case, o make considerations
short, only some figures taken from the series
of the quantity index of exchanges of invest-
ment stocks will be examined (see Table VI
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“That table shows clearly that the volume
of exchanges was always large independently
from the price trend prevailing in each period;
a3 a matter of fact there was no exact correla-
tion between the price trend and the quantity
of shares exchanged.

Under this. aspect, therefore, the behavior
of the investment étock market was consider-
ably different from: the speculation s,Eock market
(see para. 3). Furthermore, while on the

speculation marker there Was never aidecided -

trend: for the rise or for the decline in the
volume of exchanges, on the investment market
there was, on the contrary, a strong predom-
inance’ of meetings with rising exchanges, in
two periods ar least (the third and the fifth).

As a conclusion, it can be affirmed that the
investment stock market was, in general, much
more active than the sperulation stock market;
instead, for what concerns prices — and this
is the third problem to be examined — the
contrary is true, ;

In Table IX, the speculation index (chain
series) and the investment index (of the Y
type) are compared at the same dates respec-
tively indicated in paras. 3 and 4. However,
to make immediately evident the behavior of
the two indexes, the figures in cach serics are
made 2 relative on the Janudry 2. ro47 (= 100)
buase.

fanca Nazionsir del Eavoro
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I.[' the dates as well as the Apures are taken

into account, it can be readily seen that:

{a) on the speculation marker the rising
trend lasted, in general, longer than on the
investment market {f.d., from January 2 w
May 6, 1047 on the former and from January 2
ta April 30, 1o47 on the latter; from July a0,
1048 to January 21, 1049 on the former whilt
prices remained practically stable on the latter),
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l[\h-}"\:?c:\'c:sa, on the imvestment marke
the declining trend lasted, in general, longer
than on the speculation market {f.f. From
April 30, 1047 10 March 18, 1948 ammithe former
and from May 6, 1047 to the same date on the
latter; from April 20 to Decernber 14, 1948 an
the former and from April 20 to July 20, 1948
on the latrer). : .t
{c) the rie was, in general, higher o
the speculation market than on the inyestment
market.
- (d) finally, the speculation stock price
index declined much less than the investmest
stock price index. :

Summarizing, jt can be concluded thar the =

stock speculation market, while was less actve
than the stock investment market,~proved -
ways stronger than the latter. .
However, this conclusion iz perplexing
Assuming, as it seems legitimate, that the abave
indexes’ are reprosentative of the phenomend
under consideration, the speculation marks
should have proved more responding than the
irvestment market to  the prevalling pree
trend,  This happened, indeed, in the boom
period|starting at the beginning of 1947. From

Caminsr i

[anoary 2 to May 6, 1947 the speculation index
increased by 170 while the investment index
increaseel by only B7%. However, during the
seeeeding downward trend and, each time,
up to September 20, 1949, the speculation index
declined much less than the investmenr index
and, many times, it showed uptuens that did
pat appear of the investment market and that
kad, anyway, negligible consequences,

Owing to some reason or other, therefore,
the speculation market did not succeed {and
mavhe it still does not succeed) to anticipate
the effective price trend of industrial steicks in
laly. The likely causes of this inability will
ke discovered by analyzing the reasons thar,
mest likely, were résponsible, first for the rise
and then for the decline in Italian stock ex-
chanpes:

7. — The maost widely accepred justificaion

of the boom that lasted for about the first four
months of 1947, as it has already been said,
cwas the faet that the average price level of
industrial stocks was not yet adjusted to the
aerage level reached from: prewar by com-
modity prices.

The opinion that, following a. currency
devaluation, stock prices must risc by the same

* level as commodity prices is, as alrcady stated
i para. 1, superficial and erroneous, As a
matter of fact, on one hand, that opinion ex-

plains the movemeht of prices by giving a -

peedominant, 4f not exelusive, weight to the
wurrency factor and neglecting the fundamental
and direct causes offered by changes in the
schedules of supply and demand; on the other
band, it is founded on the misunderstanding
that the supply and demand for stocks is iden-
tical to the siipply and demand for commodities.
To give an example, the demand (supply) for
woollen cloth, in consideration of its origin and
its purpose, ¢ different from the demand
(mpply) for stocks of weollen corporations;
therefore, even if the price of woollen cloth
mcreases in a period much more than the
prite of woollen stocks, there would not be any

- mfficient reason to affirm thar the price of that

ek is not adjusted to the price of woollen
dath,

Once this misunderstanding is cleared, the
bt thar stock prices were at the beginning

7
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of 1947 at a lower level than commodity prices
represents only ome feature that, at that partic-
ular time and in that particular sitwation of
the Tralian cconoiny, comriduted, through an
orientation of collective psycholopy, to change
the data of the Stock Exl:h:mgl: in a way
favorable to the rise. Tt is to be stressed, how-
ever, that the time and the particular situation
are cssential 0 understand the  dynamics of
the Stock Exchinge during ther period; other-
wise, it is impossible to explain why the differ-
ence between stock  prices and  commodity
prices, already ﬂisl;ing in tg45 and 1946, and
that continued to exist after April 1947, was
the cause of the stick advance only in that
particular period. .-

The fact is that 2 price differential is only
a preeext for a bull, which takes place when
the situation is faverable, e, when there are |
specific conditions that, relatively to the supply,
cause the rise in the demand for stocks up to
a certain price.  These conditions, in the first
four months of 1947, were: -

{a) the expectation of a Further inflation
and, therefore, of a further fall in the value of
the currency; i

(b} the :x}irccutfun of numerous and

. large book revaluations of the fxed capial,

{land, buildings, plants, machinery) of
corporations whose stock was quoted in. the
Stock Exchange; there was, therefore, the ex-
pectation of a free issue of new shares or of
a free incrense in the par value of the etisting
shares. s ;

Those two expectatiopgeoncurred to increase
the demand for, and, rease the supply
of stocks. Viceversa, the increased industrial
activity and the large profits of some industries

at the time, owing to the development of ex-

ports {4}, must have contributed negligibly to
the stock price advance. As a matter of fact,
however large, within possible limits, could
have been the expected dividends, the yield of
almost all stocks quoted] in the Stock*Exchange

~would have resulted very low in relation to

the prices prevailing on January 2, 1947. There-

() The gencral indss of isduserisdl peoducton in: Taly
{147 =100} incrrased comtinunualy from 96 w0 118 from Janstasy
. Jaly g7, Iaby's exports’ (moathly averages In milllions of
current Jire) neresad from 5,38p in1gef w0 aBoagy dno1gal
(Sourer: U, N, - Monthly Belicow of Stansticr, Mo, 1-2 of 1545).
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fore, the profit consideration, taken by itself,
should have curbed, and net stimulated, the
advanee, .
Furthermare, two facts prove that the boom
in the first four months of 1947 was prompted
by considerations on the capital value, and not
on the income, of industrial investments. The
first is that already in the preceding year, the
stock market became bullish after the issue of

. ministerdal decree of L{ny 27, jgurﬁ, i}luw-]ng,

within certain limits, the book revaluation of
capitals of corporations and the-sransfer of the
balances to increase the cipital stock. The
ensuing lively price sadvance was, however,
curbed as soon as corporations did nor avail
themselves of that faculty in order not to pay
to the Government, as decreed on September 13,
to4f, an amount equal to 25%L, or 157 in
«ertain cases, of the above mentioned balances.

The second fact is that clectricals participat-
ed little in the rise iythe first four months of
1947; on April 30, their average market price
was only 20507 of their average par value,
compared ‘with prices of geoo®) for textiles,
of 6Boo%. for food swock, of ‘snoo®) for
« miscellaneous » stock, etc,  If it is remember-
ed that the electric industry is one having a
large proportion of fixed capitals and that, there-
fore, it was logical to expect that clectric cor-
ik re-
valuation, the disinterest of the market for elec-
trical stock may be explained only by assuming
that fears of a projected nationalization of the
clecrric industry, then widespread in Iraly,

deprived of a sufficient security the expectation

of an earning on . capital account (5).

8. — Suimulated by these causes, the stock
market became bullish at the beginning of
1g47; the advance became soon high and fast

. owing to the appearance on the market of an

increasingly large number of occasional and
inexperienced speculators.
-

{5} Similar considerstiosn, ahthough for oter resnon, din
be made for mewl and machine wocks, that bebaged 1
trical smncky in ghe period of price advange. The
of the corporations o that groap by s s ma
boome,  with some crecptiom, very difficsd sl
scond world war,  Therclore, there coukd nor be
of 3 book revalumion of fised capinls acioaary
increase of the cxpiml mock, ;

i
¥
ol

,

The deposit of the 257 of the price gn
share future proved inadequate to curb the
boom, that was considered morally bad in
some  political quarters and by the public
opinion as well as damgersus technically (in
the firet mionths of 1947 the money market was
very liquid in Maly owing to the galloping
inflaticn and, therefore, speeulators for the ris
either had the money for the deposit or could
gee it at a rate of interest favorable in respen
w0 the profits made possible by speculation).
The Government decided then to act, this time
directly (it had acted indirectly when it issu-d
the above mentioned decree of September 13,
1546), by recalling into force, on April 2, 1947,
the negatiation surtax on stocks, amounting
tor 4%, half of which chargeable on the buyer
and the other half on the scller,

This provision, however, did not succeed w
curb the rise, both becawse it was poatly
devised and because it could not revgrse the

existing situation and the collective psychology

of the market. )

For what concerns the structure of the
surtax, it B evident that if the purposs is o
contrast a price advance, it is necessary to have
the demand fall withour reducing the supply,
or better, by even increasing the latter. 1€ it is
remembered that the surtax was levied equally
on’ buyers and on sellers, it is seen that if it

curbed the demand, it curbed tiis supply as well.
It would be useless 1o affirm that the speculator-!

for the rise buys to sell and thar, thercfare,
he is the one who paid the whole surtax of 4%,
because in a rising market the certainty to pay
the 25/ of the price cashed to the Treasury
curlis the sales both of those thar must. close

their speculation operations and of those who,
enticed by the high prices, would like w®lig- -

uidate their stock investments. The tax, there
fore, by inducing, each time, potential seflens
to wait for a higher price, caused a decline in
supply.

A tax of 4% charged only on buyers, even
if unjustly onerous on those who would have
liked to purchase shares for investment purpo-
ses, would have been, coeferir paribus, mom
ciective in curbing the rise. However, it would
not have been entirely effective becanse, and
this is the stcond cawse of the failure of the
tax provision, the profit deriving from the rise

i

- ‘Wpping inflation, the effects of that
 the Stock Exchange are discovered,

Cancy of the Decliee in he Suxh Exchaspy - Italy

was high enough to consent easily the payment
of the 4%, tax. The following figures, show-
ing percentage changes in the speculation index
froms one date over that immediately preceding,
will prove it:

147 = April 3

] =] P 74
LI | = T.50
L 1 T TAMD
17 . — u.H;r
oo T 253
- | ' 037
O Bg04 1
R FAL
May 6 . . . . 393

It is clearly seen that the 450 tax, even if
bigh, could not discourage operations earning
in few days gross profits of 6, 8, 10 percent,
and more. '
. The stock price advance would have con-
tinued most likely, "but for a turn in Ttalian
monetiry policy in AprilMady 1047. At the

inning, the new dircctives, consisting of an
wadvice » by the Bank of Traly o all banks,
emed to be addressed exclusively against
apeculation in the Swek Exchange, because
they affeceed the granting of credit for contan-
gt Then it was scen thar they aimed,
thrvegh 2 new control of liquid reserves that
banks had 1o hold as a sccurity for deposits,
B restrict the liquidity of the money market.

It is noc the purpose of this article to
sy the purpose and the comsequences of
that policy, which have, anyway, been examin-
ol many times in this Review, alio by this
aithor (6). Tt will be sufficient to say that it
5 conwenient to consider that policy as aiming:
{3} o cansc a decline in the prices of commodi-
tes by forcing a liquidation of inventories;
i) to Facilitate the financing of the Treasury
with the already existing money supply. But, in
imrrpreting that policy in this way, which is
the individuation of the technique used for
licy an
use it
mwensed the situation and the expectations that
were the cause of the advance in stock prices.

¢ i Sex L. Frnmoac, Sir Meathr of Ralisn Eromomie Palrey,
8 Bovcy Noviaale del Lavara Qmarterly Reviess, Jamiary 1945,
s i
g ¥
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9. — The lalian Stock Exchange reversed
its trend without waiting for the new anti-
inflationary monctary policy to develop, The
price decline started as soon a3 the money
supplied by banks to the Stock Exchange be-
came scarce as well as dear, In effect, the
scarcity of moffey was more responsible than
the dearness-fortuming prices dawn,

It is too bad thav it is not pussible to support
this statement with statistics. It is vo be trusted,
however, that everybody will admit that a
strongly rising market can afford- o pay —
even if within certain {imits, that can be very
wide practically — high rate of interest on
the amounts of money borrowed, while it
cannot stand long under the- pressure of scarce...
credits.  This will appear even truer if jt is
remembered that the amounts of money needed
by speculators for the rise become larger, other
conditions being equal, as the rise grows, owing
to the price advance. In the case under eon-
sideration, the speculation index rose (see
Table I} from 1,091 to 3,041 from January 2
to May 6, 1947. Under the condition of an
equal number of transactions and of an equal

average bank credit requirement, the amuunu}

of money needed for contanpoes had, therefore;
to increase as from 100 to 279. No consider-
ation is here given (because it took place out-

“side the Stock Exchange) to the amount of

money invested by banks in financial contan-
goes (e, in short term-loans guaranteed by
stocks), that was large pedtily av thar time
because enterprencurs inclined to use all
their credit. potential to increase their inven-
tories, to buy commodities, even for personal
use, and to export capital (7).

If the assymption that the gradual scarcity
on the money market was responsible for re-
versing the trend in the Stock Exchange is
accepted, it is also explained the price decline
in the stocks preferred by speculators without
insisting on the psychological cause that acted
mostly in widening the movement. Further-
more, it will be also scen the reason why the
investment index started to decline more than
the speculation index; as Table IX shows it
it deelined by 745, From January 2, 1047 to

71 For such facos, s the ariicle quoted in note 6.
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March 18, 1948, while the speculation index
declined by 39%, only. .
. The fact is that the policy of bank credit
restrictions, applied first on the Stock Exchange
anly and then on industry, forced 1o look
elsewhere 10 meet the money Tequircments. It
was also, therefore, necessary to sell stocks
bought previously fr infestment purposes. It
is not possible to esimate the importance of
this cause in the gradual price decline of the
investment securirics (including here industrial
stocks as well as public and private bonds),
* owing te the fact that, as it will be scen below,
other causes contributed concurrently to increase
the supply and to bring down the demand for
those securiies, However, crodit restrictions
were the likely main canse, at feast until the end
of 1947, of the decline in the Stock Exchange,
because the sale of shares (and of bonds) re-
presented, most likely, the simplest and fastest
means used, ‘either on their u;.vn \-}iH t}t]rr
through compulsion, first by speculators for the
rise cﬁﬁmtﬂd now with 31 q?::iinc, and then
by those who had to balance, tiir-bank  ac-
count deficits or who had to replenish'their in-
ventories ar to refund a financial contango.
The above considerations show clearly the
cumulative effects of the anti-inflationary policy
on private - finance_and, indirectly, on stock
prices. At the beginning, the smaller bank
credits affected mostly speculators in gecuritics
causing a price decline that magnified as fu-
tures based on the rise had o be settled.  After-
wards, credit  restrictions- affected  production,
From that moment onwards the cffects on the
Stock Exchange overcame the capacity of spec-
ulation, magnified, maybe unexpectedly, the
first decline cffected by the ablest speculators
and, mostly, changed radically the basic con-
ditions that each time regulate the a_cﬁ'l.r:::[\:.nd
the trend in the stock market :

10. — Other causes, however, as it has been
said previously, contributed (o depress prices
of investment stocks and, in this way, to kecp
the speculation index at a continucusly higher
level than the investment index.

" To tell the truth, this phenomenan, that has
alrcady bein stressed many times, can in part

be ascribed to the construction iself of the.
investinent index. Since this index is not based

and, therefore, the index declines.

on the absoluts value, but on the relative value
(marker value divided by par value — s
para. 2) of the capital stock of the 49 selocted
corporations, as the par value is increased
owing to book revaluations of the assew, it
disappears, cocteris paribus, the reason wherchy
the inarket value is higher than the par vale

This effect must be kept well in mind whe
speaking of increases in capital stocks because,
as Tables V and VI show it, the 49 seleaed
corporations effected the greater part of their
capital stock increases right zfrer the lira was
chicetively stebilized. However, there wer,
undoubtedly, other causes dhat acted concur
rently in the last two years to depress invet”
ment stock prices and to support speculation
stock priges.

The Arst fact is'represented, at leas in 148,
by the high burden of exiraordinary dire
raxation. In the fiscal year 1946-47 that ac
ation yiclded only 14.6 Lil_[iul:l lire. .In the
following year the yicld jumped to fga
billion lirc, including 59 billion lire yielded by
the two property taxes and more than g billion
lire yidcﬁﬁ by the three taxes levied on wi
profits, on speculation. profits and osi facis
regime ts. All these taxes (yiclding it
fiscal ‘1g4B-qg 67 billion lire) were paid in
a substantial amount only in March-Apni 104
and rcached the peak for fiscal 194748 B
June 1948. It is then possible to assume, a0
some specific cases were then known ifl Stack™
Exchange quarters, that to pay such lage
amounts of moncy, mx-payers were often coft-
pelled 1o sell some of their stocks. Morcove,
it happened many times that tax-papers, hopiag
that the Government would revise its policy o
extraoftinary taxation, delayed as much
possible their sales of stocks. The result wa
that such sales did not take place continuouly
but were concentrated in a few wecks.
fact could contribute to explain the relativel
heavy| décline in the investment index i
June Tgak. ; ;

Amﬁirimpoﬂan p of cagses is relat- -
ed, dimectly or indirectly, to the large ta?ﬂl
stock increases effected by the 49 corporation
starting with the sccond half-year of 1947.

Those increases were partly gratuitous (&
a balance to the book revaluation of the ast)

o

and partly against payment {to supply industry
with fresh money needed for reconversion pur-
poscs). Without going into detail as to the
amount of cach group of increases, it is certain;
that they contributed ro the stock price decline.

_Free increases, on one side, caused the
decline in the prices, and in the index, on the
investment  market, owing ' the monctary
reson already explained at the starnt of this
paragraph; on the other side, they increased
the supply of shares each time that the cor-
porations distributed to shareholders the book
revaluztion halance of the aséets net by increas-
ing the par value of the existing shares, bue by
wing new ones. In the lamter case, there is
oo proof, of course, to the statzment thar the
bigher number of shares became soon and com-
pltely a larger effective supply. Tt is, how-
oer, reasonable to assume that, becaunse the
Stock Exchange was almost continuously weak,
sharehoiders did not find it . convenient, in
“general, to keep the new shares, but they saold
at Jeast @ part of them, sooner or later, par-
teularly when the distribution of free shares

e of shares against payment,

When corporations increased their capital
mocks to get o fresh supply of savings, the
aock price decline on the investment market
was, most likely, the combined effect of three
cuses. First, when the Stock Exchange is
weak there is lide propensity w underwrite
new fhares.  Therefore, the capital stock in-
treases effected afier the fiest halfoyear of 147
et have been a burden on the market, in-
tensifying the decline.

Second, the demand for savings by industries
wasin the last years gradually. higher than the
apply available for investment in stocks. The
 membk was that even iF investors would have
been favarable to underwrite new shares, they

would not have had the sums needed by cor-
porations. It is a pity that the importance of
 this cause — that appears with the first one —
Gnnot be measured, even approximately, be- s
e Italy icks sufficient statistical informa-
B on the amount and rare of tion
of monetary savings and on its allocation, ™ As
4 matter of fact, there arc some persons who,
With authority, doubr the reliability of the

Cagszs of the Becline bn ahe Sk Eackange in Iualy

wat combined, as it often was, with another -

11

best estimates of the national income for the
last years. Anyway, if it is kepe in mind that
from the begimning of to47 to the end of
August' 1949 short term Treasury bonds inereas-
ed by 4ot billion lire, that corporations ap-
froved (although it is not known by what
amount they effected): .

issues of bonds for .
increases of tzpilnfs!lgk}
against payment for .
reconstitutions of capi-

tals for | P

gi.t hillion liee
a4
o " It

and that finally new companies ‘were incor-
porated for a capital to be paid amounting to
12,8 billion lire, one can understand the mage
nitude of new savings required. At the same
time, national income in Italy amounted from
5 to 6 thousand billion lire pes® year, but with
this income it was necessary to finance the
Treasury and corporations as well as all other,
productive activitics (agriculture, manufactur”
ing, transportation, etc.) carried cut by indi-
vidual firms, partmerships, etc.

There are, therefore, good reasons for
assuming that the increases in capital stocks’
against payment effected through the Stock
Exchange contributed. - depréss the marker,
also because there was gﬁnﬂ:&liq to mect
them in full. The greaftr part of those issues
of stocks could be effected ‘only because of the
financial assistance of thé interested proups,
that replaced the speculators in the temporary
purchase of the new securities. But — and
here is the last cause — most likely, the action
of those groups caused immediately a certain
firmness on the speculation stock market, but

-a weakness, even if only after a certain time,

on the investment stock market.

As a matter of Fact, it must be assumed
that, when in[cﬂ':ning,'rhe groups ncver for-
got to mancuver the prices of the few stocks
that arc believed to anticipate the geperal trend
in the Stock Exchange or the trend of whole
groups. of securities. It is cven more likely o
assume that there was a price maneuver if it is
borne in mind that — owing to the almost
total absence of the minute speculation, routed
by the losses suffered when the decline starced

— the speculative market in the last two years
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has been engineered mainly #y Tig maneuverers,
who buy_and sell sot for a premium but to
reach higher and nibre témote purposes. On
the other hand, it must be assumed that the
groups interested in,the capital stock increases
of each cnrparh:inn,sunzblc or unwilling o
increase their participation in these corpora.

* tions, must have, in general, underwritten the

new shares with the purpess 1w sell, by an
equal amount, existing shares owned by them.
If the above mentioned credit restrictions are
borne in mind, one realizes that they must have
sold existing sharcs — thus increasing the
effective supply on the stock marker ard
depressing, thercfore, prices — as soon as they
needed cash, either for production  require-

ments or o pay txees. Many eapital stock in- -

cteases, after the first half of 1947 were thus
eHected soon, but only apparcntd¥ 4o reality,
they increased the foating supply of shares on
the market and for many months must have
influenced depressively stock. exchange quo-
tations.

11. — The preceding analysis can now be
thus summarized : without neglecting the maore
general psychological, techmical, polivical and
economic canscs, the main cause of the decline
in the Italian stock marker is the persistent
disequilibrium between supply and demand for
savings for industrial investments. This dise-
quilibrium -was for a long time hidden by the
bountiful money supply caused by the gradual
inflation; it was brought to light, but nor
caused, by the anti-inflationary policy started
by the Government in the spring of 1947

All other causes that may e listed to ex-
plain the decline in the Stock Exchange arc
only secondary and some are even groundless.
For instance, it it not true at all that, taken
separately, technical and fiscal controls impo-
sed for.many months on stock futures have
had any cffcct on the decline. As long
as there was a bountful meney supply, these

controls did not succeed, as it has been seen in,

para. 8, to stop the price advance; but when
the.money supply became - scarce, the removal
of those controls was to stap the decline.
As a matter of fact, the decline in the stock
market continued cven after the official discount
rate was lowered by Goe point o,

oo

If the problem is examined from a formal
and technical angle, it appears chat the respon.
sibility for the persistent decline in the Stock
Exchange can be safely ascribed to the finandy
policy of corporations. Stock brokers are right
when they insist on this cause and they even
urpe some government controls on capital sk
increascs.

This palicy, in consideration of the prip
ciple implied, would be very dangerous inz
country thar his returned’ only recently w
political freedom and that even now enjop
only a half freedom in the cconomic field, It
must be admited,” however, that corporatians
have done nothing to coordinate their financal
policies for adjusting theip agpregate demand
i the supply of savings willing to ke the
risk of investment-in stocks.

Most likely a coordination is difficalt in the
same way as it would be difficult to cstimat,
cach time the would-be total demand. T med
be pointed out that, in the last few month,
corporations have preferred to thwart the ob
stacle by replacing the disagresable issue of nes
stocks with the more palatable issue of bonds
endowed with special privileges. In this way,
however, they have further weakened the Stock
Exchange becausg, if they avoid to increase the—
already large supply of stocks, they equilly
lower the small supply of savings’ that could

long and heavy decline in the Stock Exchange
becanse the decline in stock rricﬁ, by increas-
ing their. yield, expresses only a trend, in"an
important branch of the financial market, to-
ward a rate of interest high enough to equi-
[hrate supply and demand for savings (8}

12. = With respeet to the' yicld of savings,
it may be useful 1o cxamine here bricfly the
tourse of prices of public and private bonds.

wlated for the construction of another index
(the Index of fixed income) will be used. This
index is published icr[miicauy along with those
shown carlier, with a comment by the samc
author, on the above mentioned magazine
s Borta Valori (g). - _

Three series of this index are calculated,
exch a relative on the 1938 basc; the first covers
the prices of 7 Government bonds (including
three Consols or Redeemables at long term and
four mediom term Treasury bonds); the second
wwers the prices of 12 non-Government bonds
fincheding three bonds of public entities and
pne induetrial, banking and agriculural
bends}; the third scrics covers all these 1g bonds,

Table X shows how the three series moved,
_in the same time period considered for the
mock market.

¥ Tame X

result in 3 demand for stocks. 3 INDEX OF FINED INCOME (PRICES)
The disequilibrium between supply and de (5B averages s poa)

mand for savings is, therefore, the main fat o e e v i
that cannot be eliminated by any artifice of al Dar mest | ermment | A: Bands
financial technique as long as the Governmenl i Boods | - Bonk
pursees a policy of m!:li: currency that com- e S gk
mands a sincere expression of the economx iﬂm 1 To3,58 o
: = r ' - 0 1 TP Y B fi.
siation.  But if this point is stressed, it madt ol i
also Be admitted thar the persistent and sub Dermbery | otsa
stantial decline in the stock market is, in o [ 0 r;;:: Lo meid e g
clusion, exactly and only one of the moe Dhccaber 16 | onir3 ¢ i
manifest expressions of that sincerity. Thers raig: m s foe.08 ] ’
fore, if in ltaly the supply cannor medt the At ! wmae R
demand for savings, it is evident thar the me § Seprember 2 1won8k | 10nBy | 1onar

of interest should increase, even if — to

less expensive the public debt and to suppor
the prices of medium term Tmrgﬂh:nnk i
the Government is, converring '— “the ofici
discount rate was lowered in April lm__ﬁ'@
55075 10 4507, _

_ There is, therefore, nothing n@m e

¥} Catenliians by the Retearch Deparcmen: of ihe Bank of
_Hi show that the average yickd of 4o important siocks gooted
B de Milsn Swck Exchenge wat: 5.7 % in roafl oy 3
ey, 1 in o8, g Y R Ho4n (Octber). Seurce:
Bty of she Resesrch Depertmens of she Bemk vf baly,
Sepemmber-Ccrobier 149,

i For the methodology used in the comstructiom of thit
ey s Lo Bowsa Valori, twue Mo 2 of g

To this purpose, some series of Agures cal-

e
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Since the ﬁgur{: were chosen to show the
turning points in the trends, it is easy to obtain
immediatcly the following information.  First,
also the bond market was bullish at-the begin-
ning of 1947. Prices of bonds, however, started
to decline much earlier than those of stocks;—.
but the decline was relatively small and- did
not last long,  From the maximum points of
February, Government bonds declined by
g.80%, non-Government bonds by 205, and all
bonds (average) by 18.45%,; starting with the
last quarter of 1947 the trend was again for
the rise. .
Second, during all 1948, prices of bonds of
all groups were relatively strong, Auctuating
liztle on the maximum points reached av the }
beginning of May of that year. d

In the third and last place, after the first

. half of March 1949 all bonds were at an average

level higher than the 1938 base (=100) and ,
started to rise, siowly bur continvously,  On
September 20, 1949, however, cach index was
at a lower level than the gpaxifnum reached in
February 1947 and only e group of Govern-
ment bonds was at a higher level than that on
lamuary 2, 1947, i’
It must be pointed out now that the above
comparisons gre not mathematically accurate
because the rates of some bonds incude the
interest accrued at cach date.  However, the
error is never large enough, on each of the
dates in Table X, o change the trend.
"~ Two facts, among those listed above, must
be pointed out because significant. The first
is that the decline that started in February
1947 may be explained in correlation with the
coincident rise in the stock market; namely,
from February to April 1647 there must have
been an arbitrage betiween bonds and stocks
for the purchase of the latter and, thereafter,
bonds were sold, as it has been said in para. g,
mastly for need of cash, both by speculators
losing in the stock market and by those who
were affected by bank credit restrictions. - It is
the opinion of this author that the first stimulus
must have becn the predominant one,
Anyway, as soon as the exceptional and
urgent demand for cash was met, the bond
market returned to be indifferent to what was
happening in the stock market; moreover, bond
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thtes became stable for the same canse dhar,
acting dlrr::tly and indh‘fﬂ—f Wi d:p:r_ﬁmg
stock prices, 1. e., thc guw:mmtntal ant-infla-
tionary palicy. ©

Finally, and this is the second significant
fact, bond prices started to rise after the first
half of March 1945, and the trend was antic-
ipated by a few weeks by the group of Govern
ment bonds.  Iv is, however, hard to believe
that the movemgnt was spontancous. It was
rathet induced by @ maneuver in the market
related to the above mentioned reduction in the
official discount rate, that ok place id April,
and to the necessary preparaton for the success
of.the conversion of the medium term Treasury
bonds.

In respect to this, it is necessary to point out
that the highest price rise in the group of

_Guv:mmmt bonds was ;hnmjr redecmable

bonds. Calculations by the already mentioned
Reséarch Department ﬂ‘f the Bank of Italy show
that the indexes {1038 averages = ro0) of the
ex interest prices of consols, redeemables and
five and nine years Treasury bonds changed as
shown in Table XI.

Tang X

EX INTEREST.PRICE INDEXES OF GOVERMMENT BONEE
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Sewrce: Research Depagrenent of rlnr Bank of Buly

Owiag to this mancuver for the rise, the
average yield of Government bond:, caleulared
on ex {fterest prices, declined in the first nine
months of 1945 down to little more than 5%
in September. except fm- redecmable bands
whese average yicld stll amuum:ti o 5.66%,
However, at the same time, non-Government

"bonds were yiclding from 6.50% to 7.8a%,

In conclusion, if the all special :md man-
vered group of Government bonds is Iefr aside,
it is possible to confirm that the relative s
city of savings in Italy is responsible for keep
ing sccurities at prices low enough thar their
yield correspond r a high rate of interest,

)




