
Concluding Remarks for 1970 

The "Anti-recession" Policy in the United States and its Reper
cussions on the International Monetary System 

For many years, the Bank of Italy has devoted special attention 
to intèrnational p~oblems, especially those of a monetary nature, in 
the convietion that failure to solve them can produce adverse effects 
on the growth of our economy. On numerous occasions, we have 
expressed the desire for a coordination of the economie policies of 
the various countries that should not be brought about merely by the 
fortuitous pressure of events but should benefit by the advantages of 
prior deliberation. W e have also pointed to the inadequate under
standing of economie mechanisms as a factor contributing to the 
persistence of particularistic views and attitudes whieh impede such a 
development. 

At the time of our meeting last year, the state of the world 
economy already suggested the possibility of confliets between the 
aims of domestie policies of the countries whieh exert a predominant 
influence over the more generai trend of economie activity and the 
aims, even openly declared, of international cooperation. We then 
concluded our examination of the cyclical variations in the United 
States by asserting that an acC::entuation of the signs of economie 
recession might finally have induced the United States government to 
adopt expansionary policies, with the ultimate result that the supply 
of dollars would have continued to be abundant on the international 
markets to the extent of arousing fears as to the viability of a system 
of relationships between currencies based on fixed exchange rates. 

Looking back over 1969 and 1970, it can be seen that the pol
icies pursued in the United States were designed to bring about, first 
of all, a slowing-down of the rate of increase of overall demand and, 
afterwards, a moderate expansion. In 1970 the increase in unit costs 
was smaller than in the previous year; priees went on rising at a 
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rate faster than was to be assumed from the behaviour of other 
economie magnitudes, such as the ratio of actual to potential pro
duction and the rate of increase in unemployment. Even American 
experts have difficulty in linking the causes of the resistance shown by 
prices with the phenomena which usually curb their rise. Some of the 
causes have been stated to lie in the persistence of impulses due to an 
inflationary process which has continued on an unprecedented scale 
for more than five years. Others have been attributed to the structural 
changes under way in the social system, with special reference to 
those relating to the concentration of economie power. 

The conclusion. of major labour contracts took piace during the 
transitional phase from a period of intense inflationary pressure to a 
period of moderate inflation; but the new contracts incorporated 
solutions which reflected a belief in the continuance of inflationary 
phenomena and the desire to protect the future purchasing power of 
wages from any new rises in the cost of living. These modes of 
behaviour were not displayed only in the sectors where labour is 
organised on a trade union basis. The major enterprises, for their part, 
did not resist them, feeling certain they could pass on the increased 
costs to prices, thanks to the market power which they possess; this 
power is therefore a component of the inflationary process, additional 
to that represented by the increased power of organised and unor
ganised labour. 

While inflationary impulses due to stronger expectations of their 
continuance can be combatted by appropriate combinations of fiscal 
and monetary policy designed to regulate demand, the impulses 
stemming from costs cannot be corrected by pursuing these policies 
without strongly affecting the level of employment. If the decisions to 
increase prices of the factors of production are not matched by an 
adequate money supply, the ultimate effect can be a liquidity crisis for 
enterprises, insolvency and bankruptcy. When these phenomena 
assume socially unacceptable dimensions, even in the United States 
recourse has to be made sooner or later to state intervention, mainly 
in the form of government orders. 

Inflationary explosions are also possible when actual demand 
does not exceed potential production: the concentration of demand in 
one or more key sectors of the economy brings about price increases 
which, by changing the relative positions, in turn induce increases in 
the remaining sectors. The strengthening of activity in the dynamic 
sectors creates a greater demand for labour, raw materials and ma-
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chinery; the prices of these factors of production go up and induce, 
within a certain length of time, a progressive rise of costs in other 
sectors. If they have sufficient market power, these sectors also raise 
their prices, causing a further upward spiraling of the generallevel. 

In the United States, these phenomena appeared in the indus
tries more directly concerned with production for defence, but, even 
when demand in these industries slackened, the upwards momentum 
imparted to prices throughout the economy continued. An attempt 
was made through monetary policy to dampen these impulses, by 
refusing to finance the production process at rising prices. The limit 
to this, however, was set by the capacity of enterprises to withstand 
liquidity crises; that this limit was approaching became absolutely 
clear in June 1970, when the insolvency of a large rail transport 
company appeared imminent. Confronted with these developments, 
monetary policy became expansionary, and was reflected in the for
mation of large holdings of funds in the banking system and in the 
downturn of interest rates. In addition, monetary policy endeavoured 
to bring back to the banking system the task of financing business. 
During the period of tight credit, the large enterprises had raised 
short-term capitai by direct placing of commerciai paper with the 
public; as we had occasion to emphasize in the previous Report, this 
phenomenon was intensified by the banks' inability to compete with 
enterprises by offering higher interest rates. In order to avoid certain 
undesirable consequences, the banks of the Federai Reserve System 
informed their associates that they would widely rediscount the 
portfolios of those among them who had given assistance to corpor
ations in difficulty. This arrangement proved inadequate to achieve its 
purpose and, immediately afterwards, was accompanied by the sus
pension of some of the ceilings on interest rates which the banks were 
allowed to pay on certificates of deposit and time deposits. Thus, an 
end was put to that process of disintermediation of the banking 
system, which had sometimes assumed paradoxical forms in the 
period of the credit squeeze, when it was seen that the regulation of 
bank liquidity produces serious distortions if it is prevented from 
transmitting its effects to the economy through changes in interest 
rates. 

During 1970, the growth rate of the money supply was raised to 
5.4 per cent; given the conditions of the real economy, the velocity of 
circulation slackened and bank liquidity increased. While this was 
happening, the banking system rejected funds previously attracted via 
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the Euro-dollar mechanism; despite measures designed to restrict the 
fl.ows of funds &om US parent banks to their branches abroad, an 
impressive outfl.ow of liquid resources began to develop. 

Consequendy, the problem of the Euro-dollar became more 
urgent. In 1959, a member of the present Board of Directors of our 
Bank raised, at an international meeting, the problem of the reper
cussions of the activities of the reserve currency markets on national 
economies, resorting, in order to express succinctly the possible 
infl.ationary developments, to the word "contamination", which at 
that time provoked indignant reactions. 

Through a natura! evolutionary process brOJight about by the 
passage of time and the refinement of technical knowledge, the 
activities of these markets became increasingly important in domestic 
financial policies, while simultaneously the view gained ground that 
they also acted as a vehicle for the spread of infl.ation in the various 
economies. 
. The volume reached by the liquid assets in dollars created by the 
United States balance-of-payments deficits, which, in turn, are further 
magnified by the activity of the Euro-market, is such as to undermine 
the patient attempt to construct on the basis of the Bretton W oods 
Agreements an economically and socially balanced system for the 
international exchange of goods, services and capitai. This clearly 
appeared &om the recent monetary crisis. 

The support given by the dollar to the system of international 
trade, at a time when the inadequacy of the traditional instruments 
was accompanied by a decline in the international role of sterling, is 
undeniable. It was thought, however, that its use represented a 
transitional solution until such time as the community of nations had 
provided itself with a · suitable organisation and appropriate instru
ments. It was also stressed that, in principle and with specific ref
erence to the dollar, a system of virtually fixed exchange rates could 
not be based in a stable manner on currencies playing the dual role of 
domestic and international molietary reserves .. 

Experience has abundantly proved that the more use world trade 
makes of a national currency, the more the international markets and 
the economies of the countries open to · foreign infl.uence are exposed 
to the changing cyclical conditions in the country creating that 
currency. For if the authorities who govern the market &om which 
that currency originates subordinate the balancing of their foreign 
accounts to their domestic aims and resort to the monetary in-
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strument to control inflation or revive production, the rest of the 
world becomes involved in the same direction of that choice. 

This technical o];>servation is in keeping with the more generai 
consideration that such a system tends to encourage the development 
of politica! conflicts, which increase distrust between countries and 
slow down the process of world economie integration. 

The introduction of the special drawing rights appeared to have 
opened the road to a rationalisation of the international monetary 
system, but obstacles are piling up along this road, owing to the 
impossibility of keeping under control the United States foreign 
accounts and the international money-creating mechanism set up, 
particularly in Europe, by the foreign branches of American banks 
and by European banks. As long as the effects of this creation were 
on a modest scale, the world economy, although reacting to them, 
was able to absorb them; but today international monetary disturb
ances have acquired such strength that the re-export of the flows they 
produce brings about reflux waves that rise higher and higher at each 
turn. 

Some economists maintain that international markets are ab
stract entities. The banks of the various countries, they contend, 
interchange between themselves liquid funds denominat-eci in dollars 
or other foreign currencies to exacdy the same extent that they 
receive them from depositors. The result is that the increase of net 
official reserves in dollars is, on paper, equal to the deficit of the US 
balance of payments (when the latter is expressed in terms of official 
transactions and to the extent that the deficit is not financed by the 
country's own reserves) plus the dollar reserves injected into the 
market by the centrai banks. Unquestionably, this proposition is 
correct, as is also the assertion that a reduction in the deficit in terms 
of liquidity of the above-mentioned balance and the discontinuance 
of the practice of depositing official reserves on the Euro-market 
would, in the absence of other stimuli, have the effect of regulating 
the volume of that market. But to deny that the banks as a whole 
have the power to expand their own operations within wholly dis
cretionary limits, against assets which they regard as liquidity reserves, 
is to ignore the very essence of the multiplier mechanism of inter
national means of payment, which is at one and the same time the 
effect and the cause of the United States balance-of-payments deficit 
and of the over-expansion of official foreign exchange reserves. If one 
werè then to infer from this argument that no reason exists for 
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extending to internationai banking activity the use of instruments 
which have been tried out within the national sphere, it must be 
concluded that the attempt of the authorities of the leading countries 
to maintain the liquidity of their systems and the official foreign 
exchange reserves at the desired level is destined to remain frustrateci. 

The Euro-market is nothing but the sum of those sections of the 
countries' bank balance sheets which are denominateci in foreign 
exchange, mainiy US dollars. Such bank assets and liabilities, Iike any 
other item in the balance sheets, are based on certain liquid assets 
which are voiuntarily heid by the banks in order to cover the risk of 
declines in their deposits. However, those heid in connection with 
domestic operations are aiso covered by compulsory reserves, com
f>osed of monetary instruments (not only currency) especially ahosen 
and regulated by the monetary authorities to limit the expansion of 
bank assets. By contrast, the domestic authorities do not require any 
deposit of reserves (except under temporary regulations imposed to 
meet contingent situations) in respect of the items denominateci in 
foreign currencies, nor are they individually able to indicate and 
regulate those instruments which the banks regard as liquidity 
covering their operating risks. Moreover, the banks, aware that, in the 
event of cash difficulties in reserve currency, they can turn to their 
own centrai banks, presumabiy keep their demand for precautionary 
reserves within modest limits. Consequently, in the case of banks 
operating on this market, the flow of liquidity resuiting from an initial 
deposit in dollars - whether made by a private individuai, a US 
commerciai bank or a centrai bank elsewhere in the world - passes 
from hand to hand and diminishes at each turn by oniy a fraction, 
intended to ensure the liquidity of operations in that currency; 
provided, of course, that the centrai banks or the individuai operators 
do not deposit this liquidity in the United States for their own 
use. 

An examination of nationai monetary policies applied to the 
Euro-dollar market, or the Euro-currency markets in generai, shows 
that the individuai countries have been chiefly concerned with regu
lating the net position abroad of their banks rather than the volume 
of their assets and liabilities in terms of foreign exchange. In other 
words, they have mainly attempted to isolate the creation of domestic 
monetary base from externai influences, ignoring the fact that this 
base, in an integrated economy, cannot escape the effects of the flows 
of funds which bank intermediation can create. 
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Consequently, tbe monetary policy of most countries bas 
bitberto implicitly accepted a system of voluntary reserves as tbe only 
limitation on tbe supply of international bank money. Tbe fact tbat, 
until recently, tbe supply of sucb money was relatively modest may be 
due to a certain segmentation of tbe markets, to temporary obstacles 
createci by certain countries and to tbe fear of recurrent monetary 
crises, and tbus to tbe restraint wbicb tbe banks, in view of tbis, may 
bave spontaneously exercised. As very little is known about bow tbese 
restraining factors bebave, a policy tbat continues to be based on tbe 
acceptance of discretionary reserves alone as tbe factor limiting inter
national activity of tbe various banking systems maintains, in tbe 
present monetary structure, an element of uncertainty regarding tbe 
development of international trade and domestic economies tbem
selves. 

Measures sbould tberefore be studied for bringing tbe supply of 
international liquidity back under control so as to restore to tbe 
monetary autborities tbe possibility of guiding domestic financial 
systems in tbe direction regarded as most compatible witb freely 
cbosen aims. 

It sbould be pointed out straigbt away tbat, in view of tbe great 
adaptability of international markets to new forms, dimensions and 
tecbniques, unilateral decisions would bave tbe effect of damaging tbe 
intermediaries of tbe countries adopting tbem, wbile partial regu
lations, for instance tbose confined to tbe Euro-dollar to tbe exclusion 
of tbe otber Euro-currencies, would bave tbe effect of producing 
atropby in tbe controlled part, and an expansion of transactions not 
subject to regulation. Consequently, ifa decision is reacbed to regulate 
tbe markets, concerted action is necessary togetber witb generai 
measures applying to ali countries, wbetber or not tbey bave balance
of-payment surpluses or deficits, to ali markets and to ali operators. 

Solutions designed to regulate tbe credit potential of tbe Euro
dollar market must apply botb to sources of its liquidity base and to 
tbe use made by tbe banks of tbe foreign excbange liquidity tbey 
acquire. It sbould be recalled tbat tbe propagation effects emanating 
&om tbe Euro-dollar market can spread in opposite directions. Tbe 
experience of recent years sbows tbat tbe inflationary impulses of 
1970 were preceded by tbe deflationary impulses of 1969. 

Control of tbe sources of liquidity base raises once more tbe 
subject of tbe excbange rates between gold, tbe dollar and otber 
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currencies, which has been discussed severa! times iri previous Re
ports . 

. During the last few years, there has been a progressive deter
ioration in the United States balance on goods and services at a rime 
when the function of the dollar as a reserve currency appears to be 
weakened technically by the higher average rate of inflation of the US 
economy in comparison with the past and by the prevalent use of 
monetary policies by the US authorities. The possibility cannot be 
ruled out that the recent worsening on current account may have 
been partly due to fortuitous situations, but it is more likely that it 
was the result of reduced competitiveness of American goods and of 
the acquisition of greater technological independence by the rest of 
the world, at least with regard to goods which most directly affect the 
US balance of payments. It cannot, however, be deduced from this 
that the rest of the world can accept solutions which maintain 
untouched the full freedom of financial flows by placing the burden 
of the adjustment on ctrade in goods and services. 

At the beginning of this year, we already had occasion to point 
out that the persistence of serious US balance-of-payments dis
equilibria might render necessary a technical solution which, de
pending on the magnitude of the monetary flows in dollars in the rest 
of the world, could take the form of a widening of the margins of 
fluctuation of currencies around their parities against the dollar, of a 
change in the parities against gold or the dollar, or of the abandonment 
of the present system whereby the dollar must be purchased by the 
official authorities in unlimited quantities. If this were regarded as 
undesirable or impracticable, the necessity would arise of a contro! 
over capitai movements, by the United States or the rest of the world, 
to be applied by the issuing of administrative rules or by the creation of 
a second dollar market for dealings in the dollars derived from 
financial operations. One form of intervention could be the systematic 
carrying out of operations of the type performed this year by the 
Export-Import Bank and the United States Treasury; these, by 
changing the balance of the United States foreign payments, could 
produce the desired effect, provided that they were carried out in 
agreement with the monetary authorities of the countries concerned 
and designed to reabsorb the international liquidity base before the 
banks should multiply it by credit-granting. The monetary authorities 
are tending towards the use of these operations in order to combat 
incipient problems arising from the United States balance-of-payments 
deficit. 
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In view of the magnitude reached by US liquid liabilities held by 
official organisations and private individuals, and the ability of the 
banks operating on the Euro-market to procure in various ways the 
liquidity they need, control of the primary source of supply of 
Euro-dollars cannot alone solve the problem of guiding the inter
national money supply in the desired direction, unless the solution is 
chosen of abandoning the present institutional order of the exchange 
relationships between currencies or of forcibly sterilising the United 
States sight liabilities or replacing them by other, non-liquid financial 
instruments. 

Thus, on the one band, it is necessary that the official organis
ations should re-examine the desirability of persisting in polides 
designed to export unwanted international monetary flows and of 
allowing themselves to be guided in the management of their reserves 
by criteria which are not appropriate to the purposes for which they 
hold them; on the other band, they must also regulate the expansion 
of the items of the individuai countries' bank balance sheets which 
are denominateci in foreign exchange, both by stating expressly which 
liquid assets must be held in respect of these items and by manipu
lating, by agreement between ali the countries, the ratio which is to 
exist between liquidity and foreign exchange lendings or deposits at 
each phase of the business cycle. 

What has been said forms the basis of a wide and closely-knit 
range of solutions, which do not rule out the possibility of continuing 
along the road towards the establishment of a system inspired by the 
prindples of Bretton Woods. But the countries must be willing to 
draw up a common scheme of intervention on the international 
financial markets, pari passu with the implementation of the pian for 
creating reserve instruments that are independent of the behaviour of 
individuai economies. 

There seems to be a consensus of opinion regarding the nature 
of the crisis which broke out at the beginning of May: it was 
apparently due not to undervaluation of the European currencies in 
terms of the US dollar but to the inflows of capitai brought about at 
first by the divergence between the monetary policy pursued in some 
European countries and that applied in the United States, and 
subsequently - because of the exceptional magnitude of these flows -
by the increased expectations that some currencies would be re
valued, with the cumulative effect which such expectations exert on 
capitai movements. 
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The solutions adopted by the various countries for dealing with 
the crisis, considered individually, fall under the logica! heading of 
measures designed to regulate the supply of dollars for international 
use. As, however, they were not the result of concerted action to 
combat the causes of the phenomenon, we believe that these sol
utions do not entirely meet the objections raised against an uncon
ditional development of international monetary flows and the oper
ation of the mechanisms which generate them. 

In basic contrast with the spirit of ali the above-mentioned 
measures is the argument that international monetary problems - and 
not just those arising from the functioning of the Euro-dollar market 
- can be fundamentally solved by a generai uniform increase in the 
price of gold not differentiated in relation to the dollar and other 
currencies. This argument, which we examined closely three years 
ago, has not in the meantime been sustained by any further 
knowledge lending support to its underlying hypothesis. The essence 
of the problems connected with the international use of the dollar lies 
first and foremost in the magnitude of the US balance-of-payments 
deficit and not in a lack of confidence in the ability of the United 
States to honour its debt, provided, of course, that solvency is not 
interpreted narrowly in a way that recalls anachronistic principles 
connected with the gold standard system. Any nominai increase in the 
value of the United States gold reserve, therefore, besides necessarily 
being of so large a size as to be unacceptable in practice to ensure that 
it met that country's current total liabilities, would be unable to 
eliminate the existing disequilibria in the exchange rate relationships 
between the main currencies or - stili more - to give an impulse to 
the mechanisms for the deliberate creation of internationalliquidity, 
thùs avoiding the present state of dependence of the international 
financial system on the cyclical trend of the individuai countries' 
foreign exchange balances. Lastly, it would not meet the need to gain 
contro! over the autonomous centres that originate international 
means of payment, which have been widely discussed; on the con
trary, if it were really able in practice to restore greater confidence in 
the dollar, it would give such markets renewed vigour. 

A possible start towards a coordinated monetary policy, at least 
within the European Economie Community, was offered by the 
resolution passed last February by the EEC Council of Ministers on 
the basis of the recommendations put forward by the so-called 
W erner Report, supplemented, with regard to the foreign exchange 
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system, by the anaiysis made of it by the Committee of Governors. 
Itaiy fuliy supported this move, being keen to participate in such a far
reaching European scheme; she nevertheiess expressed some doubts 
regarding a line of policy whieh, despite our efforts to maintain a 
certain harmony between the convergence of economie policies and 
progress in the fieid of monetary reiations, persisted in giving pre
cedence to the Iatter, mainiy by emphasizing the necessity of re
strieting the margins of fluctuations in exchange rates within the 
Community. In our opinion, the insufficient coordination of the 
economie policies of the member cotmtries of the Community, the 
different degrees of domestie inflation in each of these countries and, 
especially in some cases, the magnitude of capitai movements made it 
appear questionabie whether the prerequisites exist for starting a 
process of progressive reduction of the margins of fluctuation, whieh 
shouid culminate in the establishment of irrevocabiy fixed exchange 
rates between the Community currencies. 

In partieular, our suggestion to Ieave the margins unchanged for 
reiationships within the Community and to create more room for 
manoeuvre in reiation to the dollar by widening the present band to l 
per cent on either side of parity, pending institutionai changes on a 
world-wide scale that wouid permit margins of up to 2 or 3 per cent 
was not accepted. Instead it was ultimately decided to reduce &om 
0.75 to 0.60 per cent, with effect &om June 15, 1971, the band of 
fluctuation of the dolJar on the Community markets around the 
so-called Community levei; but the decision had to be deferred, 
owing to the aforementioned foreign exchange crisis. 

The measures proposed by the Commission of the European 
Economie Community to deai with the crisis seemed capabie of being 
effective, provided, however, that they were adopted in their entirety 
and by ali the countries together. It also became clear that some of 
the measures could not have been applied immediately and that 
others, although in accordance with the needs of the moment, would 
have been able to produce their effects oniy in course of time. 

These measures, accepted by the Councii after examination by 
the Committee of Governors and the Monetary Committee, pro
posed, in addition to the establishment of a contro! over the sources 
suppiying the Euro-dollar market and, at the same time, over the 
credit-expanding process whieh takes piace through that market, to 
limit the entry of short-term funds into those countries where this 
couid prejudiee the implementation of the monetar~ policy. The 
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proposals essentially aim at facilitating control over the creation of 
monetary base within the individuai countries by dissociating it, 
within certain limits, from the effects of the foreign component. 

The plan proposed by the Commission was accepted by ali, 
including the representatives of the Federai Republic of Germany. , 
Views differed, however, regarding the urgency of preparing 
measures that should be immediately effective. Consideration of the 
urgency of finding solutions to her own problems induced Germany, 
after consultation within the Community, to suspend application of 
the previously existing margins of fluctuation around parity with the 
deliberate intention of discouraging new inflows of liquid funds by 
introducing an element of uncertainty regarding the yield expected. 

The dismay caused by recent events may help to reinvigorate the 
politica! will of the member countries to strenghten the Community, 
in view of the serious problems stili unsolved. 

One of these, which seems to be approaching a successful 
solution in the very wake of the recent foreign exchange crisis, is 
constituted by the negotiations with the United Kingdom and the 
other candidates for membership of the Community. 

From the monetary point of view, one of the difficulties which have 
emerged concerns the position of sterling in an enlarged Community, 
since it is incompatible with Community membership for any national 
currency to be allowed to serve as a reserve currency for the rest of the 
world, or for part of it. Such a function, or that of an intervention or 
reference currency for the linking-up of the currencies of non-member 
countries which choose to gravitate economically around an enlarged 
Community, could only be performed by the single common currency of 
the future Economie and Monetary Union. 

However, the graduai elimination of the sterling balances held 
by the countries economically assodateci with the United Kingdom 
cannot be achieved unless they are . offered as a replacement an 
alternative reserve instrument in which they would find it convenient 
to invest their reserves. It is in the interest of the future Economie 
and Monetary Union that this should be a Community instrument. 

If this and the other obstacles still standing in the way of the 
United Kingdom's entry can be removed, the result will be the 
formation of a far more balanced Community in which the decisions 
will increasingly reflect, instead of the bargaining power of the 
member countries, the blending of national interests with those of the 
Community. 
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In last year's Report, we point~d out that, in view of the 
inflationary pressures in the world economy and the different ways in 
whieh they appear, it might have been diffieult to recondle a greater 
degree of economie interdependence with a system of fixed exchange 
rates; this might have led to the need for recourse to moderately 
flexible exchange rates. Such an innovation, we concluded, might 
stimulate the transformation of the European Economie Community 
into an economie union with interchangeable currencies on the basis 
of irrevocably fixed exchange rates, their monetary relationships with 
the test of the world · being regulated on the basis of fluctuating 
rates. 

The dedsion recently adopted by the German government might 
have provided the occasion for an approach towards the solution then 
suggested. We felt, however, that our country could not seize that 
opportunity, owing to the difficulties with whieh our economy is 
struggling: investment is stili apparently stagnant, private consumption 
seems to be restrained, building activity is stili declining, industriai 
output has fallen and foreign trade in goods and serviees is showing a 
deficit. We shall now go on to discuss these problems. 

Outline of the ltalian Economy in 1970. Domestic and Foreign 
Demand. Costs, Prices, Profits 

During 1970, the expansion of domestic demand, partieularly 
pronounced at the beginning of the year, was not accompanied by a 
sufficiently large increase in production; a substantial proportion of 
the additional demand was met by increasing imports, whieh led to a 
reduction in the surplus on goods and serviees account of 1,300 
million dollars, representing 1.6 per cent of the gross national 
product. It was thus possible to contain the effect on prices; never
theless, the inflationary component in the growth of incarne was 6.3 
per cent, exceeding that of the real component, whieh was 5.1 per 
cent. In the period January-August, whieh is the only period for 
whieh the past two years are comparable, owing to the effect of the 
strikes in the latter part of 1969, manufacturing output - the added 
value of which represents nearly 90 per cent of that of the industriai 
sector- increased in 1970 at roughly only one-third of its 1969 rate. 
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The slowdown, which, both far the whole sector and far the main 
categories of industry, does not seem to have been due to the 
reaching of full utilisation of existing productive capacity, appears as 
stagnation if we examine the trend during 1970; seasonally adjusted, 
the leve! of activity at the end of the year was the same as at the 
beginning, and the situation deteriorateci in the early months of 
1971. 

The imbalance between demand and supply was not uniform far 
, ali the sectors of industry; it was more marked far metallurgy, means 

of transport and textiles, far which the volume of exports levelled off, 
whereas that of imports rose considerably. Far mechanical engin
eering, imports recorded a very high rate .of growth, while sales 
abroadslackened. Lasdy, the chemical sector, although also showing 
a deterioration of its trading surplus, achieved an expansion in 
exports after the· standstill of the previous year. 

The moderately restrictive monetary policy pursued since the 
middle of 1969 - as soon as the inflationary component of national 
incarne seemed to be increasing to such an extent as to begin to 
exceed real growth, and there were signs of a further worsening of the 
balance of payments because of difficulties on current account, too -
has acted as a brake on prices. Nevertheless, prices far manufactured 
goods moved up at an annua! rate of 11 per cent during the first five 
months of the year, which subsequently slackened down. The 
adoption of this policy also helped to reduce capitai exports, through 
the raising of interest rates, which were gradually brought into line 
with those prevailing on the international market. This move was 
supplemented by administrative measures which curtailed the export 
of banknotes. 

Monetary management, on the other hand, involving the aban
donment of the policy of stable interest rates, had repercussions . on 
the capitai market, where issues of fixed-interest securities contraeteci 
by about one-quarter from 1969 to 1970. The decline was offset by 
borrowing on the international market; in this way, a balance-of
payments surplus was also achieved instead of a considerable deficit, 
which would have happened in the absence of these loans. 

The economie trend was influenced by an exceptional increase in 
costs, ali the more serious as productivity gains, instead of remaining 
high or even increasing with the recovery in output, slackened. The 
economy was unable to counter the effects of wage increases either 
through rapid rationalisation or a sharp expansion of investment; new 
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projects stagnated. The vigorous growth of domestic demand in the 
first part of the year was accompanied by a contraction in supply, due 
both to the reduced possibilities of using productive capadty owing 
to the implementation of the provisions of the new labour contracts 
and to various forms of labour disputes. This started a process which 
began with a decline in output, leading to the slower formation of 
income and hence to a weakening of demand. On top of this carne the 
serious effects of the slowing down of building activity. Finally, 
symptoms of recession appeared. These trends appeared not only in 
backward sectors but also in advanced ones, espedally the capital
goods industries. 

The rapid progress made by the Italian economy in the last 
twenty years was due, during the greater part of the 1950s to the 
introduction of new technologies, coupled with the use of labour of 
steadily improving quality. Subsequently, the large expansion in the 
years 1959-1963 increased and strengthened the country's productive 
potential; after 1964, the progressive use of this potential and the 
improvement of business efficiency, obtained by the formation of 
units of better dimensions and by better combinations of the factors 
of production, enabled our economy once more to achieve a vigorous 
rate of expansion. Under present-day conditions it appears difficult to 
prolong this phase, not only because less technical innovations remain 
to be introduced but also because the new labour conditions, the 
persistence of strikes by non-trade union groups and absenteeism 
force enterprises to reorganise production schedules so as to regain 
the necessary margins of flexibility and, in some cases, to decentralise 
plants. This leads to results which deserve our attention. 

Between 1960 and 1969, total employment in manufacturing 
industry increased at an average annual rate of 1.00 per cent; as the 
number of hours worked per employee declined by 0.7 per cent, the 
total number of hours worked did not change appreciably. The whole 
increase in output was achieved by a rise in hourly productivity of 6.9 
per cent per year. During these same years, enterprises usually re
sponded to changes in demand, in the short term, by making less than 
proportional adjustments to their payrolls, since they could regulate 
the hours worked by the manpower employed. 

If we confine the comparison, for the reasons stated above, to 
the first eight months, we find that from 1969 to 1970 the tendency 
towards a decline in the number of hours worked per employee 
became more marked; the use of the labour factor stili remained 
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practically unchanged, since the reduction in hours worked per em
ployee was offset by an aimost equivalent rise in employment. The 
volume of goods produced increased to a moderate extent; hourly 
productivity went up by 4.5 per cent and that per employee by 1.5 
per cent. This was also influenced by the tendency we mentioned to 
substitute hours worked per unit of labour by using additional man
power; in fact, even if this accords with the aim of modifying 
non-optimum labour conditions, it not only renders company man
agement more rigid in making the necessary adjustments to cyclical 
phases, but also, at least at first, causes a reduction in productivity, 
due to the time inevitably needed to fit new workers into the 
production line. 

The difficulties of reconciling better working conditions with the 
orderly development of productive activity, combined with the &e
quent recurrence of conflicting situations within companies, made 
cost-planning impossible and finally acted as a disincentive to the 
investment through which the economy would normally have endeav
oured to restare the conditions necessary for the reconstitution of the 
capitai employed. In the field of public building, many calls for 
tenders met with no response, since builders were unable to foresee 
the extent of the increase in costs during the period of execution of 
the work. 

In past years, we have repeatedly emphasized the need for an 
expansion in capitai investment which, taking full advantage of the 
possibilities offered by the formation of savings, would accelerate the 
extension and strengthening of the productive apparatus and allow 
the necessary social and economie infrastructures to be prepared. W e 
have always directed our own efforts to this end by trying to en
courage the inflow of the necessary financial resources at the most 
convenient rates possible. 

In the industrìal sector, which is more sensitive to market 
pressures, the middle of 1968 saw the start of a vigorous recovery in 
investment, on the part of both public and private enterprises, im
pelled by the graduai reduction in the margins of unused capacity and 
the favourable trend of profits, and assisted by the ampie availability 
of financial resources. This phase was interrupted first by the excep
tional events of the autumn of 1969; then, in 1970 - after a brief 
recovery largely due to installation of machinery which it had not 
been possible to carry out in the latter months of the previous year -
it petered out, owing to the disappearance of the conditions which ,.,• 
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had stimulated it. The average results for the year do not reflect this 
change, because of the way in which the events described followed 
each other during the two years, and indeed show a greater increase 
in industriai investment than in 1969. This was mainly due, however, 
to public enterprises, since the contribution of private firms, even on 
the basis of annual figures, was rather small. 

A glance at the indicators of economie activity for 1970 shows 
that the appearance of a tendency towards a decline in demand from 
quarter to quarter was in fact mainly due to the trend of investment 
expenditure, considerably influenced by the building crisis. This is 
also evident from the data on industriai production, the stagnation of 
which, between the beginning and the end of the year, was Iargely 
attributable to the capitai goods sector. Another factor contributing 
to the unsatisfactory trend of investment in 1970 was the degree of 
availability of credit, which is fully discussed in the chapters of the 
Report. We shall confine ourselves here to mentioning the essential 
aspects. 

In las t year' s Report, after quoting the estimates of the T echnical 
Scientific Committee of the Ministry of the Budget, according to 
which, in 1970, the average increase in the cost of Iabour per person 
employed in the whole economy was put at 13 per cent and the 
increase in industriai workers' actual earnings was expected to range 
between a minimum of 11 per cent in sectors not subject to renewais 
of labour contracts and a maximum of 21 per cent in the others, we 
stated, on the basis of successive indications, that the increases wouid 
probably be greater. These estimates and our assertions were dis
puted; it has to be admitted that the estimates were subject to error, 
but of the opposite sign to that suggested by the critics. The increases 
in fact turned out to be much greater than had been forecast; in 
manufacturing industry earnings, according to the Ministry of 
Labour's statistics, available for the first three quarters of 1970, 
increased on average by 23 per cent with peaks of 27 per cent in the 
metai-working and mechanical engineering industries, and 33 per 
cent in the chemical industries. The impact of such Iarge rises was not 
confined to the branches in which wage contracts were renewed but 
spread to ali sectors, owing to the share of wages in the prices of the 
goods and services exchanged within the productive system. In every 
sector of manufacturing industry the increase in costs is thus at
tributed to two factors: one direct, namely the increase in wages 
within the sector in question; the other indirect, namely the increase 
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in the priees of goods bought from other industriai sectors; this is the 
aspect which illustrates that the concentration within a limited period 
of time of the effects of the renewal of many important labour 
contracts is detrimental to the equilibrium of the economie system. 

Redistribution of income can raise the level of consumption and, 
when there are unemployed or underemployed factors of production, 
stimulate higher production. But if, at the same time, as in fact was 
the case, changes occur in the relationships between costs and prices 
leading to widespread uncertainty regarding the possibility of recon
stituting the capitai employed in production, investment decisions 
inevitably slow down and the mechanisms tending to restore balance, 
whieh in a different situation would bave stimulated. increases in 
output, help to bring about the new balance by lowering the level of 
employment. Instead of moving towards higher equilibrium levels, 
the economie activity loses ground. 

I bave felt it my duty to underline the consequences resulting 
from a refusal to admit the links connecting these phenomena, and I 
continued to do this even at times when the trade union disputes had 
reached the highest degree of bitterness. 

At the end of November 1969, I had occasion to assert, among 
other things, that considerations relating to generai public order, and 
also to the re-establishment of discipline within enterprises, suggested 
the desirability of expediting the settlement of the current trade 
union disputes. The preservation of the representative nature and 
authority of the trade union organisations was in the generai interest, 
partieularly if the government, in consultation with these organis
ations, was willing to face the problems of a reform of national health 
service institutions and similar questions. These are the reasons that 
impelled a settlement of the disputes, rather than the gravity of the 
losses of production and income caused by the strikes, whieh are the 
inevitable price of a system of labour relations based on respect of the 
freedom of action of the parties concerned. But the greater the 
concessions made because of contingent considerations, the more, I 
said, would the solution of future problems be complicateci. 

With regard to the possibility of the wage increases being 
absorbed by the industries affected by the contract renewals, I 
emphasized the difficulties whieh would be encountered, especially in 
the engineering industries. Numerous engineering firms, I asserted, 
would be unable to bear the new burdens and would thus be exposed 
to the risk of bankruptcy; nor did it seem acceptable to assume that an 
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intensification of investment brougbt about by credit concessions 
would bave made it possibie to increase productivity sufficiently to 
restare balance in enterprises witbin a sbort time. It sbouid be borne in 
mind, I said, tbat engineering firms empioy labour to a proportionally 
greater extent than otber industries and are more affected tban otbers 
by internationai competition, so tbat tbey find i t Iess possible to pass on 
part of tbe cast increases to prices. 

As to empioyment, I added tbat, assuming tbat tbe increase in 
wage costs wouid bave forced engineering firms to attempt to econ
omize on tbe Iabour factor, tbis wouid inevitabiy bave resulted in a 
Iessening of tbe incentive to create new jobs. Tbe sbortening of 
working bours couid bave operated in tbe apposite direction to tbe 
extent tbat tbe burden on costs bad been found bearable. 

Extending tbe survey to tbe wboie system, it bad to be asked 
wbetber, in view of an increase in tbe prices of investment goods 
Iargeiy supplied by tbe sectors affected by tbe new Iabour contract, 
enterprises in tbe otber sectors wouid not aiso bave been forced to 
consider curtailing tbeir capitai expenditure programmes in reai 
terms. I concluded tbat, if tbis sbould bappen, repercussions on total 
empioyment wouid be inevitabie. 

Subsequent events appear to bave Iargely confirmed tbese state
ments. Tbe size of tbe increases in tbe unit cast of labour in 1970, and 
of tbose wbicb are stili due, rules out tbe possibility of tbeir being 
passed on to prices to tbe extent and witb tbe timing necessary to 
avoid a strong impact on profit margins. It sbould be remembered 
tbat tbese events, unlike tbe similar ones in 1964, took piace at tbe 
end of a period during wbicb tbere was no strengtbening of tbe 
productive system sucb as occurred in tbe five-year period 1959-1963. 
In tbis situation, a policy of forced expansion of demand, insofar as it 
was not reflected in greater imports, migbt bave led to even bigber 
rates of increase in costs per unit of output, owing to tbe depressive 
effects on productivity resulting from tbe beterogeneous capitai 
structure of our productive system, to wbicb we referred in tbe 
previous Report, and to tbe accentuation of tbe wage drift. Tbe 
amount passed on to prices wouid bave been relatively smaller and 
tbe resultant squeezing of profit margins would bave been pro
portionately greater. An anaiysis of tbe results far last year and tbe 
previous years confirms tbat enterprises' profit margins are a de
creasing function of tbe rate of acceleration of labour costs per unit of 
output; tbe repercussions on tbe propensity to invest of private 
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enterprises, especially in the case of smaller firms, are automatic and 
largely independent of action taken by the centrai bank. The delays in 
and the limits to the adjustment of priees to increases in costs are the 
greater the stronger is the impact of domestie and internationai com
petition. 

In an economy which, like that of Itaiy, is open to the inter
national market, those tensions which originate from costs force out 
of the market, for economie reasons, whole enterprises, or at Ieast the 
part of their piants whieh can no Ionger be profitabiy operated at the 
new Ievel of costs; in other words, inflation produces deflationary 
impuises which start a painful process of adjustment. The erosion of 
enterprises' profit margins caused by frietions whieh deiay and con
straints that limit the alignment of price changes with the higher costs 
of management, the res-ultant repercussions on self-financing by 
enterprises, the prospect of a Iower rate of yield on investments and 
thus the reduced propensity to invest, are all factors Ieading to an 
inadequacy of overall demand which tends to feed on itself. 

When, Iast summer, signs of a cyclieai trend of this kind ap
peared, the direction of economie policy altered so as to strengthen 
the components of demand represented by social investment and 
consumption, accelerating at the same time the expansion of the 
money suppiy. We shàll mention Iater the limits to the creation of 
money; but we should like to emphasize that, in view of the present 
institutionai structure of the economie system, changes in financiai 
aggregates are of littie effect when the process of price formation for 
the productive factors and for products changes in such a way as to 
have an adverse effect on the formation of capitai. There can be 
different opinions as to who shouid be given the power of deciding 
on the accumuiation of capitai and its use; but it is not possibie to 
desire economie progress and at the same time rtot to desire the 
accumulation of capitai. 

Total financing of the domestic sectors (househoids, enterprises 
and the public administration) increased substantially, rising from 
7,650 billion lire in 1969 to 9,500 billion in 1970. The increase was, 
however, mainiy accounted for by the part absorbed by the public 
sector and particularly the Treasury, whieh, net of funds transferred 
to other sectors, rose from 1,930 billion lire in 1969 to 3,370 billion 
in 1970. Consequently, despite the impressive increase in overall 
financing, the amount that went to the economy in 1970 was only 7.2 
per cent more than in 1969. Since in the second half of 1969 credit 
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expansion had been somewhat contained, the total credit supply to 
the economy suffered a re:striction which appears even greater if 
account is taken of the incteased need for floating capitai and the 
higher cost of capitai goods, all accompanied by reduced self
financing. 

Throughout the greater part of the year, that is, until about the 
end of the third quarter, the supply of bank credit was contained 
owing to our interventions in the second half of 1969 and the first 
half of 1970 and to the lag with which the system reacts to them. 
Since during the same period there was an excess, in relation to 
supply, of demand for credit, even at the higher interest rates charged 
by the banks, phenomena of rationing occurred, through the shifting 
of funds between the various sectors of the economy and, within 
these, towards the big enterprises. Financing was concentrateci on 
industry and especially on the minerai oil and chemical sectors; the 
funds mainly went to state-owned enterprises and to the large private 
enterprises which carry out far-reaching investment programs, spread 
over long periods, and need credit that is more stabie and Iess 
sensitive to changes in economie conditions. Small enterprises, in a 
precarious state owing also to the greater difficulty of passing on cost 
increases to prices and, unlike state-owned enterprises, not immune to 
the danger of insolvency, suffered most &om these conditions. 

This phenomenon is clearly revealed by an examination of the 
data of the Centrai Risks Office on the distribution of the increases of 
credit lines classified by size. The concentration of such increases had 
not varied appreciably during 1969; an anaiysis of the quarterly data 
shows that the distribution of the increases was very dose to that of 
the initial totals. From the first quarter of 1970, on the other hand, a 
sharp fall was noted in the share of credit lines of amounts below one 
billion lire compared with the total. From the second quarter, the 
share of the categories comprised between l and 20 billion lire also 
decreased. In the fourth quarter, a norma! position was re-established, 
owing to a faster increase of the lines of credit of more modest 
amount. 

Not only in Italy but also in most countries with market econ
omies, when demand for credit exceeds supply, the banks· tend to 
exclude the excess demand by reducing the proportion provided to 
the higher risk customers. The rigidity of the interest rate structure in 
Italy accentuates the phenomenon of credit rationing and, when this 
occurs, the choices are influenced not only by objective consider-



352 BNL Quarterly Review 

ations, that is, regarding the quality of the enterprise, but also by 
subjective considerations, preference being given to enterprises di
rectly or indirectly controlled by the state. Proof of this assertion is 
furnished by a comparison between the average increase for ali bank 
loans from December 1969 to September 1970, amounting to 4.4 per 
cent, and the increases for some groups of enterprises in the public 
sector, ranging between 25 and 48 per cent, and for local authorities, 
amounting to 26 per cent. Towards the end of the year, the pressure 
of the large groups on the banking system decreased, both because 
some of them took advantage of the greater possibilities of borrowing 
abroad, and because the special credit institutions accelerateci the 
disbursement of loans previously granted. 

-- An important factor distorting credit policy is the pressure 
exerted by local authorities and national health service institutions in 
search of funds. Lendings to them are the source of high profits for 
the banks concerned, but can also entail the tying-up of large sums, 
thus worsening the banks' liquidity situation. Furthermore, being 
intended for the financing of deficits caused in most cases by pay
ments which, for social and politica! reasons, are absolutely un
postponable, such lendings limit the autonomy of the banks and, 
when the latter run into cash difficulties, of the Bank of Italy itself. 
But the more the banks' field of choice is restricted, the more they are 
obliged to resort to rationing. This phenomenon is one of those 
which actually reduce the effectiveness of a market economy based on 
the multiplicity, variety and renewal possibilities of economie in
itiatives. Thus, just as the defence of an efficient and dynamic system 
of mixed economy must be ensured by avoiding unexpected shifts in 
the line of demarcation between the public sector and the private 
sector, it is likewise essential that this demarcation line should not 
also mark the boundary between a privileged area and one which is at 
a disadvantage in obtaining credit. 

Administration of External and Internai Liquidity. Short- and 
Long-term Credit. Interest Rates 

In recent years, the authorities responsible for economie policy 
have been faced, more clearly than in the past, by aims which are . 
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difficult to reconcile with each other: it has not always been possible 
to promote sustained growth of income under conditions of price 
stability while at the same time maintaining a satisfactory equilibrium 
in the foreign accounts and in employment. In 1970, after an 
18-month period of baiance-of-payments deficits, our policy was first 
to restore and then to raise the Ievel of our foreign exchange reserves, 
in the conviction that availability of adequate reserves constitutes a 
safeguard to ensure that policies designed to defend the Ievel of 
empioyment are not frustrateci by balance-of-payments crises. The 
accumulation of reserves entails a cost which has, as a counterpart, 
the greater dègree of freedom which can be achieved in decisions of 
economie policy. This is all the more true, the more an economy is 
open to the international market. 

The forces which can produce swings in the balance of payments 
have become stronger. The decline in the productive system's ability 
to adjust to changes in the volume and composition of demand entails 
greater recourse to imports. The high degree of dissociation between 
the centres where savings are formed and those which carry out 
investments, exposes our economy, more than others, to the danger 
of shifts of funds to other markets. Similar consequences are pro
duced by the failure to adjust the structure of the domestic capitai 
market to the internationai market and, in particuiar, by the fact that 
our market does not, at present, offer forms of investments which can 
compete with those on the internationai market, although the most 
recent experience has shown that the greater attractiveness of certain 
foreign investments can prove illusory. 

In last year' s Report, we had occasion to recall the increasing 
difficulties which capitai exports were creating for our balance of 
payments and the measures adopted in 1969 and the early months of 
1970 to combat their further expansion and cope with their conse
quences. In addition to the monetary policy decisions taken in order 
to create generai conditions capabie of discouraging capitai exports, 
mention was made of the following measures: the starting of heavy 
borrowing abroad to meet public and private credit requirements, 
though utilisation of the lire proceeds was staggered so as to limit the 
impact on domestic liquidity; the shortening of the periods within 
which those engaging in foreign transactions must make payments 
and collections; and the centralization at the Bank of Italy of the 
crediting of banknotes received from abroad, a measure which, by 
lowering the exchange rate applied to banknotes, heiped to bring 
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about a substantial reduction in such outflows. On the other hand, 
the need to finance the balance-of-payments deficits entailed repatri
ation of the net foreign assets which the banking system had pre
viously built up, the mobilization of the lines of credit available from 
the monetary authorities of the United States and the adoption, in the 
management of reserves, of criteria suited to the needs of the 
moment, such as utilization of the credit position in the International 
Monetary Fund. 

W e have, on severa! occasions here, drawn attention to the main 
forces which govern capitai movements. Recently, the main pressures 
causing capitai outflows have been due to the interest rate dif
ferentials which appear &om time to time between the domestic 
market and foreign markets and to a number of factors, primarily of a 
non-economie nature, represented by the reactions of business oper
ators to the ups and downs in the country's social and political 
situation; reactions which, among other things, have helped to in
crease the importance of the different tax treatment of capitai income 
in Italy and elsewhere and of the search for more varied forms of 
investment for financial savings. T owards the middle of the year, 
when the interest rate differentials in favour of foreign countries had 
been eliminateci, only the last-mentioned factors remained to explain 
the further exports of capitai, despite the restrictions imposed on 
them by the foreign exchange regulations in force. 

Speculative movements against the lira, due also to persistent 
rumours about possible parity changes, reached unusual proportions, 
mainly during July and the first half of August, and then suddenly 
ceased; the sudden change in the outlook caused serious losses to 
speculators. In order to give an idea of the scale of the measures taken 
by the Bank of Italy to defend the exchange rate of the lira during 
these months of special tension, it may suffice to recall that the 
volume of interventions in 1970, up to mid-August, totalled about 
1,700 million dollars, of which 450 million relate to July and the first 
half of August alone. 

During the last four months of 1970, the policy of greater 
borrowing abroad by public agencies and enterprises requiring funds 
was pursued further. The reason for the continuation of this line of 
policy was the need to provide an alternative to recourse to the 
domestic market, with a view to encouraging the downward trend of 
long-term interest rates and, despite the reduction in the capitai 
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outflow, the desirability of strengthening our reserves by raising 
medium- and long-term funds on the international market. 

Whether the volume of a country' s reserves an d the degree of 
liquidity of their components are adequate depends not only on 
economie and financial variables, such as imports in terms of their 
volume and their elasticity in relation to income, the level of domestic 
liquidity and of the country's foreign indebtedness, but also on more 
imponderable factors which can ali be attributed to the degree of 
sensitivity of the market to a succession of economie, financial, social 
and politica! events, both national and international. Everything 
seems to indicate that the market has been reacting more sharply to 
such events recently, and that circumstances therefore require, in 
view of the increasing integration of markets, a wider margin for 
manoeuvre in order to combat possible outbursts of speculation, 
which recent experience has shown are becoming more violent and 
sudden. 

At the end of Aprii 1971, Italy's net official reserves totalled 
6,178 million dollars, representing a rise of 1,482 million a t De
cember 1969; 55 per cent of these reserves consisted of gold, special 
drawing rights and other gold-guaranteed assets, while the remainder 
was in convertible currencies. The rise in the reserves over the last 
sixteen months, totaling about 1,900 million dollars, was due entirely 
to an increase in convertible currencies. Set against these sight assets, 
however, there are medium- and long-term loans taken up during the 
same period. From the point of view of the overall financial position 
of the country in relation to foreign countries, matching between 
foreign exchange debit and credit items covers the exchange risk. 
From this point of view too, therefore, the obtaining of appropriate 
yields on reserves should take precedence over exchange risk con
siderations. 

Foreign loans made to Italian residents and received during 
these sixteen months totalled about 2,600 million dollars; most of the 
funds carne from the Euro-market, and the remainder from national 
markets, especially the German market. Without such loans Italy's 
balance of payments would have closed with a deficit of 1,900 million 
dollars instead of a surplus of 700 million. 

With the reconstitution of an adequate level of reserves, the 
policy regarding the raising of funds abroad was modified; no restric
tions are imposed on attempts by enterprises or other bodies to obtain 
credit outside Italy, provided that it is at long term. This attitude is 
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based on the desirability of consolidating previously contraeteci in
debtedness and at the same time avoiding the concentration of 
excessive burdens on the balance of payments for partieular years. 

In this second phase, it was also thought advisable to restare the 
longer periods within which exporters can collect their outstanding 
credits, while maintaining for importers the period of 30 days ap
plicable to advance payments; to raise all the ceilings within which 
the banks can deviate from the required balancing of their foreign 
exchange position; and to give the banks the power to act as direct 
intermediaries between foreign markets and Italian enterprises re
quiring medium-term credit, on an equal footing with foreign credit 
institutions. 

In the present situation, there does not seem to be room for any 
substantial increase in the financing of exports with deferred payment 
and of Italian works projects abroad. Admittedly, this type of fi
nandng to some extent improves the current account of the balance 
of payments, but it is also true that it increases the volume of foreign 
lending whieh is tied up and subject to risk of loss. 

The restoration of an adequate level of reserves also lessened the 
constraints on the creation of monetary base whieh had prevailed 
during the first half of 1970; the result was an overall expansion of 
the monetary base during the year considerably greater than had been 
forecast, namely, 2,154 billion lire against 1,750 billion. It should be 
recalled in this connection that each year the Inter-Ministerial 
Economie Planning Committee determines the overall distribution of 
monetary flows among the various users, in accordance with the lines 
of development laid down in the Economie Programme. When the 
government budget is being prepared, the Committee lays down the 
amount of the changes in the main finandal aggregates during the 
finandal year covered by the Budget. These amounts are announced 
in the Forecasting and Planning Report and the ministers concerned 
usually comment on them when the Budget is being discussed. It is 
therefore astonishing that most people think the financial aggregates 
are decided upon the initiative of the centrai bank and that no 
comparison is made between actual results and forecasts, nor is any 
attempt made to find the reasons for possible discrepandes. It also 
appears to be believed that the centrai bank has the power of causing 
the credit volume to rise or fall instantly; we think it desirable to 
dispel this belief and to mention a few causes of frietion whieh 
prevent changes in monetary base from immediately affecting credit. 
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In 1970, the large amount of monetary base createci, and the public's 
tendency to make less use of it, brought about, from the summer 
onwards, an expansion in bank reserves of nearly 1,200 billion lire, 
which is much more than in the preceding years. In relative terms, the 
increase during the year was 20.0 per cent, whereas that in bank 
credit, consisting essentially of lendings and investments in securities, 
was 11.3 per cent and that of deposits 16.1 per cent. 

The divergence between the rate of expansion of the banks' 
liquid reserves and that of credit is partly attributable to the fact that 
the increase in the reserves was concentrateci in the second half of the 
year and that there is normally a time-lag before the banks' activities 
reflect the impulses given by the monetary authorities. If we consider 
the length of time required for changes in the monetary base to 
produce their full effect on the credit volume or on interest rates, or 
on both, it can be inferred that the trend of credit in 1970 was 
influenced throughout practically the whole year by the declines in 
liquidity which took place in the second half of 1969 and the first five 
months of 1970. 

In order to throw light on the development of the supply of 
credit, a calculation has been made, for each quarter of the last three 
years, of the maximum theoretical supply of bank credit, taken to 
mean the maximum expansion of such credit compatible with the 
level of the reserves at the banks' disposal, taking into account the 
time lags necessary for the multiplier process. It is found that the 
supply of credit rose at very modest rates from June 1969 to Sep
tember 1970 and only showed a marked increase at the end of the 
year. It is also found that, whereas in June 1969 actual credit re
presented about 75 per cent of the maximum supply, at the end of 
1970 the proportion had risen to 86 per cent. This increase, which 
implies growing pressure of credit demand on supply, also led to an 
appreciable rise in interest rates. 

Mention may also be made of the following further reasons for 
the smaller expansionary effect of the monetary base createci in 1970: 
the greater variability with which it flowed into the economie system, 
at least partly due to the irregularity with which the Treasury's cash 
requirements occur; the abandonment, in the summer of 1969, of the 
policy of supporting bond prices, which had the effect of depriving 
the system of second-line liquidity; and the shift of deposits towards 
sight accounts, which increased the marginai compulsory reserve 
coefficient and thus reduced the deposit multiplier. 
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Lastly, the supply of bank credit was greatly restricted in 1970 
by the cutting down of the Bank of Italy's financing to the banks, 
which at least partly offset the large expansion in Treasury expen
diture financed by monetary means. This was particularly the case in 
the first quarter, when the very heavy Treasury requirements and the 
impossibility of meeting them by capitai market operations made it 
necessary to cover them by recourse to the centrai bank. The slowing 
down of financing by the Bank of Italy applied particularly to the 
bigger banks, which are more dependent on such financing, and these 
correspondingly reduced the rate of increase of their lendings. The 
total creation of monetary base for financing the Treasury and the 
banks was nevertheless very large during this period, reaching a 
seasonally adjusted figure of 1,000 billion lire; but the balance of 
payments removed about 250 billion of this and the absorption by the 
public was also exceptionally great (about 600 billion lire). The banks 
as a whole were able to expand greatly their deposits and investments 
in securities ali the same, though they were obliged to encroach to 
some extent on excess reserves in order to adjust their compulsory re
serves. 

In the second quarter, the pressure due to the financing of 
Treasury requirements lessened; though the uncertainties of the social 
and politica! situation obliged us to operate in a state of permanent 
alarm - which incidentally was not unjustified, as was subsequently 
confirmed by the events ,of July and August - the Bank of Italy 
increased its financing to the banks by a sum which, seasonally 
adjusted, amounts to 450 billion lire, in order to prevent the erosion 
of monetary base brought about by the balance-of-payments deficit 
from having excessive repercussions on the banking system's credit
granting potential. The total creation of monetary base during this 
period and the increase in bank reserves were very large (the former 
amounting to about 750 billion lire and the latter to 400 billion, the 
increase in these being concentrateci in June). But the supply of bank 
credit stili fell short of demand, which went on rising rapidly, 
primarily owing to the increased costs borne by enterprises. Actual 
credit expansion thus carne dose to the potential limit; interest rates 
rose and by themselves helped to restrict demand. 

The emergence of a balance-of-payments surplus made it 
possible, in the second half of the year, to expand liquidity creation to 
a considerable extent. The rate of growth of total bank credit re
mained moderate, however, owing to reduced investment in se-
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curities. In a second phasè, demand for loans aiso slackened owing to 
the full development of the disequilibria which had induced firms to 
review fixed investment programs; in December, there was a certain 
revivai of demand for bank loans. From the summer onwards, there 
followed a progressive increase in the ratio of liquidity to deposits, a 
slowing down and subsequent cessation of the upward movement of 
lending rates and a reversal of the rising tendency of bond prices. 

The banking system turned over to the Bank of Itaiy part of the 
liquidity it had received, at first in order to reduce its indebtedness 
and then, from the beginning of 1971 onwards, in order to piace 
deposits with it. At present, the banking system has a larger credit 
position in relation to the centrai bank than ever before. This has 
resulted in a downward pressure on lending rates, encouraged by the 
Bank of Itaiy, which first reduced the rate on advances and then the 
discount rate. 

The baiance-of-payments deficit had a stronger effect in reducing 
deposits in the case of the bigger banks; these were also- hit, as has 
been mentioned, by the containment of financing by the Bank of 
Itaiy. As a result, the bigger banks, from the second half of 1969 
onwards, had raised the rates on inter-bank accounts and begun a 
more active campaign to attract privaté customers by offering more 
advantageous rates on depos.i,ts. This gave a boost to the rise in 
deposit rates, which spread throughout the whole system and made it 
impossible for the inter-bank agreement to be confirmed at the end of 
1969. 

The high remuneration on bank deposits, coupled with the 
difficulties encountered by the capitai market, led to a large increase 
in the funds collected, especially in the second half of the year. At the 
same time, the abundant creation of monetary base, ali of which went 
to the banking system, provided the resources necessary for de
positing the required reserves and increased the system's expansion 
potentiai. The rate of increase of deposits dliring that period was very 
high, partly owing to the changed origin of the monetary base; in fact, 
the part of this which flowed into the banking system through the 
Treasury deficit and the balance-of-payments surplus had an 
inmediate impact on creation of deposits, independently of the oper
ation of a multiplier process. In addition, the permission given to the 
banks to take, from the tied accounts constituting the compulsory 
reserves, sums for investment in seclirities issued by industriai credit 
institutions led to an increase in the deposits, first of these institutions 
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and then of their customers, equal in amount to the increase in the 
banking system's liquidity. 

With the consolidation of the expansionary line of monetary 
policy, the banks abandoned the sharper forms of competition, thus 
creating the prerequisites for the re-establishment of an agreement on 
deposit rates. The new agreement, initially concluded between the 
bigger banks, provided for maximum limits o n · the rates o n large 
deposits, while leaving the rates on smaller deposits free. This 
agreement, while satisfactory for the banks advocating it, was not so 
for the smaller ones, which would thus bave been exposed to compe
tition from the big banks for deposits of modest size, which for the 
smaller banks represent a large proportion of the funds administered. 
Thus, an agreement was reached which provides for a classification of 
deposits by size and fixes the maximum rates applicable to each class. 
This method appears to bave achieved the aim of curbing the rise in 
deposit rates but not that of reducing the average cost of deposits, 
since the rates bave tended to cluster around the upper limit for each 
class. 

Our investigations regarding the effect of the rate of inflation on 
bond yields in Italy seem to contradict the assumption that these 
yields basically tend towards stability in real terms. It should there
fore be pointed out that sectors which are more sensitive to consider
ations of yield may shift their investment from the domestic to the 
international market. A stabilizing effect on financial yields is exerted 
by regulation of the supply of bonds, implemented by making new 
issues subject to authorisation, and by the policy of intervention on 
the market pursued by the Bank of Italy; this policy, abandoned in 
the summer of 1969, was resumed, systematically but in new forms, in 
May 1971. 

Experience in fact suggests that investors attach great import
ance to the stability of bond prices; their dislike of price fluctuations 
induces them to buy bonds bearing nominai rates dose to the actual 
ones, as those which, if interest rates rise, suffer the smallest re-. 
duction in their market values. It could thus be thought that, in a 
rationally organised market, adjustments in the terms of new issues 
should mainly be made in the nominai rate and in the life of the 
loans, the issue price being left around the par value. This kind of 
policy is currently being pursued on the international market and on 
the major foreign markets, but runs up against difficulties in our 
country. 
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These diffieulties will be lessened when a unified capitai market 
is established within the European Economie Community. Progress 
in this direction is to be made in the ways and with the timing laid 
down by the decision adopted last February by the Council of the 
Community. It should be recalled that the member countries have 
agreed, to this end, to harmonise their monetary policies and unify 
their instruments of intervention. The latter are conditioned by the 
institutional framework within whieh banking activity takes place. 

Thus, adaptations of this framework cannot be made by auton
omous decisions of the individuai member countries. The solutions 
will emerge from the wishes expressed by each country; they cannot 
be undertaken at the national level. 

Credit, Saving and Investment in a Market Economy 

In public discussions, monetary policy is often held responsible 
for a low volume of investment and consequently for an insufficient 
rate of growth of incarne and a high level of unemployment. T.he 
following arguments are heard: in arder to produce more, more credit 
is required; credit has been restricted or not sufficiently expanded; 
therefore the party responsible for this has prevented more from 
being produced. What has been said so far will help to show how 
little such arguments do justiee to the complexity of the interrelation
ships between monetary phenomena and real phenomena. We pro
pose, nevertheless, to pursue further the examination as to the limits 
within which the supply of credit can help to salve concrete 
problems. 

A condition of equilibrium in the economie system is that ali of 
the financial instruments issued in arder to cover the financing 
requirements of the public sector and the private sector shall not 
exceed the volume of gross financial saving desired by the public, 
when the maximum employment of the usable resources has been 
reached. If this condition is not fulfilled, there are pressures on the 
level of prices and losses of foreign exchange reserves; the financial 
mechanism ceases to act in support of the expansion of the real 
economy, but operates only by inflating its monetary size. Another 
condition is that the public's preferences regarding the forms in 
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which it wishes to employ savings shall correspond with those of 
borrowers concerning the forms in which they wish to obtain finance. 
If this condition is not met, the ultimate result may be a decline in the 
public's propensity to hold financial instruments. 

Looking back, and aiso observing current events, it cannot be 
said that these conditions are always met. The equilibrium has been 
disturbed by the joint action of the changes in institutionai systems 
and in the public's preferences. An effect in the same direction may 
be produced by other changes which can be expected to occur in the 
near future. 

Recent years have seen a pronounced trend towards an increase 
in the proportion of financial savings invested in foreign assets, 
entailing a reduction in the volume of funds available for the finai 
users within the country. This trend is partly due to the wish of 
investors to diversify their assets and to the impossibility of meeting 
this wish on the domestic market owing to the lack of financiai 
instruments that can compete with those offered by the international 
market. 

This change in the structure of financiai assets causes a decrease 
of the amount of monetary base. The centrai bank can take action to 
offset this by purchasing the bonds issued by the public sector or 
enterprises which have not been taken up by households. This was 
the policy pursued by the Bank of Itaiy until the summer of 1969. 
The decrease of the monetary base caused by the capitai account 
deficit of the baiance of payments thus did not affect the volume of 
credit available within the country throughout the period when there 
were no inflationary tensions. 

The expansion of financial assets, however, is also conditioned 
by the existence of types of credit instruments with which the 
borrowing sectors intend to finance themselves; in other words, 
enterprises are not indifferent to the various ways in which funds can 
be raised; in fact, credit instruments are not completely inter
changeable or equally accessible to the various kinds of borrowers. 
Thus, if for institutionai reasons, or because of market conditions, the 
possibilities of obtaining funds by means of appropriate instruments 
are limited, the overall volume of financing may aiso be reduced and 
pròductive activity may shrink as a consequence. 

In point of fact, the monetary authorities can help to adapt 
credit instruments to the requirements of financing of the planned 
level of investment, mainly through regulation of the monetary base, 
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both quantitatively and &om the point of view of administrative 
constraints that link it to deposits, but this task is complicated by the 
high degree of separation between the centres of savings accumu
lation and those which decide their investment. 

An index of the magnitude assumed by this phenomenon in Italy 
is offered by the upward trend of the ratio of the changes in the 
economy's financial liabilities to the gross product of the private 
sector. The change in the economy's financialliabilities between 1951 
and 1958 averaged 8 per cent of the private sector's gross product, 
whereas in the period 1959-1970 it rose to 13 per cent. As a 
substantial proportion of borrowing is for the purpose of financing 
capitai investment, the ratio of the change in liabilities to investments 
may be regarded as an index of the external financing of the invest
ments, even though an approximate one, since financialliabilities are 
also issued for the acquisition of financial assets by enterprises. 

By deducting &om the amount of external financing an esti
mated sum for the economy's indebtedness connected with housing, 
and relating the remaining part to gross private investment excluding 
housing, we obtain a ratio which rose from 34 per cent in 1951 to 59 
per cent in 1970. The external financing of the housing sector has 
also increased, but remains at much lower levels, having risen &om 28 
to 32 per cent. Our economy has thus become more exposed to the 
danger of discontinuity in the process of investment. 

In the period between 1951 and 1970, the share of risk capitai in 
the economy's total liabilities fell &om 40 to 27 per cent. The 
growing excess of enterprises' investments over their savings was 
therefore financed by short-term and long-term borrowing, which 
replaced risk capitai. The long-term borrowing of enterprises, how
ever, was not matched by an equivalent amount of long-term credit 
&om the sectors in which savings are formed. Consequently, the 
activity of the financial intermediaries ended in the transformation, 
on an increasing scale, of short-term funds into credit instruments 
suitable for financing investment. The volume of these transform
ations rose &om an annual average of 280 billion lire in the period 
1951-1958, representing 9 per cent of investment, to one of 1,770 
billion lire or 22 per cent in the period 1959-1970. 

Present-day problems of the building sector also entail important 
financial aspects. The process of industrialization has been accom
panied in our country, andina large number of Western countries, by 
the phenomenon of urbanization, which in turn has aggravated that 
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of the formation of differential rents in housing. The process is 
reflected in faster increases in house prices and rentals than in 
building costs; the rise in rentals helps to increase the pressure to 
obtain wage increases and thus stimulates the rise in costs and prices. 
The elimination of differential rents in housing as a possible source of 
finandng for construction activity raises the probiem of the substi
tutes to be introduced into the system in order to promote the 
financing of an adeguate volume of housing suitabie for the require
ments of a society in which the phenomena of urbanization appear to 
have become a permanent feature. If the importance attached in 
other countries to public building, or at any rate to building guided 
by the public authorities, is to be approached in Italy, this will impose 
a structurai transformation of the means of financing construction: a 
part of households' savings which formerly went directly to in
vestment in housing will have to be directed to the purchase of 
securities by means of which building is financed. 

This will lead to a further increase in the suppiy of financial 
instruments and will raise the probiem of how they will be received 
by private investors. 

Over the years, we have increasingly investigated the reasons on 
which enterprises' investment decisions are based. Factors con
tributing to these decisions are expectations concerning the trend of 
demand, given the degree of utilisation of productive capaçhy, expec
tations regarding profits and the deveiopment of technoiogy; further 
factors are the desire of enterprises to maintain or possibiy to enlarge 
their share of the market, the possibilities of obtaining sufficient 
credit to cover the gap between investment and self-financing, and 
the assessment of the risks attaching to a more or Iess high level of 
borrowing. 

An examination of the balance sheets of a Iarge number of 
industriai enterprises shows that, each year, the increase in investment 
in equipment is in direct proportion to the rate of the enterprise's 
internai saving in the previous year. The rate of saving is higher in 
large enterprises, which helps to explain the greater rise in the fixed 
capitai investment of these enterprises in recent years. During the 
period 1963-1969, the average rate of gross self-financing worked out 
at 81 per cent in the larger enterprises and at 59 per cent in those 
with net capitai assets of not more than 2.5 billion lire; this confirms 
that smaller enterprises are more subject to the effects of changes in 
the availability and cost of credit. In 1970, the rise in investment in 
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industry as a whole was attributable, even more than in the previous 
year, to public enterprises whose investments expanded by 42 per 
cent. In the case of private enterprises, the rate of increase was 15 .per 
cent at current prices and little more than 4 per cent in terms of 
volume, and most of this was due to the activity of the bigger com
panies. 

Self-financing is of decisive importance in the growth of smali 
enterprises, for which it appears as an exogenous factor, whereas large 
enterprises, under oligopolistic conditions, themselves have the 
power, in a closed market, of influencing self-financing via prices. If, 
on the other hand, we consider an open market, the argument con
cerning small enterprises can be extended to larger ones. 

Thus, self-financing has become the strategie variable in any 
development policy which is to be based on a substantial contribution 
from the private sector. In a system in which the degree of self
financing has shrunk, it is in itself difficult to find, in appropriate 
forms, financing for directly productive investment. This now 
happens in a situation where the process of investment is affected by 
aims, such as that of remedying regional and social disequilibria, 
which in the short term reduce the profitability of investment and 
thus further curtail the formation of wealth within enterprises. There 
is thus competition between productive investment which also serves 
a social purpose and productive investment for profit, but in the use 
of financial capitai both also feel the impact of investment, such as 
that of local authorities and health services. Although, considered 
individually, ali these requirements may be justified, their simul
taneous satisfaction seems to be incompatible with the volume of 
financial resources that can be supplied by the system under con
ditions of price stability. 

The view appears to be spreading, however, that these problems 
could be solved by recourse to the Bank of Italy, either by means of 
drawings on the current account held with it by the Treasury, or 
when the possibility of drawing on this account is exhausted, by 
presenting Treasury promissory notes for discount. 

It seems that any difficulty can be solved by recourse to bor
rowing. If it is urgent to assist this or that sector which is in 
difficulties, it is arranged that the government shali intervene by 
borrowing money from the Credit Consortium for Public Works. It 
will be the consortium' s duty to issue bonds; someone will subscribe 
for them, otherwise the Bank of Italy will fili the breach. If farmers 
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revolt because certain contributions are paid late, the solution is to 
provide the Treasury with a sort of executive instrument which gives 
it the power to cali upon the Bank of Italy to pay. Our system has 
thus come to include recourse by the Treasury to extraordinary 
advances from the Bank of Italy, as during the war and the immediate 
post-war period, perhaps owing to the fading of the memory of the 
serious consequences which ensued. 

The banks, in their turn, have to be generous in credit-granting 
to large and small enterprises, to provinces, to municipalities, partly 
also because they will be assisted by new forms of insurance. 
Enterprises should borrow without hesitation: the large ones because 
they will have sufficient power to impose their will on the banks; the 
small ones because, sooner or later, they will find themselves helped 
by increasingly large credit concessions and ultimately by inter
ventions of public financing companies. 

It has, in fact, been proposed to extend to credits granted to 
small and medium-sized industriai enterprises a sort of insurance 
equivalent to that provided to exporters. The function of the banks 
would thus be degraded into that of dispensers of money on behalf of 
the government, but this would not necessarily make their behaviour 
any bolder; probably the opposite would happen, because the banks 
are not unaware of the harshness of the procedures to which they 
would be subjected when the government guarantees were to be ap
plied. 

It has also been proposed that two yearly-redemption payments 
on the loans granted by the industriai credit institutions should be 
postponed. It seems superfluous to emphasize the grave consequences 
which this would have on the activities of those institutions and on 
monetary equilibrium in generai. 

In view of the greater difficulty experienced by small enterprises 
in passing on cost increases to prices, and of the high level of 
indebtedness which limits their further access to credit, it has been 
proposed that industriai enterprises with no more than 500 em
ployees at the end of 1970 should be temporarily relieved of the 
burden of part of the contributions to be paid to the national social 
security institutions. This would have the effect of establishing a sort 
of extra-corporea! drculation, since part of the higher costs borne by 
enterprises would be refunded to them by the issue of securities 
subscribed for by households, to which higher incomes have been 
distributed. But this is obviously a kind of relief which can only be 
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effective when there is a short-term imbalance between costs and 
prices. If the effect of the measure providing far the taking-over of 
part of the contributions by the government were to stimulate de
mands for higher wages, the measure would achieve results apposite 
to those desired. 

It has also been proposed to refund the turnover tax on indus
triai investments during the period preceding its replacement by the 
value added tax; this would clear away an element of uncertainty 
which might bave led to the postponement of investment decisions. 
The financial effects would be similar to those of the above
mentioned measure: financial resources would be provided free of 
charge to enterprises by borrowing them from the household sector 
and leaving the redemption burden to be borne in future years. 

Lastly, the taking-over by the government of the higher prices 
paid for replenishment of fuel-oil supplies boils down to a tax 
reduction financed by borrowing. 

Last summer, measures were adopted for finding new sources of 
revenue far financing part of the deficit of the public health service 
institutions. The effect of these measures in 1970 was to increase the 
government sector's deficit, since the amounts supplied to these 
institutions totalled over 200 billion lire, while the increased tax 
revenue, in view of the arrangement permitting petroleum companies 
to defer payment of the manufacturing tax to the Treasury, was no 
more than 100 billion lire. For 1971, despite the fact that these 
measures are producing their full effects on revenue, the deficit of the 
Treasury, the autonomous government agencies and the Centrai Post 
Office Savings Fund can at present be expected to reach a con
siderably larger amount than that corresponding to a state of balance 
in the economie system if the objectives stated in official documents 
were achieved. 

These objectives, in view of the trend during the first few 
months of this year, do not appear to be attainable unless there is a 
rapid expansion of demand, accompanied by an increase in pro
duction. 

It seems unlikely that investment will reach the total of 14,000 
billion lire mentioned in the aforesaid documents; the slackening of 
building activity is continuing, although this tendency may be mod
erated by the operation of the counter-cyclical measures approved by 
Parliament; in addition, the implementation of the far-reaching public 
building program, now being approved, will necessitate an adaptation 
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of administrative structures and will, even if the financial problems 
are solved, therefore upset the course of building activity for some 
time to come. Furthermore, to judge by the combined trend of 
production and foreign trade in capitai goods, directly productive 
investments show no signs of acceleration. Public enterprises and 
some big private firms are carrying out large-scale projects located, in 
accordance with the objectives of the Programme, mainly in southern 
Italy and concentrateci in certain basic sectors. But the activity of the 
other enterprises, largely medium-sized firms, is stili stagnating with 
consequences which might be seen particularly in the northern re
gions. 

Private consumption does not appear to be providing any ap
preciable stimulus, at least as far as can be deduced from the trend of 
employment and wages. Employment is stili tending to rise slightly, 
but there is much greater underemployment than at any time in the 
past eight years; in the year ending February 1971, the payments 
made by the Wage Equalisation Fund almost doubled. Unem
ployment also appears to be rising, on the basis of the lists of 
job-seekers, who have increased by one-fifth during the same period. 
As to wages, a sharp rise in hourly rates, with its repercussions on the 
cost of labour, is at present accompanied by only a modest increase in 
income, owing to the reduction in working hours and the virtual 
stagnation of employment. 

As for domestic supply, in view of the fact that the national 
product in the last quarter of 1970 was less than 1 per cent above the 
average for the year, it would be necessary, in order the achieve an 
increase of 4 per cent at constant prices, for it to go up at an average 
quarterly rate of about 1.5 per cent. This does not seem to be 
happening; industriai output, the trend of which, directly or in
directly, largely determines that of the national product, shows, 
seasonally adjusted, a decline of 1 per cent between the fourth 
quarter of 1970 and the first quarter of 1971. 

Labour productivity, as a result of the trends of production and 
employment just described, is still far from resuming the upward 
trend which is an essential condition for bringing the Italian economy 
back into line with its development potential. 

Confirmation of these difficulties is to be found in the trend 
both of bank lending, which is not expanding to the extent allowed 
by the greater creation of monetary base, giving rise to an increase in 
bank liquidity, and of prices, which are stili rising under the influence 
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of cast increases. lt should be added that the replacement of the 
turnover tax by the value added tax may superimpose further 
expansionary pressures on the upward spiraling of prices caused by 
costs, as exp~rience in other countries has shown. If the price in
creases are concentrateci in sectors closet to the final consumer, 
intermediation activities will benefit, while the position of manufac
turing enterprises will be further aggravateci by the consequences 
which, through the sliding-scale mechanisms, will be reflected in 
costs. 

Lastly, foreign trade in goods and services, after an improvement 
in the latter part of 1970, showed in the first quarter of the current 
year, seasonally adjusted, a deterioration of the balance, which has 
swung round to a deficit. 

The signs of slacker economie activity - despite the much faster 
growth of the budget deficit than had been indicated - seem to confirm 
that the rise in private investment is slowing down. On the other hand, 
the increased deficit of the public sector, if it helps to give fresh impetus 
to activity in those sectors where demand has contraeteci, might con
tribute to keeping the volume of output at higher levels than can be 
achieved if nothing is clone to stimulate production. 

However, although the current economie trend necessitates a 
large public-sector deficit this year, the additional expenditure should 
be of a kind that can be promptly restrained as soon as the pace of 
overall demand shows signs of recovering. 

The proposed measures for shifting certain sodal charges from 
employers to the government and the refund of the turnover tax on 
industriai investment meet this requirement. The calculations carried 
out jointly by the economie planning bodies and the Bank of Italy 
show that no inflàtionary effects will be produced if the measures 
bring about the expected increases in output and if the growth in 
financial assets is compatible with these; but the result will be a 
greater rigidity in our economy's financial structure. 

The existence of a high level of foreign exchange reserves 
enables this policy to be pursued, since there is a fairly good margin 
to cover the effects of possible mistakes in forecasting. In 1964 it was 
the foreign component that sustained demand; this time it might be 
public expenditure. If this were to lead to increases in total expen
diture in excess of the immediate possibilities of supply, the tem
porary adverse effect on the balance of payments ought not to give 
rise to concern. 
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It may be wondered, however, whether support should be Ient 
to actions which first depress the economy and then stimuiate it 
through measures which, even when they are successfui, do not 
eliminate the jerky nature of the development process. It is this 
stop-go tendency that causes a contraction of investment, which 
inevitabiy impairs the continuity of deveiopment. Determination of 
the trend of incomes within the framework of a pianning policy 
reached with the help of both empioyers and empioyees is the right 
soiution to ensure a smooth and steady growth of income. 

With the same objects in view it will be necessary, when the 
Programme for the five-year period 1971-1975 is drawn up, that the 
enormous financial requirements arising from the impiementation of 
thè reforms, or from other Iaws before Parliament or in course of 
preparation, should be scrutinized to ensure their compatibility with 
those of the other sectors of our economy, within the framework of 
an overall picture of the available resources and their uses. 

* * * 

Our increasing part1c1pation in an eniarged and ever more 
deepiy integrated European Economie Community is taking piace at a 
time when our economy is hampered in its growth by a cost and price 
structure which discourages capitai formation and by a structure of 
public expenditure which does little to assist it, while the changes 
connected with the introduction of certain reforms in our economie 
system create uncertainties which are reflected in the behaviour of 
businessmen. 

Our economy has suffered a wound, and neither the stimuius 
from public expenditure, even if orientated in the most suitabie 
directions, nor credit expansion, however boidiy undertaken, will 
alone serve to restore its vigour. It will be necessary, for a certain 
period of rime, to achieve productivity increases in ways compatibie 
with the more advanced systems that it is intended to introduce into 
business management and working conditions, and aiways pro
portional to wage increases, with the object of reducing the dis
crepancy which has deveioped between our country and our com
petitors in the movement of Iabour costs per unit of output. If this 
does not occur, we shall be obliged to accept inadequate rates of 
growth. 
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The decadence of the sense of social discipline, in Italy and the 
rest of the world, has createci a situation in which groups possessing 
sufficient power take action to gain larger shares of income, thus 
imposing the acceptance of rising prices. Under these conditions, the 
monetary authorities bave no choice but to feed the expenditure 
circuit to the extent necessary to finance transactions that are carried 
out at continually higher prices. Equilibrium is restored by inflation 
or by excluding the weakest from the process of wealth creation, or 
by a combination of both ways. Neither fiscal policy, nor monetary 
policy, nor a skilful policy mix can eliminate the evils from which 
society suffers when individuals do not consider themselves bound to 
a community, as parties cooperating in it, deriving their value from 
the work they perform in it and from the cohesion it achieves in 
freedom. 

We are firmly convinced that the introduction and implemen
tation of the reforms program, a fascinating and arduous task for this 
and the next few years, will be crowned with success if we can draw 
inspiration from this need for a renewal of harmonious cooperation. 
Another task also awaits us: that of completing the process of lasting 
integration of our economy into the system of more advanced 
countries, where tensions exist similar to those to which our country 
is subject. The younger generation of entrepreneurs and managers 
must be willing to persevere under more complex conditions than 
were known by their older colleagues, and this will subject their 
creative abilities to harder tests, but not such - this is our hope and is 
also indicated by the signs around us - as to prevent those abilities 
from being exercised. 

We, as the intermediaries between the sources of savings and 
production, are faced, and will continue to be faced, by difficult 
choices in the guidance of monetary flows. The purpose of our action 
will be, as it has been in the past, to hasten economie advance within 
a framework of social progress. 
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