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models on the basis of empirical verification because of the frequent
lack of adequate data of sufficiently high quality and the ambiguity of
the estimates, Nor did it seem advisable, in the report of a Ministerial
Committee, to tely on simulations carried out using the econometric
models currently available, firstly because different models often pro-
duce completely different results (including their sign) and secondly
because the models are specified mainly from the demand side and
relate to a comparatively short period, whereas many of the aggregates
under consideration — and particularly those relating to public debt —
can not only influence supply but also exert an effect over longer
periods.

This does not imply that the Committee had no analytical frame of
reference whatsoever; such a framework must always be present,
explicitly or implicitly, if one wishes to produce more than just a
description of little value. The Committee relied upon portfolio choice
theory, which analytical experience shows to be sufficiently general and
to vield fruitful results. This served as the frame of reference for both
analysis and proposals, but the Committee did not use a specific version
of the theory permitting precise verification and simulation.

1.c. - A further problem was encountered when the Committee
came to draft proposals, namely whether to concentrate on certain
fundamental disequilibria in the Ttalian situation or on measures that
would make them easier to live with. The most important of the existing
disequilibria stems from the situation and outlook regarding public
finances and the public sector’s growing debt. The Committee firmly
agreed that this problem cannot be remedied by mcans of financial
expedients; its origins lie in the real economy and, unless there is a
change in trend, will sooner or later also have unavoidable repercus-
sions on economic activity. However, this conclusion did not prevent
the Committee from making specific proposals, albeit geared primarily
towards the medium-term. Indeed, the coexistence of the above-
mentioned trends in the public finances with a process of financial
liberalization that must necessarily include Ttaly raises particular prob-
lems to which the Committee turned its attention.

1.d. - To clarify these points, it may be recalled that the
problems the Committee had to tackle stem from a number of facts,
trends, constraints and objectives.
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The facts: the scale of the public debt in relation to both output
and wealth; the persistence of diseqiilibria in the public finances; the
use of monetary policy and especially direct controls over foreign
exchange flows and, in the recent past, over credit to correct inconsist-
encies between the objectives.

The trends: the growth in debt and financial assets in relation to
the growth in output or the stock of total wealth for some time to come,
even assuming rigorous adjustment of the government budget; the
internationalization of Italy’s financial markets and industry, resulting in
a trend towards the liberalization of capital movements, the deregula-
tion and harmonization of services and types of intermediaries, and the
creation of global markets; the diversification of households’ portfolios
to include assets denominated in currencies other than the lira and
instruments other than government securities.

. The constraints: medium-term balance-of-payments equilibrium;
maintenance of the lira within the European Monetary System; the
adjustment of structures and legislation to the requirements of the single
European market,

The objectives: faster growth and more rapid capital formation in
order to improve the prospects for employment; price stability and a
§table financial system to foster efficient resource allocation and
investment,

l.e. - The problems to be tackled stem from the contradictions
that can and do arise between facts and trends and which manifest
themselves in the difficulty of observing the constraints and/or attaining
the desired objectives. An expansion in the public debt at a rate similar
to that witnessed in the recent past tends to cause an excess supply of
financial assets, jeopardizing price stability if the debt is monetized or
endangering the growth in income and investment if it gradually
squeezes out productive capital; nor can the external constraints of
l_)alance-of—payments equilibrium, exchange rate stability and European
integration be respected unless the incompatibility between the expan-
sion in the public debt and the final objectives is somehow resolved.

Other problems stem from the contrast between Ttaly’s undeniable
Fraditio‘n of protectionism in the matter of foreign exchange, the
internationalization of firms, production and finance and the external
constraints, at least as regards the exchange rate. At a time when
manufacturing firtns are tending to acquire financial overtones, when
the location of financial activities is coming to depend increasir,lgly on
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the freedom of capital movements and when houscholds are seeking to
safeguard the value of their wealth by diversifying, it is becoming ever
more difficult to treat capital movements and trade transactions differ-
ently. However, spontaneous trends are moving in the same direction as,
developments within the Community. In addition to the existing
obligations to liberalize, the EEC Commission is examining a draft
Directive which should not only completely liberalize capital move-
ments and payments but also establish the freedom to supply financial
services throughout the single market.

The Committee considers that the trend towards foreign exchange
liberalization is irreversible and that it would be neither feasible nor
beneficial to oppose it. Nevertheless, there can be no doubt that it gives
rise to not a few problems over the short- and medium-term.

The most important question concerns the manner and timing of
liberalization, Another relates to the measures to be taken to ensure that
restoration of the freedom to invest abroad does not have abrupt
detrimental effects either on the balance-of-payments or on the scope
for and cost of financing the budget deficit.

Other difficulties stem from the consideration that liberalization
should not only improve the allocation of resources by firms and of
saving by houscholds but also foster the modernization of certain
structures and financial services in Taly. If progress on this front does
not keep pace with the dismantling of batriers to movements of capital,
not only will the tendency to seek better investment opportunities
abroad “intensify but inflows of foreign capital may become less
plentiful, not to mention the possibility that the Italian market will be an
easy target for better prepared competitors from abroad as the liberal-
ization of financial services finally becomes a reality.

Another important group of themes concerns monetary policy
instruments and objectives in the conditions prevailing in Italy, namely
the existence of a highly complex financial superstructure, persistently
high budget deficits and continual growth in the public debt in relation
to both output and wealth, as well as an external constraint. In such a
situation, the liberalization of exchange controls creates new problems
for monetary policy; not only does it limit the room for manoeuvre, but
it will combine with the reduction of protectionism in financial services
to promote financial innovation, which so far has been less vigorous in
Ttaly than elsewhere.

Where financial innovation has progressed further, it has lessened
the significance and usefulness of certain indicators such as the
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monetary and credit aggregates, blurred the distinction between short-
term lending and credit at medium- and long-term, vitiated monetary
policy based on controlling the availability of credit by creating
alternatives, shifted the emphasis to interest rates — which will cease to
be controlled by any single central bank once capital movements have
been completely liberalized — and thus given increasing weight to the
exchange rate as an objective and channel of monetary policy.

Finally, in connection with monetary policy issues, there are
complex problems in the management of the public debt. In the context
of liberalization, these stem from at least three types of requiremeént:
harmonization with monetary policy, investors’ preferences and minimi-
zation of the cost of debt to the Treasury.

1f - The tax regime is certainly one issue of great importance
for the structure and development of financial wealth. This aspect was
not examined by the Committee, though it had a bearing on its
deliberations. An investigation of the taxation of financial assets would
not be complete without examining the objectives of taxation and the
general principles underlying the structure and level of taxation in
general, considering the burden of taxation on real assets in relation to
that on financial assets and reflecting upon the slowness of the
Community’s harmonization of taxes on interest, dividends and se-
curities transactions at a time of more rapid liberalization. The Commit-
tee was unable to undertake such a wide-ranging examination, which
would have gone beyond its terms of reference. Accordingly, it confined
itself to making certain specific proposals, which nevertheless strictly
respected the revenue constraint and the objective of fiscal neutrality
both at the national level in regard to income of the same nature and
internationally between different marlkets.

2. - SUMMARY AND CONCLUSIONS

The six sections of this Report are devoted to the examination of
the problems indicated above, or at least to some aspects of them. In
what follows, we shall describe their content and list the main proposals
derived from our analysis.

2.a4. - Section 1 contains a summary of the information available
on the development and composition of the wealth of Italian house-
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holds. The ratio of total wealth to income is in line with those found for
other countries, while there are differences in both the composition and
the changes of wealth over the period in question.

2.b. - The analytical framework to which the Committee made
reference is described in Section 2. As mentioned above, the study of
financial assets was carried out on the basis of portfolio theory, which is
especially suitable when financial innovation and exchange liberaliza-
tion have to be taken into account. The factors giving rise to the
formation of saving and the accumulation of wealth are examined as
well as economic agents’ choices among the various financial instru-
ments available. The approach clearly reveals the risks associated with
continuous growth of the public debt and its absorption of a growing
share of wealth. The dangers may involve cither financial and monetary
stability or the crowding out of real capital formation, and hence of
growth and employment. The first priority, therefore, is for determined
action to put public finances on a sound footing, so that the rising trend
of the ratio of the public debt to GDP is halted-and reversed in just a

few years. Guidelines for progress in this direction were established in

the plan presented to Parliament in June 1986, The need for rehabilita-
tion is made all the more urgent by the prospect of exchange
liberalization that will reduce the room for manoeuvre the Treasury has
enjoyed to date in its financing of the budget deficit.

2.¢c. - The question of the liberalization of capital movements
was one of those on which the Committee focused the most attention, in
view of its awareness not only of the external constraint but also of an
exchange rate mechanism that has more than a purely economic and
political significance and reflects the ideals of Furopean economic and
monetary union. In all likelihood, therefore, exchange and interest rate
policy are bound to be influenced by the liberalization of capital
movements, while allowing households greater freedom to invest
abroad may well have a once-and-for-all effect on the rescrves. Should it
prove necessary, this could be offset by the public sector undertaking
operations in the opposite direction. In addition to explaining the
reasons why it appears desirable to continue with and speed up Ttaly’s
financial integration, Section 3 examines the links between the exchange
liberalization of national economies and their financial and monetary
integration. It also makes recommendations on the form that the
delegated legislation shortly to be enacted should take and on how
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the liberalization process should proceed. In particular, the Committee
recommends a set of coordinated measures leading to the internationali-
zation of the lira by: removing, one by one, the constraints on its
participation in international transactions; granting firms greater free-
dom in the management of their foreign curtency balances; and giving
full and rapid effect to the agreements reached in the ECC on capital
movements,

The Committee favours a gradual liberalization, but sets out the
reasons why it believes the process both can and should be reasonably
fast. It opts for: keeping the banking system as the channel for foreign
exchange operations, introducing foreign currency “service” accounts
until bank deposits themselves have been liberalized to make for
smooth ‘management of portfolios which include foreign assets; and
ensuring that there is no discrimination in the fiscal treatment of
domestic and foreign securities once exchange controls have been
completely eliminated. ‘ :

The process of liberalization needs to be flanked by a series of
supporting measures. Apart from the rehabilitation of the public
finances, which remains a basic precondition of lasting financial
integration, these measures will have to promote: improvements in the
management of the public debt; maintenance of the wider fluctuation
band for the lira in the EMS until the process has been completed; and
an appropriate policy for interventions in the forward exchange market.
On the other hand, the Committee comes out against recourse to
safeguard mechanisms such as quantity restrictions and non-interest-
bearing deposits, and foresees practical difficulties in trying to adminis-
ter a two-tier foreign exchange market.

Other measures to accompany liberalization will have to be
negotiated in the Community. The Committee believes that it will be
especially important to reorganize the EEC’s financial instruments to
permit their use in the event of capital outflows produced by the
transition to freedom of capital movements and, above all, to arrive at
an adequate definition of EEC economic and monetary policy. The
latter condition is necessary if the countries removing their exchange
controls and thereby increasing their integration are to have a greater
knowledge of and influence on the macroeconomic model used for the
management of the Community as a whole. '

2.d. - One of the aspects of financial intermediation that the
Committee deemed to merit special attention was the stock exchange.
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Since this is a field that has already been studied by other bodies, the
Committee only focused in detail on the aspects with the greatest
bearing on the key themes of the Report. Despite the recent growth of
this market, especially in terms of share prices, it is still narrowly based
in terms of listed securities.

Section 4 analyses the reasons for the lack of corporate interest in
seeking a stock exchange listing and identifies a series of costs for
companies, their governing organs and shareholders in terms of the
information that has to be supplied. Insofar as the transparency of the
market will require this to be increased rather than decreased, the
incentive to seek a listing normally lies in fiscal advantages. Since the
Committee disapproved of such privileges and believed that it would be
appropriate to eliminate the existing disparities of treatment, it explored
the scope offered by existing Jtalian law for listed shares to circulate in
the form of bearer instruments. The Committee concluded that such an
innovation would be both feasible and desirable in civil law and fiscal
terms. Some doubts remained regarding the technique to be adopted
for controls, though they could be cleared by recourse to other
instruments.

Another aspect the Committee examined was the working of the
share market, focusing on: the identification of listing requirements,

with the aim of excluding captive companies; the circulation of physical -

certificates, which is certainly to be discouraged but without this leading
to a legal monopoly of custody; and the advisability of requiring
investment funds to channel all or a part of the resources they
theoretically could invest in unlisted securities through the over-the-
counter market, which in any case should be developed as a local
market.

2.e. - Monetary policy also finds itself boxed in on three sides
by: innovation, which modifies the parameters of its objective function;
the growing size of the public debt, insofar as it is necessarily concerned
with the lattet’s absorption into savers’ and intermediaries’ portfolios;
and the alteration produced by the process of liberalization in the
behaviour of firms and households, with the consequent’ change in the
nature of the external constraint.

The present “modus operandi” of monetary policy is investigated
in Section 5. It is based on a target growth rate for money (M2) and the
domestic credit disbursed to the non-state sector and employs instru-
ments such as control of the monetary base and, in operational terms, of
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banks’ free reserves. Interest rates stand out as the basic channel for
transmitting monetary policy.

Innovation and the liberalization of capital movements will increas-
ingly change some of the cornerstones of monetary policy’s operational
model: the definition of money; its creation; the demand for money; and
the transmission mechanism, At the same time, the problems associated
with the public debt will remain serious, regardless of the recently
announced revision of the national accounts.

With the aim of creating an environment better suited to the future
“modus operandi” of monetary policy, the Committee suggested that
the emphasis should be shifted from the primary to the secondary
market for securities since this would not only make it possible to
influence the structure of interest rates directly but would also make it
easicr to draw conclusions regarding the conditions of new issues,
preferably to be made by auction.

In relation to the monetary policy approach in force today, the
Committee considered that there was a need to reduce the transmission
lag of monetary policy impulses and increase their effect on banks’
balance sheets.

Specifically, with reference to banks’ liabilities, the Committee
considered it would be desirable for deposit interest to be credited more
frequently and for the role of certificates of deposit to be expanded, in
part through the introduction of such instruments denominated in
ECUs. On the assets side, the charging of a committment fee on credit
facilities is proposed. As for the interbank market, the Report stresses
the need for greater efficiency and flexibility, goals that appear to
require a revision of the tax treatment of the related operations. For the
special credit institutions, the Report also draws attention to the need
for changes in the tax on medium- and long-term loans.

On the working of the capital markets, the Committee believed it
was necessary to aim at a primary market for government securities that
would be able to absorb issues without direct support from the central
bank, by recreating an adequate differential between auction floor
prices and those ruling in the market and by facilitating the activity of
the intermediaries specialized in this market.

2.f. - Finally, in view of the present and prospective importance
of the public debt, Section 6 examines the problems associated with the
state sector borrowing requirement and the strategy for the manage-
ment of the debt, with reference both to operators’ preferences for the
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various types of security and to the cost to the Treasuty of issuing them.
Good management of the debt at a time of falling inflation would shift
its composition towards fixed rate securities and restore investors’
preferred habitats. This can be used to ensure a lower cost for the
Treasury.

Among the proposals put forward by the Committee it is worth
mentioning the introduction of a short-term security denominated in
ECUs (designed to meet the demand for diversification in the short
term) and the issue of price-indexed securities. Both these instruments,
together with a lengthening of the maturities of those already adopted,
would broaden subscribers’ choice and reduce the burden on the
Treasury.
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Section 1. - The saving, investment, financial assets and wealth of the
private sector: a survey of facts and figures

1.1. - INTRODUCTION

The separation between decisions regarding saving on the one
hand and the accumulation of capital on the other, the large scale of
public sector intervention in the economy and the high degree of
integration in both the real and the financial sectors are basic features of
modern industrial economies. They contribute to the need for a highly
developed financial system permitting the efficient transfer of resources
{from operators in surplus, whose saving exceeds their direct investment
in real assets, to those in deficit. For the purpose of formulating
economic ‘policy, it is important both to know the total amount of
financial wealth and its sectoral distribution and to link its development
to that of the real variables that help to determine its formation.

To conduct such an analysis, recourse inevitably has 1o be made to
the information provided by the national and the flow-of-funds ac-
counts. The former enable the net surplus or deficit of each sector to be
determined as the difference between saving and investment, while the
latter serve to identify the instruments used to raise the necessary funds
and invest excess saving.

It is also useful when analyzing financial assets in Italy to compare
their development with that of the other leading Furopean countries.
This section will provide a summary survey of these aspects.

1.2. - SAVING, INVESTMENT AND FINANCIAL FLOWS

The net surplus or deficit of each sector is estimated in the national
accounts as the difference between saving and investment, excluding
net transfers on capital account. The national accounts do not indicate,
however, where the deficit sectors obtain the funds they need, nor what
financial assets the surplus sectors acquire. Furthermore, a sector may
simultaneously increase its debt and its holdings of financial assets.

The flow-of-funds accounts fill this gap by providing a conceptual
framework for the regular collection and publication of statistics on
financial flows, though the balance obtained in this way rarely coincides
with the sectoral surplus or deficit of the national accounts. This is
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especially true for the non-financial domestic sectors —— households,
enterprises and the public sector, The main causes of this discrepancy in
Italy are: the different definitions of the various sectors with respect to
partnerships, financial firms and the autonomous government agencies;
the different valuations of investment in buildings; and disparities in the
treatment of the technical reserves of social security institutions.

The development of investment and saving, the two variables that
principally determine sectoral balances, are examined below for the
period 1960-85 (Table 1.1).

The saving rate of the economy as a whole tended to decrease in
relation to GDP, and recorded an especially sharp fall after 1981. The
main determinant of this downward trend was the current account
balance of general government, which swung from a surplus equivalent
to 2.8 per cent of GDP on average between 1960 and 1964 to a deficit
that rose to 7.4 per cent of GDP in 1984-85. The growth in the saving of
the other sectors, and especially of households, was not fast encugh to
offset the expansion of the public sector deficit.

When assessing changes in the saving rate, it is necessary to bear in
mind that the interpretation of the behaviour of economic agents in
periods of high inflation is distorted if the traditional definitions of
saving and financial balances are used. These definitions fail to take
account of the purchasing power gains and losses that arise for the net
holders of respectively Habilities and financial assets the principal of
which is not price-indexed. Such gains and losses are likely to affect the
saving rate because economic agents tend to offset their effects on net
financial wealth with the aim of keeping this at the desired level. Failure
to consider these gains and losses results in an overestimate of the
income of the surplus sectors and an underestimate of that of the deficit
sectors.

The downward trend of the aggregate saving rate (in which the
sectoral distortions generated by inflation tend to cancel out) is reflected
both in the external account (with large current account deficits being
recorded in many years, leading to a negative net external position,
Table 1.2) and in the accumulation of capital. Gross fixed capital
formation at constant prices fell in relation to GDP from 25 per cent in
1960-64 to 18.3 per cent in 1975-79 and to 17.5 per cent in 1985 (Table
1.1). This decrease may also reflect the structural and technological
changes that occurred in the process of accumulation, in particular the
reduction in capital intensive investment.

TasiE 1.1 -

INVESTMENT AND SAVING

{percentage ratios to GDP)’
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Current prices

Constant prices

Gross saving

Gross fixed capital formation

External

Private sector

current

account

General
government

of which:
households

Total

balance

Change
in
stocks

Private sector

Dwellings

General
government

Others

Gross capital
formation

222 16.7 2.8

250

13.6 3.3 15 0.4

6.2

235.0

1960-64

230 16.7 05

235

3.0

0.6

29

11.0

6.0

« 215

1965-69

12.3 3.1 2.4 -0,9 226 25.0 19.7 -24

5.7

221

1970-74

220 27.2 22.3 =52

Q.7

19

11.0 3.3

5.1

18.3

1975-79

11.1 3.4 5.2 —25 225 263 19.9 —3.8

33

21.2

1980

—68

20.4

19.0

-23

1.1

3.8

10.9

55

18.2

1981

9.7 4.0 1.1 -1.6 18.5 25.7 20.1 —-72

5.3

17.4

1982

8.7 4.2 -0.2 02 17.9 24.1 19.3 -6.2

5.1

16.1

1983

9.2 4.1 0.8 —0.8 8.1 255 204 —74

4.9

17.2

1984

3.9 0.7 —-12 17.7 25.1 203 —7.4

4,7 9.6

17.5

1985
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ept for those on. dwellings, are those recaleulated by ISTAT on the basis of the revised national accounts. The data for dwellings, which have not yet been recalculated, are

SErIEs.

! The data for the sixties, exc

those of the old national accounts

Source: 1STAT, Annuario di contabilita nazionale; the 1983-85 gures for households’ saving are estimates based on ISTAT and Bank of Ttaly data.
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TABLE 1.2

ITALY’S EXTERNAL BALANCE SHEET

{amounts in billions of dollars)

Banca Nazionale del Lavoro

NET
POSITION

LIABILITIES

ASSETS

Investrnent

Investment

Net
financial

Banl Official
borrowing  liebilities Toral

Trade
debr

Loans

Bank Official
credit lending assets Toral

Trade

Loans

Direct

positien

Portfolio
and other

Direct

Portfolio
and other

(1

4.1 43.6 37 23 13.8 8.3 16.9 75 545 -109 -98

12.9
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4.7 207 359 209 959 7.3 44 405 11.8 48.8 12 1140 -181 =201

39

9.8

1983

11.9 52.7 0.8 1201 200 224

40.6

376 215 1001 9.3 4.8

19.1

4.6 54

11.9

1984

7.4 72 234 43.4 163 1198 18.9 48 485 14.7 63.0 0o 1508 -310 -318

17.1

1985

{1) Starting in 1983 the series includes public sector investment. The situation at end-1984 was affected by corrections and adjustments, especially in respect of the balance sheet value of interests in foreign

holding companies.

{2} Net of the gold reserves.

Source: BANCA D'ITALIA, Relazione Annuale per if 1985.
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The growing gap between the balance of the deficit sectors and
that of the surplus sectors resulted in an increase in gross flows. After
1972 total domestic credit which records the flow of domestic funds to
the various sectors of the domestic economy, with the major exception
of share issues, remained close to or above 20 per cent in relation to
GDP (Table 1.3).

The rapid expansion of the financial assets created as the
counterpart of the flows of domestic credit ended up by raising the ratio
of the private sector’s financial assets to GDP. This ratio is also
influenced by the rate of inflation, as mentioned earlier, and the real
yield on financial assets. The latter was negative until 1982, while the
rate of increase in property prices (a factor of special importance in
households’ investment decisions sincde it approximates the medium-
term expectations of capital gains on this component of wealth)
exceeded that of consumer prices in the same period. The combined
effect of these two factors contributed to the fall in the ratio of the
private sector’s domestic financial assets {net of shares and severance
pay provisions) to GDP from 127 per cent in 1973 to 113 per cent in
1979. The subsequent slowdown in inflation, which was especially
marked for propetty prices, coupled with the increase in the real yields
on financial assets and no reduction in the overall demand for credit,
pushed up the ratio to 136 per cent at the end of 1985 and it has risen
further in 1986.

An increase in the ratio of financial assets to GDP can be
accompanied by a similar increase in that of liabilities, so that the ratio
of net financial wealth to GDP remains virtually unchanged. However,
on average the liabilities net of shares of the private sector rose more
slowly or no faster than GDP, so that not only did the ratio of gross
financial assets rise but so did that of net financial assets.

The gap between the growth in financial aggregates and that in
nominal GDP did not widen only in Ttaly. The ratio of the private
sector’s financial assets (for the sake of comparability inclusive of
shares, foreign assets and severance pay and pension provisions) to
GDP also rose in Germany, the UK and France between 1975 and 1985
(1984 for France) by respectively 38.5, 28.6 and 7.8 per cent (Table 1.4).

This international comparison also shows that there is no signifi-
cant correlation between this ratio and the inflation rate, which
confirms that in periods of high inflation the nominal saving of the
private sector includes an additional component designed to offset the
resulting loss of purchasing power of financial wealth. Both Italy, which
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had one of the highest inflation rates in Furope, and Germany, which
had one of the lowest, recorded similar rates of increase in their ratios of
financial assets to GDP - respectively 41.2 and 38.5 per cent.
Nonetheless the end-1985 figure for Ttaly (228 per cent) was consider-
ably higher than that for Germany (183.4 per cent), though this was
partly due to the sharp rise in share prices over the year and to the
inclusion in the private sector of financial enterprises, which hold a
large proportion of shares. The factors underlying the accumulation of
financial assets in the two countries wete also different — in ltaly it
served to finance the huge needs of the public sector and the deficit of
the corporate sector, while in Germany it was the counterpart of large
external current account surpluses.

'~ When assessing the changes in the private sector’s financial assets,
it is useful to consider households and enterprises separately. As
mentioned earlier, the separation between saving and investment
decisions typical of modern industrial societies, together with the
resulting high level of financial intermediation, results in a clear
distinction between the decision-making processes by means of which
these two categories of economic agents determine their (positive or
negative) financial requirements and the allocation of the latter among
the various instruments supplied by the market.

In the final analysis, firms’ financial decisions always influence the
net real financial wealth of households, the only sector in Italy for which
it is possible to draw up a balance sheet, albeit incomplete. Accordingly,
the financial assets and liabilities of the corporate and household sectors
will be briefly described and the changes in them linked to the real
variables that help to determine them.

1.3. - THE CORPORATE SECTOR

1.3.1. - The corporate sector in Italy

Enterprises’ investment normally exceeds their saving, so that the
sector records deficits that have to be financed by external funds. This
dependence on external sources of finance, and in particular on those
more under the control of the monetary authorities, has meant that
firms have played a key role in transmitting monetary policy impulses
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to the final objectives. In the last few years the shift in the balance of the
various sources of finance, the reorganization of production and the
accumulation of easily realizable financial assets have combined with
financial innovation to weaken the link between the availability of credit
and firms’ growth.

The period from 1950 to 1970 saw the highest average annual rate
of real growth (about 6 per cent) ever sustained for so long. This result,
to which a multiplicity of factors contributed, was accompanied by a
considerable increase in financial intermediation since firms’ investment
expenditure was not covered entirely by their self-financing, even
though this ran at a high level.

From the end of the sixties to the mid-seventies the incentive
schemes for the economically backward regions, coupled with low
interest rates, enabled industrial firms, especially the state-controlled
companies and those operating in basic industries, to intensify their
investment activity. Between 1969 and 1974 gross fixed capital forma-
tion in the corporate sector proceeded at an average annual rate of 6.4
per cent. In the same petiod the share of industrial value added in GDP
rose to a peak of 43 per cent.

Another effect of this buildup of investment was to widen the gap
between investment and internally generated funds. To make good the
shortfall, firms made large-scale recourse to short- as well as medium-
and long-term borrowing from the credit system (Table 1.5). In the
period 1970-75 the ratio of firms' new financial liabilities to their total
investment averaged 62 per cent.

The deterioration in the world economy and the huge changes that
occurred in the relative prices of both factors of production and
products precipitated situations that wete already unbalanced.

Detailed analysis of firms’ balance sheets is far from easy because
of the difficulty of adjusting the values of individual items for inflation.
Nonetheless, the various studies made all point to a rapid rise of their
leverage in the first half of the seventies.

The flow-of-funds accounts show that in 1970 borrowing from the
credit system accounted for 57 per cent of total corporate financing,
while by 1976 this figure had risen to 73 per cent. The national accounts
indicate the proportion of investment covered by self-financing to have
fallen from 119 to 90 per cent over the same period. Data compiled by
Mediobanca, based on the accounts of a group of mainly large and
medium-sized companies, show that debt accounted for 49 per cent of
tota] corporate liabilities at the beginning of the seventies and that this
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This increase in the corporate sector’s demand for financial assets
should not be attributed only to the scope for borrowing and reinvest-
ing the proceeds in government securities, provided by the tax exemp-
tion of the latter, since it also reflected the reduction in fixed capital and
stocks per unit of output achieved by the reorganization of production.
The financial resources made available in this way, together with the
higher profits earned, were gradually used to build up stocks of
financial assets, partly in view of the high yields on government
securities. In line with the development of financial aggregates in
general, there was a shift in the composition of the corporate sector’s
portfolio towards longer maturities. Since 1970 the share of monetary
assets (M2) in the flow of financial assets acquited by the corporate
sector has fallen from 66 1o 34 per cent, while that of government
securities has risen from almost nothing to 37 per cent.

The main effect of this structural change in firms’ assets was on
their financial costs since, notwithstanding the increase in borrowing
costs over the last five years, net financial costs have not risen
significantly.

Excluding the two years 1981 and 1982, when the full effects of
firms’ financial restructuring had not made themselves felt, not only did
the ratio of net interest payments to value added not rise compared with
the average value of the preceding period but it actually fell over the last
two years, especially for private sector firms.

The improvement in firms’ finances and balance sheets primarily
concerned Jarger enterprises. Those of small and medium size had
already reorganized their production and had less scope for benefiting
from better financial management since their liabilities and extra-
industrial activities were generally on a smaller scale than those of larger
firms.

The recovery in corporate profitability enabled firms to raise much
more equity capital in the last three years, when it accounted for about
25 per cent of total external finance, compared with 14.5 per cent
between 1975 and 1981. Excluding the share issues made by public
enterprises, in part to cover their heavy operating losses, the share of
equity capital in the total fund-raising of the Mediobanca group of firms
rose from 14 per cent to nearly 20 per cent in the last two years.
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1.3.2. - International comparisons

The data on the liabilities of firms in France, the Federal Republic
of Germany and the United Kingdom show that financial restructuring
has been under way since the beginning of the eighties, above all in
Germany and the UK, with borrowing from the credit system decreas-
ing in line with the rise in self-financing.

The process was especially pronounced in Germany, where the
share of borrowing from credit institutions in total liabilities fell from 49
per cent in 1980 to 39 per cent in 1985.

By contrast, the share of equity capital rose between 1975 and 1985
in Germany and the United Kingdom, from 29 to 49 per cent in the
latter, A similar trend emerges when new share issues are considered; in
the United Kingdom these accounted for nearly 40 per cent of new
external financing.

A summary indicator of the effects of firms’ financial restructuring
and of the increase in self-financing is provided by the ratio of the
corporate sector’s financial balance to GDP. In France and Germany
this ratio has remained negative but has been much smaller since 1983,

" while in the United Kingdom it has been positive since 1981.

1.4. - 'T'HE HOUSEHOLD SECTOR

1.4.1. - Households' assets and liabilities

In the period 1970-85 the financial balance of Italian households
recorded a structural surplus that averaged neatly 19 per cent of the
sector’s gross disposable income and 75 per cent of its saving — 67 per
cent in 1970 and 84 per cent in 1983-85 (Table 1.7) (when comparing
flow-of-funds and national accounts data, it needs to be remembered
that the latter include most unincorporated business enterprises among
households and exclude non-profit-making institutions).

As discussed above, the nominal propensity for financial saving
tends to rise with the rate of inflation. Adjusted to take account of this,
it averaged around 7 per cent, with negative values in 1974 and 1980.
The fluctuations in the adjusted values of the propensity for financial
saving reflect the changes in the real yield of financial assets, which, net
of tax, was negative from 1972 to 1982.
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convertible .into fixed rate securitics. Innovation in the instruments
f)ffered by the government was matched by other operators (with the
introduction of bankers’ acceptances, certificates of deposit and atypical
securities, etc.), though the success of such instruments was limited in
volume terms, in part owing to their tax treatment. Households gave a
much more favourable reception to Italian investment fund units, which
accounted for 2 per cent of their financial assets at the end of 1985, a
tigure that will have risen further in 1986. ,

The substitution of money with alternative financial assets is in line
with developments in the three other European countries considered
and appears closely linked to the contraction in credit intermediation
which was especially marked in the eighties and caused primarily by the
entry into the market of new intermediaries and the introduction of new
mnstruments.

. The instruments that replaced money in households’ portfolios
differed in each country. In Germany the proportion of short-term
securitics remained negligible in the period 1975-85, while there was a
swing towards bonds and shares. In the United Kingdom the shift was
pnmarﬂy towards forms of supplementary social security managed by
insurance companies and pension funds. In France the shift was
Fowards securities of all maturities and foreign assets. In terms of stocks
in which capital gains deriving from variations in the exchange rate aré
reflected, the share of the latter item increased from 4 to 12 per cent
between 1975 and 1985.

A concluding remark on government securities; while these have
taken on considerable importance in the portfolio of Ttalian households
their share of households’ financial assets in the other three countries
appears to have remained small, although accurate disaggregated data
are only available for the United Kingdom.

1.4.2. - Households' net wealth

Households’ financial choices and, in particular, their decisions on
the allocation of saving between real and financial assets depend to a
considerable extent on the amount of net wealth. Accordingly, it
ap‘peared useful to present some estimates of this variable, among other
things to gauge the ability of Ttalian households to absorb the financial
assets that will be issued in the coming years as a’ result of the
persistence of large budget deficits.
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The key features of Italian households’ wealth in the period
1975-85 can be summarized as follows: the large share of tangible assets
(constantly above 70 per cent); the small proportion of liabilities
(around 2 per cent); and the stability of the ratio of net wealth to
disposable income (around 4.4-4.5 per cent), in line with both life-cycle
theory and the results of empirical studies in other industrial countries.

In view of the predominance of tangible assets, the fluctuations in
this ratio during the period were mainly attributable to changes in
property prices, which rose sharply between 1979 and 1981 and
remained flat in 1984-85. The share of consumer durables varied on
average between 7 and 8 per cent and came to exceed that of
agricultural land, which fell by more than a half over the period.

An important contribution to the nearly nine-point fall in the share
of real wealth between 1982 and 1985 was made by the high real rates of
interest that ruled in this period. They not only encouraged financial
investment, especially in government securities, but also made invest-
ment in housing relatively less advantageous and simultaneously caused
property prices to weaken.

The difficulties inherent in any international comparison of statis-
tics as a result of different definitions and methods of compilation are
especially pronounced in the case of tangible assets, It is nonetheless
worth making a comparison with the wealth statistics for France,
Germany and the United Kingdom in view of the role of this variable in
consumption and investment decisions (Table 1.8). Together with
broad similarities between houscholds’ wealth in the four countries,
there are also some significant differences in its composition.

The main similarities are the value of the ratio of wealth to
disposable income just above 4 (except for France) and the share of
tangible assets in the total (more than two thirds on average).

By contrast, the share of housing is higher in Italy than in the three
other countries, while that of agricultural land and consumer durables is
small, especially compared with Germany. In turn, Iralian households’
liabilities were also very much smaller than in the other countries
(though the figure for Italy only covers units of consumption).
Liabilities showed a tendency to increase in both France and the United
Kingdom, where this can be attributed to the rise in mortgages, which
account for more than 90 per cent of long-term liabilities.
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Apart from Italy, the United Kingdom is the only other country for

which recent data are available (1984) and it is interesting to note that
the share of tangible assets in net wealth decreased in both countries

during the recent period of disinflation (1980-84), reversing the trend of
the previous five years. This change can be attributed in large part to the
deterioration in the relative prices of property and agricultural land.
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Section 2: - The demand for financial assets and their supply

2.1. - PORTFOLIO CHOICES IN AN INNOVATORY ENVIRONMENT

The aim of presenting a summarty of the main components of
financial wealth in the Italian economy and their determinants in the
coming years is linked to the need to explain the demand for financial
assets, and especially that for government securities, within the
framework of a single model. Traditionally, the demand for each
category of financial assets has been explained by recourse to portfolio
choice theory.

As discussed earlier, the whole financial system and the structure
of financial wealth are both undergoing far-reaching changes. It is
therefore reasonable to ask whether, and to what extent, pottfolio
theory is applicable in these conditions of financial innovation, espe-
cially in view of the likelihood that the innovatory process will continue.

This process has undoubtedly been stimulated by the turbulent
events of the last fifteen years, In particular, the high rate and variability
of inflation have modified economic agents’ perception of the risks
inherent in financial wealth. The range of possible combinations of
nominal interest rates and inflation rates has widened considerably,
while operators attribute a lower probability to the occurrence of any
given rate. The increased uncertainty surrounding the rate of inflation
has been reflected in stock exchange quotations.

Coupled with widespread aversion to risk, these conditions made it
prohibitive for issuers to offer the fixed rates needed to induce savers to
run the risk, in the medium and long term, of variable stock exchange
quotations as well as uncertain values relative to goods and services and
other forms of wealth.

The reaction of the financial system in Italy, as elsewhere, was to
offer savers new financial instruments with risk combinations different
from those normally brought together in traditional securities. For
example, the nominal security yield can be partly fixed and partly linked
to a short-term interest rate or to the rate of inflation. In addition, the
division between a fixed and a variable component can be limited to a
part of the life of the security, with the risks being recombined for the
rest.

The aim of redistributing risk also underlies the process of
securitization that has been a feature of the activity of some financial
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intermediaries, Specifically, this process involves the loans recorded
among the assets of the intermediary being brought together in a
portfolio and the rights or claims in respect of the portfolio as a whole
being traded in the securities. The related risks are thus distributed
between an insurer, who incurs the credit risk, and an underwriter of
the securities, who bears the interest risk. The result is that the loans
themselves become more liquid. It is worth noting in connection with
securitization of financial intermediaries’ assets, that the sum total of
final lenders, basically households and the rest of the world, continue to
incur the same risks as before, only directly instead of indirectly.
Contrary to the facts, securitization may give the impression that the
overall risk has somehow been reduced.

A similar approach underlies the working of investment funds,
probably the most important institutional innovation in the Ttalian
financial system since the Second World War. The resources of these
funds are invested in financial assets with combinations of risks that
appeat to be only partially correlated, or at any rate to have an average
correlation not higher than that existing within the totality of financial
assets which constitute the market.

Most of the recent innovations in financial markets can be seen as
involving the unbundling and/or rebundling of the risks attaching to the
transfer of wealth over time. The aim of these innovations is to produce
financial instruments and forms of intermediation that will meet the -
requirements and needs of the different segments of the market. To the
extent that the requirements of the demand for financial assets can be

~met better than before, there can be an impact effect with lower costs

for issuers and strong growth in intermediation business, with the
ensuing advantages for intermediaries. The outcome is a “menu’ of rea)
and financial assets better suited to its purpose, which is to transfer
wealth over time, maximizing its expected final value in real terms,
conditional on operators’ (subjectively held} probability distribution of
the outcomes of possible future economic events.

In conclusion, the recent innovatory phase can be seen as the
expression of the same portfolio choices; in other words, the validity of
this approach as the basis for the analysis of behaviour in the face of
financial innovations appears to be confirmed. Even if economic and
financial developments had been less precipitous, the natural coming of
age of operators and markets would have produced a considerable
diversification of financial products. This view can be justified on the
grounds both of the trend towards deregulation and of the advance and
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spread of information and telecommunications technology. These fac-
tors have:

) increased knowledge about the distribution of receipts and
outlays over time and developments in domestic and international

markets;
b) reduced transactions costs; and

¢) opened up opportunities for eatning profits and diversifying
risks that have allowed and encouraged operators to make radical
changes in the management of their monetary and financial resources.

Since the potential for financial innovation inherent in the ad-
vances in information and telecommunications technology does not
appear to have been fully exploited, the innovatory phase is likely to
continue. This certaintly does not mean that it may not slow down in
some markets compared with the recent past, especially if the economic
and financial environment becomes less uncertain and risky. If this is
the case, the intensity of innovation on the various maturity horizons
and among individual financial instraments may well differ from what
we have seen over the last ten years,

Further improvement in information systems and reductions in
transactions costs will make it advantageous to creatc and exchange
“new”’ financial instruments that will offer new combinations of risks
compared with those previously or traditionally supplied. Financial
innovations can be introduced over the whale range of maturities,
including money. One reason for this is the spread of financial
instruments that are not money in the usual sense but which are
nonetheless accepted as means of payment or accumulated for pre-
cautionary motives. )

Even if the “menu” of choices grows longer than it is today, it will
never cover all the possible circumstances or economic and political
situations that will arise in the future. Markets need real resources if
they are to work and financial assets are created if at least one of the
following conditions is satistied: the new instrument permits a reduction
in the cost of trading financial wealth; it can be placed directly with final
holders (households and non-financial companies), thereby reducing
the commitment of intermediaries’ equity capital; and the yield offered
by the new financial assets has a negative covariance with the return
carned on alternative, existing assets, Further, there has to be the
prospect of a sufficiently deep market for the new instrument so that it
will be as liquid as others supplied by the same issuer or the same
category of issuers.
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Another important development affecting the ltalian financial
market is the liberalization of capital movements by Italian residents,
discussed in detail in Section 3. Looking ahead, the range of financial
choices open to operators will be increasingly different from today’s;
current regulations still require residents acquiring foreign assets to
make a non-intetest-bearing deposit equal to 15 per cent of their value.
In practice this deposit constitutes an extra transactions cost, though it
has been considerably reduced over the last twelve months.

Most of the results of the empirical analyses {primarily concerning
US and Canadian dollars, Deutsche Mark and pounds sterling) indicate
that financial assets denominated in different currencies and covering
the range of actual maturities are seen by the market as involving
relatively independent risks, so that they are imperfect substicutes. The
perception of risk differentiation thus justifies the concurrent demand
of individual operators for assets denominated in different currencies
over the maturity spectrum.

It is reasonable to expect that a similar argument will hold for
financial assets denominated in lire. Accordingly, from a national
viewpoint the liberalization of capital movements by Italian residents
can be seen as equivalent to their subscribing “new’ financial assets
denominated in foreign currencies.

2.2, - THE FACTORS AFFECTING PORTFOLIO EQUILIBRIUM

The availability of new financial instruments, in the sense defined
above, will modify the financial structure of the economy in ways and
With effects that cannot be determined a priori. For example, two
tinancial assets with a high negative risk correlation may prove to be
complementary. In other words, an increase in the expected real yicld
on one may stimulate the demand for a combination of both.

’ Even in the absence of a similar correlation, the income effects of
an increase in the expected yield on one financial asset can generate
extra demand for other assets. An example of this type of innovation is
the availability, in sizable quantities thanks to regular issues, of
medium-term bonds with various combinations of fixed coupons and
variable coupons linked to a short-term interest rate or the rate of
intlation. Changes in the range and distribution of financial assets affect
the yields on the various instruments or, in other words, modify their
relative prices and possibly their absolute prices as well. Yields on old
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and new instruments move to the pattern that will induce the market to
hold the new stock composition, with an effect on the monetary policy
transmission mechanism.

Changes in transactions costs and/or in the taxes on financial assets
are accompanied by changes in both the expected yield and the
corresponding variance, thereby modifying the desired composition of
portfolios, notably as regards maturities and denomination in lire or
foreign currencies.

It is worth noting that even though the changes in the financial
structure may be large in quantity terms, they occur gradually. They are
likely to involve a series of shifts, which may be accompanied by yield
volatility. This makes it impossible to explain interest rates exclusively
in terms of the development of the so-called economic fundamentals.

Up until now we have avoided making any reference to estimates of
the main parameters regarding the financial structure, and we shall
continue to do so. It needs to be remembered when using such
estimates that they are based on the assumption that the structure of the
sector described remains virtually unchanged over the reference period,
except for analytically simple trends —e.g., linear trends — that can be
introduced in the estimation model.

The problem of changing parameters is very much present in the
case of the financial sector, in view of the substantial innovation that has
occurred. Tt would therefore be rash to use parameters estimated on
data referring to the recent period of far-reaching change and extrapo-
late them to provide a quantitative indication of the financial structure
that will emetge in the years to come. This does not mean, of course,
that such estimates are useless or unimportant for other purposes.

The unbundling and rebundling of risks, the basis or at least a
major feature of the present phase of financial innovation may require
‘or permit the transfer into the future of each operator’s wealth to be
made with a variety of financial instruments, employed in an
appropriate sequence. This implies a plurality of transactions over time
and an increase in their volume per unit of time. The suppert of
sufficiently diversified and deep primary and secondary markets be-

comes indispensable.

A priori considerations, backed by the available empirical evi-
dence, indicate that markets, and especially the secondary market (see
Section 3), perform a function of gathering and disseminating informa-
tion that is particularly important for financial innovations. The experi-
ence of regular and professional operators generally results in their
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possessing 4 better information base than the rest of the market. If the
functions and institutions of the latter are adequately diversified, other
operators infer the assessments of these operators {rom prices, a fact
that is of special benefit to the marketing of innovative products.

It is necessary to take account of the liquidity and precautionary
motives that underly the demand for securities, insofar as they play an
important role in determining households’ and intermediaries’ demand
for some financial assets. For example, short-term Treasury paper is
particularly well suited to satisfying liquidity and precautionary require-
ments in view of the relatively low transactions costs and risks they
entail in nominal terms.

As a rule, traditional portfolio theory assumes that the yield on real
and financial assets is a random variable. Conversely, the quantity
demanded is the result of operators’ choices. In some markets, however,
there are rules, patterns of behaviour or “de facto” situations that
actually determine prices. This is at least partly true of the demand for
liquid and precautionary assets in Italy, but may well exert a material
influence on the markets for commercial bank credit, mortgages and
interest-bearing securities. In these cases, quantities become random
variables.

The effects of the growing liberalization of capital movements by
residents in Italy will now be considered. In view of the external current
account balance, the foreign exchange risk aversion of operators,
including the government, and the rigidity of the latter’s funding
requirements, residents’ net purchases of foreign assets in the place of
assets denominated in lire will have to be matched by the placement
with non-residents of an exactly equal amount of lira securities. This
implies an equal increase in the net supply of financial assets denomi-
nated in lire on international markets. '

It can plausibly be assumed that Italian operators’ demand for
foreign currency financial instruments will have little or no effect on
their prices. The effects of the liberalization of capital movements will
be restricted almost exclusively to the prices of assets denominated in
lire. Extrapolation of the results of empirical analyses of other multicus-
rency situations to Italy suggests that non-residents’ increased holdings
of lira securities could lead to a fall in their price or, in other words, to
an increase in their yield and/or a depreciation of the exchange rate of
the lira. _

It goes without saying that this should not be interpreted as a
forecast of the effects the liberalization of capital movements will have
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on the exchange rate of the lira, an issue that is discussed in Section 3. It
would be doubly wrong to make such an assessment without consider-
ing the state of the current account of the balance of payments. Rather,
the foregoing serves to bring out the increase in the role of the exchange
rate compared even with interest rates (or better the yield curve) as a
result of greater freedom of capital movements.

This leads to the conclusion that it will be advisable, indeed
indispensable, to maintain a wider fluctuation band for the lira in the
EMS. If it were to be narrowed, the effects of liberalization would
necessarily be concentrated on the yields of financial assets denomi-
nated in lire and/or on the foreign currency reserves. Such a develop-
ment is to be avoided since, among other things, the ensuing substitu-
tion and complementarity relationships between lira and foreign cur-
rency securities would not be immediately established, but would
emerge through a seties of portfolio adjustments over a period of time
that cannot be determined a priori.

2.3. - THE INTERACTION BEI'WEEN THE SUPPLY AND DEMAND FOR FINAN-
CIAL ASSETS

At any given moment economic agents are the owners of wealth
that is invested in real and financial assets and equal in amount to the
saving they and their predecessors in title have accumulated. This
amount s also the result of past portfolio choices and therefore of past
decisions to buy and scll assets and the related capital gains and losses.
The desired amount of wealth is the main determinant of the demand
for financial assets. Specifically, the prevailing theory and the available
evidence indicate that the aggregate wealth of an economy depends
basically on the length of the working life, the population and income
growth rates and, in the short run, the real yield of wealth itsclf.

At any given moment, the amount of wealth and its distribution
among the various types of assets are the result of past production,
saving and portfolio choices. At the same moment, a new set of related
variables (prices, interest and exchange rates, production and incomes)
becomes known with certainty, while they had been uncertain when
past decisions were taken. It also becomes possible to identify the
shocks currently affecting the economy, Z.e. the outcomes that deviate
from past experience.

The newly available information might imply a revision of the
previously held expectations concerning the future course of these
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variables, At the same time the primaty and secondary markets for real
and financial assets handle primary flows — stemming from savings,
investment, the balance of payments on current account, and govern-
ment borrowing — together with the secondary flows arising in
connection with the rearrangement of existing portfolios as well as the
assets and liabilities management performed by both private operators
and the authorities.

The importance of secondary flows must be stressed as households
and enterprises are able to mobilize resources in excess of their
disposable incomes, as a rule up to the full amount of their net worth.
The placement of wealth interacts with other endogenous variables,
such as production, consumption, investment, net exports, inflation and
exchange rates, as well as with the formation of expectations concerning
the future time pattern of the same variables.

Current incomes thus help to determine the saving of households
and enterprises, private sector investment, the budget deficit and the
balance on external current account; at the same time, the prices of
goods and services, exchange and interest rates influence consumption
and investment expenditure both in the domestic economy and abroad.

In the foregoing process of wealth placement, it is possible for the
volume of stock exchange trading to be extremely large, while prices
change little or not at all — the exchange of securities satisfying the
different needs of operators concerning the transfer of their wealth into
the future, while expectations concerning future time patterns remain
unchanged.

Conversely, prices may change very substantially with only a low
turnover since a major shift in expectations can lead the market to
reassess asset values radically.

It is also possible for a high turnover to be coupled with large
changes in prices. In particular, there may be excess demand for some
securities and excess supply of others. The variations in relative prices
serve to correct these imbalances. In view of the structure of risks,
operators tend to increase their least costly debt and reduce their
recourse to forms of borrowing that become more expensive, while
building up their holdings of securitics with the highest expected yields
and running down those that lose their appeal.

When the total demand for securities is seen ex ante to fall short of
the supply, the prices of all financial assets immediately weaken, thereby
rajsing (average or expected) real rates of return on wealth. In the short
run, this should lead to an increase in the propensity to save, bearing in
mind also the additional effect of the reduction in the market value of
wealth caused by the rise in interest rates.
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2.4. - FINANCIAL STABILITY AND INSTABILITY

The situation is different when the size of the public sector
borrowing requirement generates a volume of debt roughly in line with
households’ demand for wealth. This implies that for some considerable
time the public debt will grow faster than the wealth desired by
households.

The same conclusion can also be reached independently of the
portfolio model adopted here. It is sufficient to assume that a limit
exists to the desired ratio of wealth to income and that this limit is below
that tending to emerge ex post from the growth in the public debt
generated by the current level of the budget deficit. Such a situation can
occur even if the ratio of public debt to GDP tends towards a finite
value with the persistence of the present ratio of the borrowing
requirement to GDP. Though finite, this trend value can be so high as
to imply a volume of financial assets (in relation to GDP) that exceeds
the level considered sustainable in the long run.

When the ratio of houscholds’ financial wealth to disposable
income is rising rapidly towards such levels, the economy enters into a
state of financial instability. A sudden loss of confidence, fear of
measures freezing or expropriating the saving accumulated or a speed-
up in inflation can be accompanied by sharp and undesired increases in
the monetary financing of the government borrowing requirement. The
size of the latter may be an increasing function of the ratio of the public
debt to GDP.

This can lead to equally sudden and undesired increases in demand
for tangible assets and for goods and services. In turn, these fuel
inflation, cause the external current account to swing into deficit and
generate capital outflows, both in visible forms and in the invisible ones
associated with shifts in leads and lags.

On the other hand, the aforementioned ratio of wealth to dispos-
able income may result in the growth of the public debt being
accompanied by a decrease in the accumulation of other forms of
wealth. The fall in private sector investment accelerates the crowding
out process. As the expenditure of the private sector on gross fixed
investment declines, the market’s valuation of plant and production
facilities also falls in the aggregate. As the yield on the public debt is
raised, the borrowing requirement and the debt itself expand increas-
ingly fast. It is quite possible that the situation will become unsustain-

able.
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It needs to be stressed that the above is not a forecast of a sequence
of events to which the present state of Ttalian public finances will give
rise. Rather, it serves to highlight the fact that if the present ratio of the
borrowing requirement to GDP persists, there will be a growing risk of:

@) the real value of the public debt being eroded by inflation; or

b) the other component of wealth (Ze. the market value of
industrial assets) being reduced as a result of financial implosion.

The first risk appears less likely to materialize than in the past since
a large part of the nominal value of the public debt carries floating rates
linked to short-term vyields, which respond rapidly to changes in the rate
of inflation. It nonetheless remains true that if the size of the public debt
were to grow beyond the potential capacity of the portfolio of private
operators to absorb it, one or other of the forms of financial instability
described above would be bound to emerge.

The Committee considers it mdispensable that the authorities should
act with great firmmness and determination in their efforts to restore public
finances to a sound footing, in order to prevent either of these extreme
situations from developing.

2.5. - THE REHABILITATION OF PUBLIC FINANCES, THE “GORIA PLAN" AND
THE SUSTAINABILITY OF THE PUBLIC DEBT

The pace of the growth in public spending in Italy has been
independent of that in revenues and, since the end of the sixties, of the
trend growth in national income. In the sixties the revenue shortfall was
kept small and the borrowing requirement remained around 2-3 per
cent of GDP. The deficit began to widen in the early seventies, with the
borrowing requirement rising to 6 per cent of GDP, followed by a jump
to 12 per cent in the second half of the decade and a peak of over 16 per
cent in 1982. There was thus a long series of structural deficits, matched
by a growing accumulation of debt in real terms.

The ratio of the public debt to GDP in Italy rose from 39.0 per
cent in 1960 to 44.2 per cent in 1970, to 66.9 per cent in 1980 and broke
the 100 per cent barrier in 1986 (on the basis of the old national account
series), Even though it would be more cottect to refate the public debt
to wealth, the lack of data and official statistics on the latter have
resulted in GDP, the main explanatory variable of wealth, normally
being used as a proxy.
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The 1986 state sector borrowing requirement was in line with the
target of 110 trillion lire, The deficit net of interest payments appears to
be falling, both in absolute terms {from over 46 trillion lire in 1985 to 37
trillion in 1986) and in relation to GDP {from 7 to 5 per cent). In
conjunction with the improved conditions in the world economy, the
steps taken in 1986 contributed to progress, but it will be necessary to
persist with the rehabilitation of public finances. This goal would be
achieved by rigorous adherence to the three basic principles laid down
by Giovanni Goria, the Minister of the Treasury, and approved by
Parliament in September 1985:

4) maintenance over the coming years of the 1986 value of the
ratio of tax revenues to GDP;

b) zero growth in real terms of current expenditure net of
interest payments (with 4 per cent growth in nominal terms, in line with
the target inflation rate); and

¢) real growth in capital spending at a rate not exceeding that of
real GDP in 1987, and slightly below this rate in the following years
(nominal growth for 1987 is forecast at 7.5 per cent and real growth at
3.5 per cent; in the subsequent years the real growth rate is reduced by
0.5 percentage points).

The application of these three rules should result in a reduction in
the borrowing requirement net of interest payments, which, ac-
companied by a falling rate of inflation, would significantly curb these
payments.! The aim, established in the light of the government’s
macroeconomic scenario, is to eliminate the borrowing requirement net
of interest payments by 1990.

Even though the government programme is geared to achieving
further progress in the rehabilitation of public finances, with a 10
trillion lira decrease in the state sector borrowing requirement to 100
trillion lire in 1987, it is too early to speak of a reversal of the trend of
government spending. There is still uncertainty about the medium-term
development of the macroeconomic variables and public sector bal-
ances. In particular, the conditions for a stable ratio of public debt to
GDP are far from having been achieved.

1 Obiettivi e struments della manovea di bilapcio per il triennio 1987-1989, document presented
by the Minister of the Treasury (Gotia) in collaboration with the Ministers of the Budget (Romita)
and Finances (Visentini}, Rome 1986,
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The sequence of deficits fueling the accumulation of public debt
has chronic overtones. The rise in spending is not attributable to
extraordinary events, but to behaviour of a “structural” nature, such as
the adoption of legislation with no assessment of its long-term effects
and the persistent circumvention of constitutional and accounting
constraints. Revenues have been increased with considerable delay and
the total tax burden has been raised in relation to GDP in large jumps
over just a few years, thereby aggravating taxpayer resistance. There
appears to be little scope for further adjustment of the budget deficit on
the revenue side, especially in view of the unequal distribution of the
burden caused by the high level of evasion.

The increases in expenditure, combined with the delays in fiscal
policy action and the decision to finance the government borrowing
requirement with non-monetary means, have led to a rapid expansion of
the public debt and a consequent sharp rise in interest payments and a
further increase in total expenditure. The problems raised by a
continuous expansion of the debt are nonetheless much more complex.
This has been made clear in many studies, including the summary
report of the Technical Committee on Public Expenditure.” Even when
the total borrowing requirement, gross of interest payments, is held
stable in relation to GDP, the limit to this ratio (arithmetic sustainabil-
ity) is so high that not only it cannot ensure the stability of financial
wealth over time but it is not even sufficient to guarantee continuance of
the conditions preventing explosive growth (economic sustainability).

The trends of the ratio of the public debt to GDP can be simmulated
with different macroeconomic scenarios and hypotheses regarding
public finances. If the rules laid down in the Minister of the Treasury’s
plan are applied and the budget deficit net of interest payments
completely eliminated by 1990, not only is the ratio of the public debt to
GDP found to tend towards stable values, but the long-term problem is
also solved because the ratio would begin to fall towards zero.

Furthermore, the analyses based on such simulations indicate that
monetary -policy, regardless of whether it is pursued independently of
the Treasury’s borrowing requirement or promotes its financing, cannot
produce a satisfactory improvement in public finances, Monetary policy
on its own is powerless to counter an explosion of the debt to GDP
ratio.

2 COMMISSIONE TECNICA PER LA SpESA PUBRLICA, La spesa pubblica in Italiz, Istituto
Poligrafico e Zecca dello Stato, Rome 1986, pp. 35-36.
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In the view of the Committee this implies a second imperative for the
plan to stabilize public finances, that the borrowing requirement net of
interest payments should be eliminated in a relatively short time (3-4
years).

While it is advisable to avoid exposing the economy to sharp
changes in the level and composition of demand, and for income to
grow in line with its potential so that the burden of adjustment will be as
light as possible, it is also necessary for the stabilization plan to be
implemented over a relatively short period, albeit with the necessary
gradualism.

In the first place, this is important for the credibility of the plan
itself. Secondly, it appears advisable in the light of the foregoing
considerations on financial stability to limit the further growth of the
public debt in relation to GDP. Thirdly, this is confirmed by the
experience gained with the multicurrency situations that have been
systematically analyzed. Such analyses show that, other things being
equal, external depreciation and/or a reduction in the interest rate
differential of a currency are positively correlated with the excess rate of
growth in the supply of financial wealth denominated in that currency
over that of financial assets denominated in foreign currencies.

On the basis of the rehabilitation assumed above, it is reasonable to
presune that it will be possible for any ex ante imbalances between the
demand for financial assets and their actual stock to be eliminated ex
post by changes in the relative and absolute prices of financial assets
with respect to their expected yields and the consequent wealth effects.

A basic role in this adjustment process will be played, of course, by
both sterilized and unsterilized monetary policy interventions over the
whole range of maturities, and especially by those of an open market
nature. The demand functions for real and financial assets of house-
holds, enterprises, the rest of the wotld and, in particular, financial
intermediaries do not necessarily correspond with their medium-term
choices. The situation at any given time is modified towards the desired
one through adjustments, whose speed depends on the costs they
involve, which are not simply transactions costs in the strict sense.

In today’s national and international environment the working of
the Ttalian financial system appears to be increasingly influenced,
indeed dominated, by market mechanisms and not by direct controls or
objectives expressed in terms of credit. This explains the focus here on
the portfolio model, which can embrace both financial innovation and
the integration of Italy’s financial markets through the liberalization of
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capital movements. Equilibrium in the financial system and growth in
economic activity can be achieved without problems as long as the
financial structuse respects the rules that follow automatically from the
basic principles of the market mechanism. Only within such a
framework will it be possible to integrate the Italian financial system
into the international one, which, in turn, requires that public finances
should be simultaneously stabilized. It is necessary at this point to
reiterate that this stabilization is a precondition for the wealth of the
Italian economy to grow and shift towards a composition that will be
inherently sustainable.

The stabilization of public finances prevents the growth in the
public debt from exceeding the capacity for its absorption correspond-
ing to the amount of wealth that economic agents wish to accumulate.
Furthermore, only if such a stabilization programme has been im-
plemented will the economy be in a position to cope with disequilibria
or shocks of external origin by means of the built-in stabilizing
properties of the economy itself, its financial wealth and economic
policy action. In the alternative case of a failure to stabilize public
finances, the Italian economy would find itself on a course marked by
growing financial instability, the ultimate consequences of which have
been described above.
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Section 3. - International financial integration and exchange policy

3.1. - EXCHANGE POLICY AND FINANCTAL INTEGRATION: THE ITALIAN SITU-
ATION

How and how far the Iralian economy is integrated into the
international financial system are important factors affecting the forma-
tion and allocation of financial wealth. In addition, these factors may
exert a powerful influence on some of the problems with which this
Report is concerned, such as the financing of the public sector.

It therefore seems necessary to identify the most desirable path for
international financial integration of Italy, how such a path may be or
become compatible with the financial scenario outlined in Sections 1
and 2, as well as the exchange policy that would foster its attainment.

It needs to be observed at the outset that since the beginning of the
seventies the Ttalian economy has taken part asymmetrically in the
process of international financial integration. While there has been a
considerable increase in the share of foreign liabilities in the total
liabilities of households and non-financial firms, there has been a
marked decline in the corresponding share of foreign assets.

This is largely the result of a series of exchange policy measures
aimed at preventing or discouraging the acquisition of foreign financial
assets and encouraging or imposing borrowing abroad. In turn, this
exchange policy, which has also hindered the expansion of Italian banks
into international financial markets, reflected the aim of financing at
least a part of the external current account deficits of the seventies —
initially caused by Italy’s divergence from the macroeconomic path
followed by the other leading industrial countries and subsequently by
the 1973 and 1979 oil shocks — while the lengthy process of adjustment
went ahead.

In the last few years, and especially since 1984, a start has been
made on changing the course of exchange policy by rationalizing and
liberalizing it. However, together with France, Italy remains the major
EEC country with the most protectionist exchange regime.
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3.2. - TOWARDS GREATER FINANCIAL INTEGRATION THROUGH EXCHANGE
LIBERALIZATION

Both from a national and from a Community viewpoint, it appears
desirable that Ttaly should be more fully, and above all less asymmetri-
cally, integrated into the international financial system.

In a national perspective, there is greater awareness of the effects of
prolonged exchange protectionism on the economy, especially through
the costs it imposes on firms and final intermediaries.

In the second place, it is increasingly clear that the growing
international competition between the financial industries and centres
of the various countries results in the maintenance of a high degree of
exchange control imposing a serious competitive disadvantage.

In the third place, it should be emphasized that the (now largely
completed) adjustment of the Italian economy would be given an
endorsement by fuller exchange liberalization that would have positive
effects on domestic and foreign expectations. It would also make it
more difficult to adopt macroeconomic policies differing sharply from
those of the other industrial countries.

In a perspective extending to Italy’s membership of the EEC, the
present phase of Community economic policy is marked by extremely
important reasons for speeding up Italy's international financial integra-
tion and making it more symmetrical, The EEC’s basic objective is to
create a Furopean market for goods, services and factors of production
by 1992. In this context a coordinated programme for the liberalization
of capital movements was launched a few months ago, together with a
well-defined timetable. . '

It would be difficult for Ttaly to oppose these Community policies,
which are now agreed on by all the main member countries, including
France, with the firm intention of implementing them. Even in a
national perspective, there is a strong case for scaling down protec-
tionism, and by doing so now Italy would gain the advantage of
enhancing its bargaining power in European economic policy-making

‘and in the advance towards economic and monetary union.

It might be asked whether the objective of greater financial
integration, to be achieved by means of exchange liberalization, is not
somewhat ill-timed, when authoritative observers in intetnational fi-
nance are expressing fears that the deregulation/innovation/
liberalization process may have been carried beyond the limits of safety,
and it is being suggested in theoretical discussions that the time may
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have come to throw a little sand into the mechanisms of the exchange
markets in order to reduce international capital mobility.

These are signs of concern that deserve to be carefully examined,
although countries have not yet translated them into actual measures
implying a reversal of the strategy pursued in recent years. It should,
however, be observed that the special situation of the Ttalian financial
system, and of the French one, appears to offer scope for greater
liberalization in a specific double sense — the elimination of the
remaining administrative constraints on the allocation of financial
resources in the domestic market and the abolition of exchange controls
__ without incutring the risks discussed above.

As to the first cause for concern, it should be emphasized that a
liberalization policy of this kind by no means implies indifference to the
protection of depositors, the liquidity and solvency of banks or the
transparency of financial intermediaries and markets (indeed the con-
trols can, and in some cases, should be intensified). The process only
involves the dismantling of the most restrictive direct controls on
banking and financial markets and of the constraints that usually
privilege the financing of the public sector and prevent the formation of
a European financial market.

As regards the second preoccupation, it is hardly necessary to point
to the profound difference between the limited friction, such as the one
per cent tax proposed by James Tobin, intended to attenuate- both
‘nward and outward capital mobility, and a complete set of asymmetri-
cal restrictions on all transactions in the exchange market, designed to
discourage the outflow of capital, while inflows are left free and often
encouraged.

3.3, . 'T'HE DIVERSIFIED NATURE OF THE OBJECTIVE; COMPONENTS OF FINAN-
CIAL INTEGRATION

In order to translate the aim of achieving greater international
financial integration into operational terms, it needs to be remembered
that such integration is composed of several factors and that, in turn, it
forms part of a wider financial strategy. ,

If international financial integration is to be carried out in full,
progress will have to be made in each of its constituent parts: the
liberalization of capital movements, the liberalization of financial
services, and a certain harmonization of the conditions — especially
regarding the fiscal treatment of financial assets — that influence the
allocation of financial resources. '
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‘ H.ere‘, we propose to devote particular attention to exchange
hb_er.allzatlon, in the sense of liberalization of capital movements, since
this is the aspect most closely connected to the central theme ,of the
Report. But we must always be aware of the relations linking this factor
to the other two components of financial integration,

In turn, financial integration is part of a triad that has been a
ffzature of European countries’ financial policies in recent years: the
hberalizatign of domestic financial systems, financial integrationl and
monetary @tegration. The three factors are interdependent and it is
.especlally important to bear in mind the relationships between financial
integration and each of the other two. '

3.3.1. - Financial integration and the liberalization of domestic financial
systems

These two factors stand in a complementary relationship, both as
regards desirability and feasibility. On the one hand, there WOI.;}CI be no
reason for regarding a high level of international integration between
fma}ncial markets as desirable if the allocation within each of them was
mainly determined by administrative constraints. On the other, the
gradual elimination of domestic constraints means that interest ratf;s are
1nc1_"eas'ingly determined by the market and creates the conditions for
their _being_ more closely aligned with international ones, as Italy’s
experience in recent years has shown.

Th_ere may, however, also be relationships of substitutability. Some
domestic constraints give rise, in the same way as restrictions on the
outflow of capital, to easier financing conditions for the public sector (a
greater supply of domestic funds for any given rate of interest). If the
public sector cannot or does not want to renounce a given amount of
such support, the problem will arise of choosing between one or the
other form of liberalization.

. These interdependencies between financial integration and the
hberahzation of domestic financial systems must be borne in mind in
identifying the right public debt policy to accompany exchange lib-
eralization,
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332, - Financial integration and monetary integration

These two terms are also linked by relationships of complementar-
ity and substitutability. The former, because both factors are necessary
for a real economic and monetary union; the latter, hOWﬁVC]'f, arise when
the retention of fixed rates of exchange (or rates kept within narrow
margins of fluctuation) calls for the introduction or the preservation of

restraints on capital movements.

3.4, - THE DIVERSIFIED USE OF THE INSTRUMENT; WHAT EXCHANGE CON-
TROLS ARE TO BE LIBERALIZED AND HOW

A policy aimed at achieving exchange l-iberayiza‘tion, seen as an
instrument for securing greater international financial integration, must
proceed from the study of the restrictions in force and of 'the revisions
under way, in order to identify those which are to be modlfled and hqw.
Adequate attention must also be paid to the timetable of implementing
measures and to those of a supporting nature. . '

This is.not the place for a searching examination of t'he operat-lqnal
approach to exchange liberalization measures. Here it will be sufficient

to sketch the general lines.

3.4.1. - The framework of present restrictions

The restrictions at present in force form a complex set qf
constraints that is the result of stratifications created over time, and it is
not easy to grasp the way in which they are mt.errelated. '

A distinction can be made on the basis of the economic agents
directly affected: enterprises, households and financial intermediaries.

3.4.2. - The present trends in liberalization

On the legislative plane, particular importance attaches to Law
599/1986, which empowers the government to revise the wtho!e of the
current exchange control legislation in the light of the‘ prm?}ple that
“everything is permitted except what is expres:?ly forbidden”. Ig th£
light of this principle, and of the still operative one of a nation
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monopoly of exchange transactions, delegated decrees are being pre-
pared. At the end of January a draft was published by the Ministry of
Foreign Trade.

As the report accompanying this draft explains, the measures
provide for a gradual liberalization of foreign exchange operations, for
their being carried out through banks, for advance determination of the
instruments for any exchange policy intervention, for restrictions to be
of a temporary nature as well as specifying the procedures for their
introduction. The said report also specifies that the draft “only contains
the instruments for the application of exchange control policy, and not
exchange policy itself. That will be established within the institutional
framework laid down by the decree, with choices being combined in
accordance with the economic situation at the time””.

The perspective adopted here is somewhat different, since it is
concerned with the substance of the policy of exchange control
liberalization and its linkage with the other aspects of the financial
policy put forward in the Report, and not with the identification of the
necessary instruments in juridical terms.

The enabling law retains certain features, such as the state foreign
exchange monopoly and penal sanctions for exchange control offences,
that are not usually met with in the industrially and financially more
advanced countries. It nonetheless allows the basic aspects of exchange
control reform to be pursued in line with the policy of liberalization set
out here. However, the spirit of the draft implementing decree seems to
be at least potentially restrictive, particularly in three respects:

4) the different treatment reserved for capital movements as
opposed to current operations: the former are subject to restrictions by
ministerial decree and the latter only by law. This is a distinction
introduced in the draft decree, since the enabling law lays down the
principle of “fredom in economic and financial relations with foreign
countries” (Article 1/a) and provides no principle or guideline distin-
guishing between current operations and capital movements (the only
indications of specific operations concern trade intermediation fees
(Article 1/a) and trade in gold bullion (Article 1/e)). This choice stems
from a tradition firmly rooted in Italy and other countries in the last few
decades, but is in contrast with the choices actually made by the main
industrial countries in recent years.

b) the range of public interests that could be invoked to justify
the introduction of restrictive measures, According to the draft decree,




316 Banca Nazionale del Lavoro

it is enough for the exchange controls to be “designed to achieve
monetary policy objectives and counter behaviour causing or liable to
cause disequilibria in the balance of payments™ (a still broader formula
than that of the enabling law, which, & propos of the balance of
payments, envisages restrictions “to counter effects harmful for the
equilibrium of the balance of payments”). It certainly would appear
desirable to reserve adequate discretion for foreign exchange policy, but
it does not seem appropriate — for the purpose of maintaining a line of
steady exchange liberalization -— that the regulations should require the
competent authorities to provide so little proof of the need for
restrictions as to be equivalent to affirming that these can be imposed
“whenever the authorities deem it to be advisable” ‘

The Commitice considers it desirable that the reference to the needs
of monetary policy be made more consistent with the declaration of the
Ltalian Government recorded in the minutes of the ECOFIN wmeeting of 17
November 1986, which envisages the development of instruments and
procedures exclusively for the purpose of countering destabilizing capital

flows.

¢) The restrictive interventions foreseen, with particular refer-
ence to those in the field of capital movements, where the draft decree
provides for non-interest-bearing deposits and a two-tier exchange
market.

The Commnitiee takes a less favourable view of the adoption of any
such measures, as specified below.

3.4.3. - Guidelines for further liberalization

If full exchange liberalization is to be achieved, the review of

exchange control legislation in the future will have to extend beyond’

specific changes in the matters that are currently regulated and seek to

overcome the limits that, though less onerous, the reform being enacted

undet the enabling law will leave in place.

With this in mind, and drawing on experience and developments
in a broader context, the Committee has formulated a set of guidelines
that appear to deserve special attention.
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3.4.3.1. - The application of the EEC Directives

The main point of reference is provided by the policies adopted by
the EEC, with Italy’s full support, and in particular by the White Paper
on completing the internal market and the programme for the liberaliza-
tion of capital movements, both scheduled for implementation by 1992.

As regards the liberalization of capital movements, the Community
authorities recognized in May 1986 that the achievement of the
objective presupposed complete freedom not only for capital move-
ments linked to the exercise of the other basic freedoms of the common

‘market (free movement of goods, services and persons and freedom of

establishment) but also for operations in financial securities and, Jastly,
for financial loans and money market instruments.

The scale of this plan means, as the EEC Commission recognized,
that it has to be carried out in two stages. In the first, the unconditional
and effective liberalization of the operations needed for the proper
functioning of the common market and for the linking up of national
securities markets implies a transition to a regime of unconditional
liberalization of the related transactions, as well as the elimination of alf
the derogations under the safeguard clause of Article 108 of the Treaty
of Rome. In the second stage, the creation of a capital market without
internal frontiers implies the suppression of all the restrictions in force
on financial loans, money market operations, deposits and current
account balances.

Pursuant to the application of this liberalization programme, and
in particular in order to realize the objectives of the first phase, in June
1986 the ECC Commission submitted a proposed directive to the
Council with a “third amendment to the first Directive for the
application of Article 67 of the EEC Treaty”.

The aim of the Directive, which was approved in November of the
same year, is to permit the full liberalization of the operations needed to
complete the internal market and link up the financial markets in the
community. Technically, the Directive provides for certain operations
that the first directive subjected to the discretion of member states (list
C) to be completely liberalized and included in list A. These operations
comprise:

) long-term commercial [oans connected with commercial
transactions or to the provision of services in which a resident takes
part. Complete freedom, which previously applied only to short and
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medium-term loans, was extended to long-term ones related to the free
movement of goods and services;

b) the purchase by residents (non-residents) of foreign (na-
tional) securities, The obligations in force under Community law
formerly applied only to securities traded on a stock exchange, and
excluded the purchase of investment fund units and of foreign bonds
issued on a foreign market and denominated in national currency. The
new measure extends the liberalization to all medium and long-term
securities, whether traded on a stock exchange or not.

¢) The admission of securities to the capital market. The
Community law previously in force included the issue and placement of
securities in the discretionary area (list C). The new measure is designed
both to remove the obstacle constituted by the discretionary regime and
to permit the listing in the capital market of another member state of
shares and bonds traded on a stock exchange or for exchange or for
which an application for listing has been made, as well as of the units of
investment funds as set out in EEC Directive 65/611.

Italy’s exchange controls in this field have been brought into line
with Community policy by the Ministerial Decree of 12 February 1987.
Since the operations of point 5) above are similar to others for which
Ttaly was allowed to invoke the safeguard clause, the EEC Commission
has authorized their being subject to the non-interest-bearing deposit
scheme until the end of 1987.

3.4.3.2. - The internationalization of the- lira

Together with other restrictive measures, steps wete taken in 1976
to block every possible channel for supplying foreign markets with
liquidity in lire:

a) the ban on the granting to non-residents of facilities in

“external account” lire and on making deposits in lire with foreign
banks;

b) the ban on overdrafts on external accounts in lire held by
non-residents;

¢) the introduction of penalties on overdrafts resulting from
non-compliance on the part of holders of external accounts;
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d) the ban on operations within the *“spot-against-forward”
ceiling in the form of transactions in lire with non-residents.

The instruments adopted combined with the downward trend of
the nominal exchange rate of the lira to prevent Ttaly’s currency from
taking its place in international markets, thus leading to a sharp fall in
the use of the lira for the settlement of foreign transactions and hence its
gradual emargination from the international payments system.

For some time now there has been a change in official policy
towards the lira. Fxamples of this include the monetary authorities’
encouragement of the creation of a-Eurolira bond market reserved for
foreign residents, This new financial instrument should make it possible
both to satisfy the requirements of foreign issuers who wish to invest
medium-term in lire and, more generally, to promote the interna-
tionalization of the lira.

Other recent administrative measures fit into this new perspective.
The Ministry of Foreign Trade has granted special authorizations for
some banks to provide lines of credit in lire to some countties to pay for
imports from Italy; and banks have been allowed to make advances in
lire to foreign banks repayable in ten days, provided these amounts are
used to make payments to Ttalian exporters.

These measures are designed to achicve a partial extension of the
external use of the lira. They prompt the Commitiee to suggest a
coordinated plan for the internationalization of ltaly’s currency, with the
restraints on its international use betng removed one by one.

3.43.3. - The management of firms’ foreign currency resources

The scope available to firms for managing their foreign currency
resources is strictly limited, The exchange purchased and received by
operators must flow into foreign exchange accounts and be used within
the time allowed, forward purchases and sales of foreign currency must
be closely related to a clearly defined commercial transaction, foreign
currency financing can be obtained from duly authorized banks only if
linked to specific operations involving imports, expotts ot the supply of
services,

This situation certainly does not make it easy for firms to achieve
an optimal financial situation, Better management of foreign currency
resources, more appropriate hedging of exchange risks and wider access
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to finance are some of the imperatives to be satisfied if firms are to
achieve stable profitability.

Accordingly, the Committee believes certain exchange controls should
be removed in order to:

a) enable firms to use a single (centralized) external account for all
the foreign currency resources of their subsidiary and related companies.
This would permit firms to optimize the management of foreign
currency resources at the group level;

b) decouple once and for all forward transactions from the specific
underlying operations. In brief, firms should be allowed to make forward
contracts in foreign exchange with ceilings to be defined on the basis of
objective parameters, regardless, in other words, of the existence of
clearly identified operations. In this way, it will be possible to hedge
exchange risks in advance of the stipulation of the contract for the
underlying operation;

¢) permit a wider and move efficient use of the instruments for
bedging exchange risks — e.g. foreign currency options. In easing the
present restraints, which make it hard and relatively expensive to
negotiate options in lire, it would be advisable to do away with the rigid
links with the underlying commercial operations and permit the resale
of such options in the secondary market. This might make it more
advantageous for firms to use this instrument, as well as making it
possible to pursue more diversified and flexible strategies for managing
exchange risk;

d) allow operators access to foreign currency financing i relation
to their overall needs. In other words, not only specific operations
should be financed but operators. This approach is gaining ground. At
present the competent authorities accept without difficulty requests for
such financing from operators in specific sectors. For example, there are
measures that enable exporters to obtain foreign currency financing
from Ttalian banks up to 50 per cent of their previous year’s turnover.

3.4.4. - Some operational guestions

The non-interest-bearing deposit should be eliminated by no later
than the end of 1987, by when the last EEC Directive will have come
fully into force in Italy too. This timetable implies an intense drive
towards exchange liberalization in the space of a few months.
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There are, of course, a number of operational problems regarding
the way in which the imminent liberalization should be implemented.
The following are some of the most important points:

4) whether, for the operations that are about to be liberalized it
should remain obligatory for operators to carry them out through an
authorized bank and for the operations to be reported to the Italian
Foreign Exchange Office (UIC).

The Comnmiltee feels able to give a positive reply to this first question
since the intervention of an authorized bank provides a guarantee that the
tax regulations regarding income from foreign investments will be
observed. It also provides a data base for statistics on the various types of
operation.

&) Whether permission to purchase foreign assets should be
confined to those which — even though subject to the non-interest-
bearing deposit — can already be purchased (Ze. securities and real
estate) or whether it ought to be extended to all assets, or at any rate to a
broader range than at present, including bank deposits in particular.

The Commnittee considers that a prudent solution might consist in
aligning the liberalization process with the EEC programme for capital
PHROVEIEHLS.

Since this makes it possible to put off the liberalization of monetary
instruments to a later stage (than that scheduled for 1987), Italy could
well postpone granting the right to hold bank deposits abroad in view of
their high liquidity. However, since it is practically impossible to
manage portfolios of foreign securities without moving foreign cur-
rencies through bank accounts, in the interim between the abolition of
the non-interest-bearing deposit and the liberalization of bank deposits
residents should be allowed to hold foreign currency “service” accounts
with Italian banks, subject to suitable restrictions.

¢) The kind of tax system to be applied to foreign assets.
The Commilttee feels that once exchange controls have been entirely
eliminated, the fiscal treatment of financial assets ought to avoid discrimi-
nation between domestic and foreign assets.

Freedom to operate on international financial markets ought not to
be hampered by tax discrimination against certain operators, as is the
case at present for the interest paid by Italian residents on securities
issued abroad. Whereas the income earned on government securities or
their equivalent issued abroad is still exempt from tax, even after
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Decree Law 556/1986, the interest, premiums and other income from
bonds and similar securities paid abroad by any resident, therefore
including banks, are normally subject to a withholding tax at a rate of
12.5 per cent.

This encourages banks to resort to the interbank market, since the
interest paid by Italian banks to banks established abroad is exempt
from the withholding tax. Not only is this form of fund-raising generally
more costly, and sometimes amounts to a means of circumventing
regulations, but the heavier taxation of the funds obtained through
bond issues tends to exclude Italian banks from the Furobond market
and from foreign bond markets as well. It would therefore appear
desirable to exempt the income from securities issued abroad by Iralian
residents, or at any rate Italian banks, from the withholding tax.

3.5. - THE TIMING OF EXCHANGE CONTROL LIBERALIZATION

As discussed above, the timing of parts of the exchange liberaliza-
tion process in Ttaly is dictated by EEC rules. For technical, juridical
and political reasons it appears neither expedient nor easy for Italy not
to comply. :

This nonetheless leaves some room for flexibility in respect both of
the timing envisaged by the EEC (in the sense that the liberalization
measures required could be carried out ahead of time} and of the
possible liberalization of some aspects not covered by the Community
provisions.

With reference solely to the aspects of the liberalization process
allowing some flexibility, there are ewo possible courses: a single,
big-bang type switch to complete exchange freedom or a gradual
transition.

Considering the long period for which exchange controls have been in
Jorce, the backlog of desired portfolio adjustments in terms of foreign
currency composition, the size of the budget deficit and the growth of the
public debt, the Committee vecommends a gradual but reasonably rapid

transition along the lines indicated above,

There are grounds for believing that the Italian economy is in a
position to sustain an extensive exchange liberalization. The possibility
of net outflows of funds cannot be ruled out, but the danger of these
swelling to huge proportions seems less than in earlier periods. Real
interest rates are no longer lower than international ones as they were
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over long periods in the past; nor are the rates of return on shares and
direct investments any lower than those obtainable in foreign markets.
Confidence in the general state of the Italian economy appears high
both in Ttaly and even more outside, while the pronounced volatility of
exchange rates increases the risk of investing in foreign currencies
compared with the days of fixed exchange rates.

Should net outflows of capital occur, they could be compensated to
some extent by private and public sector operators issuing of liabilities
abroad, in line with the increase in the foreign assets of households and
enterprises.

Within certain limits net outflows in excess of compensatory
inflows following liberalization would be possible without generating
tensions in a period in which the current account of the balance of
payments is expected to be in a much healthier state than in the
seventies, when the various exchange restrictions were introduced or
tightened.

There might be difficulties in financing the public sector or
renewing the debt falling due. However, this problem needs to be
distinguished from that of the balance of payments; it would signal that,
even with interest rates aligned with those abroad, exchange restrictions
had still provided help in financing the public sector. This situation
could be overcome not only by an appropriate strengthening of the
programmes for curbing the budget deficit net of interest payments but
also by suitable debt management measures (see Section 6).

The Committee feels that the step-by-step approach in the adoption of
liberalization ought to be applied without practising further discrimination
against individual savers as compared with firms or savers who turm to
investment funds. In fact, what is needed is a system based on recognition
of the right to allocate savings between different currencies.

3.6. - SUPPORTING MEASURES

- The exchange liberalization policy recommended here needs to be
backed by a certain number of supporting measures.

The fundamental aspect, which in the long run can be regarded as
an essential precondition for the creation of a sustainable regime of
financial integration and freedom of capital movements is naturally the
completion of Ttaly’s macroeconomic adjustment. In this context,
particular importance attaches to the restoration of the public finances
to a sound footing, which in effect means curbing the public sector
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borrowing tequirement net of interest payments. Should it not be
possible to achieve the targets for the medium-term control of public
finances indicated by the Minister of the Treasury and discussed in
Section 2, the effects, if not the actual feasibility, of exchange liberaliza-
tion would inevitably be jeopardized.

Other measures must also be considered:

Still & propos of public finances, the Committee sees the transition to,

a financially open econonzy as requiving, in view of the high level of the
public debt, changes in the techniques used for the management of the
lateer.

These should include:

a) a widening of the range of securities offered by the various
issuing agencies with a view to exploiting the market demand for
diversification and creating, at no extra cost to the issuer, a larger
demand for securities capable of offsetting any future decline in demand
due to the attractiveness of foreign assets. In this context, there appears
to be some validity in the arguments for the Treasury having recourse to
price-indexed long-term securities, both because of the probable
reduction in the real cost of financing connected with the elimination of
the inflation-risk premium and because the cost of such instruments
would be less sensitive (than that of Treasuty bills and credit certifi-
cates) to movements in short-term interest rates, which are subject to
wider fluctuations when capital movements are free;

b) better issuing techniques, such as greater recourse to auc-
tions, again with the aim of making issues more “efficient” in terms of
quantity at a given rate, as is desirable for a Treasury operating in a
market that exchange liberalization will have made more competitive;

¢) regular issues of securities abroad, thus extending, in the light
of any needs caused by the exchange liberalization policy, a practice for
which there are several precedents in recent years.

An additional supporting policy concerns the exchange rate. The
Commiltee considers that 1t would be advisable, especially during the
liberalization phase, to retain the lira’s present G per cent fluctuation band
tn the EMS.

This would make it possible during the transition to freedom of
capital movements to mitigate the fluctuations in short-term domestic
interest rates that portfolio adjustments might generate. This possibility
is especially important in view of the sensitivity of the average total cost
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of the Ttalian public debt to short-term rates (due to the large share of
Treasury bills and credit certificates in the total).

Thete is also the question of possible temporary safeguard mea-
sures to be invoked if turbulence is feared or actually develops during
the transition to greater exchange freedom. The hypothesis has also
been vented of recourse to a two-tier exchange market. This, however,
is difficult to administer for any time and is explicitly mentioned in the
EEC programine for freedom of capital movements as an obstacle to be
eliminated where it is permanently in force (Belgium and Luxembourg)
and which may be justified provided it replaces every other restriction
on capital movements.

Stll on the question of exchange markets, the Committee is of the
view that it is also necessary to introduce a policy for intervention in the
forward exchange market in view of the requirements of monetary policy.

Other measures to back liberalization would have to be negotiated
within the framework of the EEC.

One of these, the Commiitee belicves, is the reorganization of the
EEC’s own financial instruments.

Accordingly, it would be useful to increase the available funds and -
redefine the cases in which countries can have access to them, explicitly
indicating “capital outflows” as a valid ground. It would be necessary,
however, to use such financing to meet needs arising from the transition
to freedom of exchange operations (which is a structural advancement
that may entail the outflow of funds in connection with portfolio
adjustments), but using great caution when the outflows are due to
differences in relative costs and prices and should be corrected rather
than financed.

Another subject for fundamental negotiation, the importance of
which — in the opinion of the Committee — goes beyond exchange
liberalization is that of a definition of EEC economic and monetary policy.

It is particularly important that this subject should be thoroughly
studied and clarified, especially by the strong currency countries, so that
those taking the step of liberalizing their exchange controls and thereby
increasing their integration into the system, will have a better under-
standing of the macroeconomic model for the management of the
Community economy as a whole and be able to cooperate in establish-
ing the parameters. Conversely, the pressure for such a clarification
might be greater if the countries seeking it were to show their
willingness to adhere to the rules of the EEC game by removing their
own obstacles to the creation of an integrated financial market.
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Section 4. - The stock exchange and share market policy

4.1, - THESTOCK EXCHANGE AND THE CIRCULATION OF FINANCIAL WEALTH

A complete analysis of the financial system should include a
thorough study of the problems concerning stock exchanges, especially
in view of the important role they play, albeit with wide differences from
country to country, in the transfer of the ownership and control of
enterprises, as well as in their financing through issues of both shares
and bonds.

The public’s portfolio choices, particularly as regards diversifica-
tion between shares and other financial assets, between government
securities and corporate paper and between domestic and foreign
securities, can only be made efficiently with a stock exchange that works
properly.

Thé forces brought into play by the liberalization of capital
movements and the supply of financial services accentuate the need to
increase the efficiency of the capital markets and in particular that of the
stock exchange. In the first place, this will mean reducing transaction
costs in the broad sense of the term, both to avoid discouraging inflows
of foreign capital that could help to offset any outflows associated with
the liberalization programme and to ensure that this component of the
Italian financial system is internationally competitive.

Finally, the share market appears to be acquiring an increasingly
important role in the transmission of monetary policy, not only because
the latter is increasingly focusing on markets rather than intermediaries
but also because of the growing share of equity-financed rathet than
loan-financed investment and the wealth effects associated with the rise
in the proportion of households’ financial assets held in the form of
shares.

The following analysis will concentrate on describing and formulat-
ing proposals for the aspects of the stock exchange that appear to
impinge most directly on the basic themes the Committee is required to
examine,

4.2, - THE INADEQUACY OF SUPPLY IN THE SHARE MARKET

The development of the share market has been primarily due to the
improvement in the profitability of listed companies and to an increase
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in demand. By contrast, there has not been an adequate increase in the
supply of shares by way of flotations. Two figures are sufficient to bring
this out clearly. Even though 1986 saw the listing of 42 new companies
on the Milan stock exchange (13 in 1985), the total number of listed
companies at the end of the year (186) fell far short of the corresponding
figures for the leading stock exchanges abroad.

In a sense, moreover, the figure for new listings is overstated since
very few of the companies coming to the market did not belong to a
group with other companies already listed. At the end of 1986 only 24
per cent of the total market capitalization was attributable to companies
that did not belong to the four leading private groups and the public
sector. _

Another telling figure can be deduced from the latest Mediobanca
survey of ltalian firms — only twenty or so of the 100 largest Italian
firms in terms of turnover are listed on the stock exchange, even though
many others have all the requisites for listing.

42.1. - The advantages and costs of a listing

It is difficult to determine and assess all the various reasons that
discourage Ttalian firms from seeking a stock exchange listing and from
raising equity capital by this route.

The advantages of a listing are well known: the prestige and
enhanced bargaining power it brings make fund-raising casier; the
realizability of shareholders’ investments is enhanced; shareholder
controllers are able to realize the value of goodwill in the market and
maintain control by issuing savings shares.

The direct costs incurred at various levels in connection with a
listing are related to the obligations it entails:

a) for the company: the cost of supplying additional informa-
tion, both to the market and, more impottantly, to the public supervis-
ory body (consolidated and audited accounts, half-yearly reports and
details of investments in other companies, etc);

b) for directors, statutory auditors and general managers: the
obligation to provide the public supervisory body with information on
their interests in their company and its subsidiaries as well as on their
remuneration;
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¢) for shareholders: the obligation to inform the public supervis-
ory body of their interests in the company above a certain percentage of
its issued capital.

The Committee is of the opinion that these are minimum require-
ments if the market is to be adequately transparent even. though they may
still represent an impediment to the flotation of new compantes.

In addition to these obvious advantages and costs, there are other,
more strictly economic factors that are difficult to assess. Thus, analyses
are not available that would permit the cost of share capital in Iraly to be
compared with that of loan capital. It is worth noting, however, that the
laws designed to promote development in Italy have always made it
more advantageous to have recourse to the latter.

4.2.2. - Incentives to seck a listing

The question is whether it would be desirable, or practicable, for
the authorities to intervene to encourage the growth of the share
market, especially in terms of the number of listed companies. Feasible
measures could focus primarily on the side of the demand for securities
or on that of their supply, though in either case the result would be a
reduction in the cost of funds so that both the demand and the supply
would be affected.

The most common interventions are of a fiscal nature. On the
demmand side there can be either blanket measures or selective relief for
stock exchange investments, such as those provided by the Monory Law
in France. On the supply side there can be exemptions from the tax on
the capital gains that companies realize when they first listed their
“offspring”. Thus, until 31 December 1985 Law 169/1983 in Italy
exempted companies from the tax on capital gains arising from the
disposal of shares in connection with the listing of subsidiaries.

As regards the possibility of prorogating Law 169/1983, this cannot
be in addition but only in alternative to the provisions of the recently
approved government bill on the revaluation of firms’ assets with a 75
per cent ‘reduction in the corporate income tax liability in respect of
such revaluations. Fven though they are not aimed specifically at the
problem of stock exchange listing, the government’s proposals will
certainly permit a considerable reduction in the cost of obtaining a
listing in the period in which they will be in effect.
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The Conuittee does not intend to propose tax relief on the demand
side insofar as it does not take a favourable view of further exceptions
being made to the existing tax system. Rather, it is of the opinion that it
would be desirable to reduce the disparities in the tax treatment of
different financial assets since these can also affect transaction costs.

423, - The abolition of registration: the fiscal aspects

Accordingly, the Committee examined the problem of the costs
and benefits that could arise from the abolition of the compulsory
registration of shares. In view both of the reluctance, particularly
pronounced in Italy, of investors to hold registered securities, and of the
increase in transaction costs that registration entails, the benefits for the
market are evident.

It is notable that in some cases shareholders actually renounce their
dividends in order to avoid having to declare their holdings in their
income tax returns. This can give rise to distortions in stock exchange
prices when dividends are declared and paid. It also encourages firms to
[imit the dividends they disiribute and enhance the prospect of capital
gains, in the short- as well as the long-term, a technique often used for
the shares of newly listed companies.

The abolition of compulsory registration would generate costs on
two scores; in the field of tax revenues and that of civil law and public
supervision.

The Committee is of the view that compulsory registration cannot be
justified at the present time omn tax grounds.

In principle:

a) Article 82 of the codified law on direct taxes exempts, for all
practical purposes, capital gains realized as a result of the sale of shares
from progressive personal income tax (IRPEF}, This accentuates the
advantage of receiving the' rewards of shareholding in the form of
capital gains by permitting income tax to be avoided;

b) the assessment of the dividends received by shareholders for
income tax does not necessarily require shares to be registered, but can
be carried out in other ways.

In practice, the scope for avoiding or evading both petsonal
income tax and death duties is considerable and it is fully exploited,
particularly in the case of large holdings, so that the tax tends to be
regressive in its effects. '
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Overall, revenues might actually increase if the dividgn-d tax were
replaced by the possibility of choosing between a suf_ﬁ.c‘lently high
flat-rate withholding tax in settlement of income tax liabilities (e.g., 30
per cent) and including dividends in investors’ income sul?ject to
progressive taxation, with some form of tax credit being mamtamed.. In
practice, the cost of anonymity would be a degree of double taxation.
Since at least some shareholders pay the current price of anonymity by
renouncing their dividends, the proposed system would allow a part of
the tax base to be recovered and an increase in the effective rate of
taxation. There would therefore not only be no loss of revenue to set
against the reduction in transaction costs, but there would probably be a
decrease in fund-raising costs and an incentive for shareholders to take a
more active interest in their companies.

42.4. - The abolition of registration: the civil law aspects

The abolition of registration also raises issues with respect to
company law and the public control of companies and the share market.

As regards the former, such a step would not require a globf;ll
reform since the Civil Code provides that the shareholders of public
Jimited companies shall be free (except in some special cases) to choose
between bearer and registered shares (Article 2355). Accordingly, all
the other provisions of company law are drafted in sucb a way as to be
applicable regardless of the form in which shares c1r<':ulate. Conse-
quently, even if the provisions requiring, in conformity w1'th A)zrtlcle 109
of the rules for the application of the Civil Code, registration were
repealed, the resulting system would be determined and perfectly
consistent. :

In this connection it is worth noting that the reintroduction of
bearer shares (the savings shares covered by Article 14 of Law
216/1974) did not create any particular problems in civil law regarding
their compatibility with the compulsory registration of ordinary shares.

42.5. - The abolition of registration: the administration of controls

The issues raised with regard to the public control of companies
and the share market are more difficult. The regulations governing this
matter contained in Law 216/1974 and the subsequent amendments
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reflect the more than forty years of experience with a system based on
the compulsory registration of shares. Evidence of this is the reference
in the Law, and in numerous regulations issued by the CONSOB, to
company share registers as providing information for the identification
of the shareholders of companies subject to control. The principal use
made of company registers is currently for the purpose of distributing
dividends and controlling attendance at shareholders’ meetings.

Parliament appears to have taken this into account when it drafted
Article 5 of Law 216/1974, one of the provisions of which requires any
shareholder with more than 2 per cent of the issued capital of a listed
company to inform the CONSOB and the company itself, regardless of
the updating of the company share register. Furthermore, Article 4 (b)
of the same Law lays down that listed companies (and corporate
shareholders) required by the CONSOB to provide the names of
members shall have regard not only to the share register but also to any
notifications received under Article 5 and any other relevant informa-
tion in their possession.

The linchpin of the system designed to ensure the transparency of
corporate ownership is the mechanism foreseen by Article 5 of Law
216/1974 for listed companies (and the analogous Article 9 of Law
281/1985 for companies engaged in banking business). Article 5 makes
no provision for shares to be registered, so that the mechanism would
be perfectly viable even if the rule making registration compulsory were
to be repealed. .

It might be objected that the absence of endorsement in share
transfers following the abolition of compulsory registration would
deprive the supervisoty body of a useful way of monitoring the
observance of the requirement to notify shareholdings of over 2 per cent
of issued capital (article 5 of Law 216/1974). In practice, however, the
scope for such controls is hypothetical and has only been exploited on a
very few occasions.

In short, the abolition of compulsory registration would make it
necessary to adjust both the primary and the secondary legislation
governing the public control of corporate ownerships and the share
market, especially as regards the provisions relating to the identification
of the shareholders of companies subject to control by the CONSOB,
but it would not require a radical recasting of the present legislation. In
practice, the new arrangements would not significantly modify the
powers of control over share ownetship. They might, however, make it
easier to avoid controls, insofar as persons wishing to conceal their
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identity by failing to make the prescribed notifications would be able to
do so without having to employ any special devices (registration in the
names of nominees and foreign companies, etc.) to make control
impossible or extremely complicated.

Besides, the CONSOB would still be able to discover the existence
of controlling, or at any rate significant, holdings when extraordinary
shareholders’ meetings are held and when the accounts for the year are
approved. In addition, if it was considered desirable to provide
companies with another means of identifying their shareholders, it
would be sufficient to provide for the information gathered for tax
purposes when dividends are paid to be communicated to the company,
a procedure that is already foreseen by the regulations governing Monte
Titoli (Article 9 of Law 289/1986).

The abolition of registration could be restricted to listed com-
panies, with the shares of other companies continuing to be registered.
The circulation of shares in bearer form is convenient for companies
with a large sharcholder base; it could therefore be a “privilege” that
would help to offset the costs, particularly in respect of information,
that listing involves and thus serve as an incentive to seek listing. lt
would be possible, of course, to make exceptions to the general rule by
requiring, for example, that the shares in listed banking and publishing
companies should remain registered in view of the considerable public
interest in such companies.

Although the Comnzittee considers that the main issues arising from
the abolition of the registration of shares in listed companies concern the
methods and scope of controls, it recommends that the public interest in
company affairs should be protected by legislation that would regulate
groups and promote competition, rather than by imposing registration,
which is easily circumvented, especially at a time when capital movements
are being liberalized.

4.3. . THE WORKING OF THE SHARE MARKET

Without pretending to be complete, the following is a list of the
main problems affecting the securities market in Italy: the definition of
the requirements for stock exchange listing; the supply of information
in connection with initial flotations; the pricing of initial flotations; the
physical circulation of traded shares; the real significance of official
prices, bearing in mind how they are formed and the existence of
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parallel markets with in-house matching of orders; the various types of
market; and the regulation of market operators.

Some of these problems, and specifically the last mentioned, are
beyond the scope of the Committee’s mandate and are being reviewed
by other bodies. Accordingly, they will not be considered here.

4.3.1. - Listing requirements

As regards the first problem, it should be noted that the rules
issued by the CONSOB (within the limits laid down by Presidential
Decree 138/1975} defining the requirements for listing (minimum
capital, distribution of shares among the public, net profit in each of the
three preceding years and audited accounts ) do not appear sufficient to
prevent certain distortions.

For example, the rules do no exclude the listing of companies that
are too small for a meaningful market to develop in their shares. They
also fail to overcome the problem of “captive” companies or, in other
words, of companies whose activity is subordinated, in operational
and/or financial terms, to the activity of companies belonging to or
controlling the group. In such cases, of which the Italian stock exchange
actually offers very few examples, conflicts of interest can arise between
controlling and controlled companies to the detriment of shareholders.

The Commnzittee is of the opinion that a ban should be placed in
principle on the listing of companies whose activity in raising working
and/or investment capital or whose income-earing activity is subordinated
to that of a controlling company or of a company of which the group owns
more than 30% or at any rate a controlling interest.

The foregoing case needs to be distinguished from that of the
listing of companies controlled by a holding company that is already
listed (the so-called Chinese box conundrum). The decision to invest in
a parent company or in a subsidiary is often equivalent to choosing
between the shares of an opetrating company and those of a closed-end
investment fund serving a specified purpose.

The tmportant point for present purposes is that Chinese boxes can be
used to circumvent obligations latd down by statute or administrative law
(for example, the relationships between ordinary shares, savings shares and
bonds). To overcome this drawback, the Committee is of the opinion that
special provisions governing corporate groups will be necessary and
recommends their enactment.
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432, - The supply of information to the matket

As ‘regards the information to be supplied to the market in
connection with issues of securities, Law 77/1983 extended the require-
ment for companies to submit a prospectus when making public offers
for sale to satisfy stock exchange listing requirements in terms of shares
held by the public. Prospectuses have undoubtedly undergone consid-
erable development since their adoption, but further progress remains
to be made and specific legal provisions have to be introduced to
enhance their meaningfulness and clarity.

4.3.3. - The pricing of mitial flotations

By contrast, the problem of pricing flotations and determining
their size still appears far from a satisfactory solution. It has two aspects:
a short-term one concerning the difference between the issue price and
the initial quotation in the aftermarket; a longer-term one concerning
the relationship between the issue price and the expected and actual
profitability of the company.

Recent experience on the Italian stock exchange was initially
marked by a predominance of issues that were underpriced.in the short
term and subsequently by an increase in the number of cases of
long-term overpricing.

The short-term aspect depends to a large extent on how and when
issues are placed. The time that elapses between the fixing of the issue
price and the start of placing operations is undoubtedly too long. The
numerous legal requirements with which issuing companies have to
comply and the related delays often tesult in market conditions having
changed considerably by the time operations are completed. The length
of these delays makes fixed price flotation by way of a consortium
unsatisfactory, though they are used much more frequently than offers
for sale by tender. _

In general, and notwithstanding some sectoral variation, the
standard ratios (price/carnings, price/cash flow and price/shareholders’
equity} have always been much lower for new issues than for listed
shares. This fuelled expectations, nearly always fulfilled, of large
differences between the fixed issue price and that recorded in the first
. few days of trading in the aftermarket. In turn, this led to considerable
excess demand for new iIssues and to the adoption of allotment systems
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that on occasion were anything but easily comprehensible and which led
to doubts about the behaviour of the members of placement consortia.

Offers for sale by tender obviously avoid some of these problems
since investors’ expectations with respect to prices in the aftermarket
are reflected in the price they are prepared to pay. Indeed, when initial
flotations have been made by tender, the striking price has initially
remained stable in the aftermarket.

The longer term aspect emerges in the premium that the issuing
company fixes with respect to the face value of its. shares. The
differences between issue prices and initial quotations in the
aftermarket, together with the widening gap between the market
capitalization of listed companies and the face value of their issued
capital (the ratio between them rose from 2.2 at the end of 1984 to
around 6 at the end of 1986), led companies to increase their issue
premiums. It is worth noting that the proportion of all the equity capital
raised by listed companies attributable to share premiums rose from 5
per cent in 1984 to 50 per cent in 1985 and to nearly 60 per cent in 1986.

The question of excessive premiums came to a head in particular
for savings shares because the device threatened to thwart the law
designed to ensure that the holders of such shares received preferential
treatment in the distribution of profits to offset the restrictions on their
other shareholder rights. The discrimination arises because the distribu-
tion of dividends is based exclusively on the face value of shares at issue.
To overcome this problem, a series of proposals have recently been put
forward.

The Committee takes the view that these shortcomings can be
remedied by better knowledge about the market coupled 1with a procedure,
if necessary with statutory backing, for the congruity of share premiums to
be certified and adequately publicized.

4.3.4. - The physical circulation of securities

The difficulties encountered in the physical circulation of shares
are specific to the Italian market and the result of a combination of
inefficiencies. The failure to remove them discourages foreign investors
and appears all the more serious at a time of increasingly unrestricted
capital movements since it curbs the potential for capital inflows that
will help to offset any resulting outflows.
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Law 289/1986 establishing Monte Titoli S.p.A., with which it is
intended shares are gradually to be deposited as a preliminary to the
switch to a book-entry system, and the subsequent notice issued by the
CONSOB simplifying the procedures for the settlement of the transac-
tions of non-residents mark a start to the elimination of these short-
comings of the Ttalian matket.

This contribution, however, is not sufficient on its own. Member-
ship of Monte Titoli is at present optional and there is no guarantee that
the desired centralization of shares will actually occur. One obstacle to
making membership compulsory is perhaps the monopoly the company
€njoys.

An attractive solution in the Committee’s view would be to make
membership compulsory but to eliminate the monopoly by setting up a
smmall number of other companies to perform the same fuction as Monte

Titols,

435, - The significance of stock exchange prices

A much debated issue is that of the significance of the prices fixed
on the stock exchange when, as in Ttaly, such a large part of trading is
off the exchange. The turnover on the 10 Italian stock exchanges
amounted to 27 trillion lire in 1985, while the trading of the 50 largest
banks totaled 39 trillion (in 1984 the corresponding figures were 8.2 and
12.5 trillion).

The disadvantages inherent in this situation are obvious: the
smaller the proportion of trading carried out on the stock exchange, the
easier it becomes to manipulate prices with limited resources. The
damage this can cause is all the more serious in view of the “official”
nature of stock exchange prices and their external importance.

Partly with the aim of eliminating this shottcoming, the CONSOB
has recently approved a revision of the trading methods employed on
the stock exchange with the replacement of the call-over auction system
with a continuous one, It is hoped that this will attract a larger volume
of trading to the stock exchange by making the mechanism for fixing
bid and offer prices more flexible and trading itself more convenient.

The introduction of this new method of trading should also help to
improve the transparency of the market and create the conditions for
the creation of market makers, whose interventions should serve to
smooth out changes in the prices of listed shares due to temporary and
random imbalances between demand and supply.
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The planned change can nonetheless do no more than promote the
conditions for increased trading on the stock exchange and leaves two
problems unsolved:

a) how to convince operators to do all their share trading on the
stock exchange; and

b) how to establish special segments in the official, and there-
fore regulated, market for transactions that do not lend themselves to
the auction method.

If the stock market were rationally organized, all operators would
prefer to trade by the auction method in the securities that lent
themselves to such treatment. The reason why this is not the case in Italy
is that the operators who handle the majority of clients and orders
(banks and licensed dealers) are not allowed to trade directly on the
stock exchange but have to employ stockbrokers, whom they consider
superfluous. These operators have expressed their willingness to do all
their trading on the stock exchange on condition that they are allowed
to operate there directly, a condition that the stockbrokers reject on the
grounds that banks and licensed dealers are “multifunctional”
operators (z.e. also dealers or portfolio managers) and therefore would
not be neutral in the price-making process.

To overcome this obstacle, a proposal has been put forward
whereby access to the stock exchange would be granted to new broker
firms owned jointly by stockbrokers and banks and licensed dealers.
The discussion on this matter now appeats to be focusing primarily on
the problems of the control of such companies (legal form, the type of
majority, etc.).

The Committee nonetheless deems 1t desirable to point out that a
solution of this kind would be in the opposite direction to the main stream
of developments on leading markets abroad, where the tendency is to
remove the barriers between dealers and brokers and to liberalize access to

the floor.

4.3.6. - The various types of markels

The frequency or the size of certain operations, as well as the
special features of the securities nvolved in others {shares that are
unlisted or awaiting listing) and the nature of block trading, will result
in such operations continuing to be conducted off the stock exchange in
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dealer and/or broker markets. To ensure that these operations are
sufficiently transparent, it appears desirable that they should also be
carried out in a regulated market.

Notwithstanding the scale of off-market trading in Ttaly, the
growth of the official market has been considerable, with substantial
increases not only in turnover but also in the number of shares traded
and the ratio of turnover to market capitalization.

This growth in stock exchange business was not paralleled,
however, in the second-tier market, where the ratio of turnover to
market capitalization was no more than 2 per cent, compared with 27
per cent for the Milan stock exchange and 20, 25 and 100 per cent in the
corresponding markets in Paris, London and Amsterdam. The total
value of the shares traded in the six Italian second-tier markets
amounted to no more than 211 billion lire in 1985 and to about 400
billion in 1986. By contrast, the tutnover on the official Milan stock
exchange averaged 265 billion lire a day in 1986.

It is therefore hardly surprising that no company should have
applied for listing on the second-tier market in either 1985 or 1986,
while in this period 5 of the 39 listed companies applied for stock
exchange listing.

These figures point to the need for a rethinking of both the role
and the structure of the second-tier market in [taly. The options appear
to be to make the market into a stepping stone for firms wishing to
proceed to a full listing on the stock exchange or to use it for operations
involving a size of listed company and type of security that would allow
it to play a separate role of its own. The recent decisions taken by the
CONSOB tend to enhance the market’s stepping stone function by
removing the obstacles to its efficient functioning (working hours and
days, settlement arrangements, listing requirements, the possibility of
delegating the preliminary examinations of listing applications to the
reorganized committees overseeing the second-tier markets).

The Committee is of the opinion that the second of ibe two
possibilities outlined above is the more interesting, though they are not
mutually exclusive. In particular, there are a great many companies that
are not particularly imporiant at the national level but which are of
considerable local significance.

Regionally specialized second-tier markets could serve for the
listing of such companies. This choice would take on even greater
importance if investment funds could be allowed to purchase the shares
of leading local companies listed on second-tier markets.
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To this end, the Committee recommends that all or part of the
investment funds’ (currently unutilized) vight to tnvest in unlisted com-
panies within limits should be transformed into the right to invest, again
within limits, in shares listed on second-tier markels.
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Section 5. - Menetary policy

5.1. - THE TRANSFORMATION OF MONETARY POLICY IN ITALY

The high and variable rate of inflation in the seventies and early
eighties and the large public sector borrowing requirement that persists
even today inevitably feature prominently among the forces that have
shaped the trends of Ttalian monetary policy in recent years. Inflation in
Italy was fuelled by the two unexpected and massive increases in the
price of oil, which exacerbated an already precarious situation caused,
in 1973 at any rate, by excessive demand, rising labour costs and
budgetary policies geared more towards expanding public services than
to covering their cost.

Hence for a large part of the seventies monetary policy was
reinforced by exchange controls and direct credit restrictions in an
attempt to accommodate the disequilibria, bearing in mind the need to
avoid a loss in Ttaly’s share of export trade. This resulted in an exchange
rate policy aimed at offsetting inflation differentials vis-d-vis Italy’s
competitors, Membership of the EMS, better control of unit labour
costs, the decline in oil prices and a revival of entrepreneurship have
made it possible to bring inflation down to a level not seen since the end
of the sixties. “Divorcing” the central bank from the Treasury has made
control of the money supply easier and the insistence on positive real
interest rates from 1982-83 onwards has helped produce and defend the
results obtained in the fight against inflation. These developments have
led to a switch in monetary policy from direct to indirect control, a
reduction in the constraints on banks and businesses, particularly the
latter, and exchange rate management more directed towards creating
the conditions that would improve productive efficiency.

Further changes will follow in the near future, induced by financial
innovation and capital mobility. The effects these two far-reaching
phenomena will have can be assessed only partly on the basis of
experience in other major industrial countries because of the
peculiarities of the Italian financial system. Financial innovation relates
not only to instruments but also to types of intermediary and entire
markets in which dealing is becoming continuous and where demarca-
tion lines are being blurred; increasing complexity is making for greater
interpendence between operators and between markets and increasing
the number of channels through which external influences are transmit-
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ted. Monetary policy must adapt, advancing steadily from control of the
intermediaries that create money towards control of the market, from
control of monetary and credit aggregates towards control of interest
rates. The liberalization of capital flows will necessarily cause greater
sensitivity to interest rate differentials and expectations regarding the
exchange rates of various currencies; it follows that greater international
capital mobility places an additional constraint on the conduct of an
independent monetary policy and, at the same time, that the exchange
rate becomes an instrument for transmitting monetary policy effects,
alongside interest rates.

5.1.1. - The present “modus operandi”

At present, Italian monetary policy is still partly insulated from
conditions in international markets by the remaining restrictions on
capital outflows; however, the exchange rate is a variable to which the
monetary authorities are paying great attention owing to the repercus-
sions it has on a country such as ours, which is heavily dependent on
international trade and where the main real and financial variables are
still highly indexed. It follows that domestic interest rates are con-
ditioned by rates in international markets, given the persistence of a
balance-of-payments constraint that was eased only temporarily by the
fall in oil prices.

In view of the constraints imposed by the management of the
public debt and the financing of the state sector borrowing require-
ment, [talian monetary policy has hinged largely on controlling monet-
ary aggregates, and especially on indirect control of intermediation by
the banking system; interest rates are emetging as the basic indicator
and channel for the transmission of monetary policy.

Monetary policy measures continue to concentrate mainly on the
traditional credit intermediaries, despite the fact that the structural
changes in financial intermediation since the beginning of the eighties
have involved a steady erosion of the role of the banks, the development
of new intermediaries offering banking-related services, the overlap
between institutions operating in the short- and medium-term markets,
the more recent rediscovery of the stock exchange as a source of
finance, particularly for large enterprises, and the emergence of new
institutions such as investment funds.
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At present, the logic underlying monetary policy can be sum-
marized as follows. The Bank of Italy is determined to keep the rate of
growth in the M2 money supply and in total credit to the non-state
sector in line with the trends approved each year by the Interministerial
Committee for Economic Planning by regulating the monetary base and
the banks’ free reserves, the latter being particulatly important from an
operational point of view.

Tt is worth stressing that the process for determining the money
stock is not controlled mechanically by the monetary authorities, except
in simplistic models based on the deposit, credit and money multipliers.
The public’s desired ratio of cash to deposits and the banks’ desired
ratio of reserves to deposits interact to determine the actual stock of
money. Both ratios depend on the level of short-term interest rates.

The money creation mechanism cannot be considered without
reference to the process that determines the equilibrium of the overall
financial portfolio if one bears in mind that the structure of real and
nominal interest rates on the whole range of financial assets must be
examined. Financial innovation has made it more difficult to predict
this equilibrium and has forced the monetary authorities to set a target
range for money supply growth for the past two years, rather than a
single target figure.

In the context prevailing in Italy, the interest rate on Treasury bills
has gradually become the “pivot” rate for controlling the growth in
bank lending. When the Treasury bill rate rises — or rather, when the
differential between Treasury bill yields and deposit rates widens —
bank lending slows down. Raising lending rates restores equilibrium
between the supply of and demand for bank loans by curbing demand.

Within this framework, monetary financing of the Treasury, which
is the central bank’s main means of intervening in the domestic marlet,
cannot exceed the growth in total monetary base consistent with the
planned expansion in money flows, bearing in mind nevertheless that
there is only limited scope for offsetting opposing movements in the
domestic and external components of monetary base.

It must also be stressed that there is a close link between
credit-granting and the economy’s demand for financial assets and
hence between credit and the level and structute of interest rates that
ensures simultaneous equilibrium in the credit, money and securities
markets. The change in domestic financial assets is equal to the sum of:

4) the change in the economy’s domestic indebtedness;
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b) the state sector’s domestic borrowing requirement (together,
these two constitute total domestic credit); and

¢) the overall surplus or deficit on the balance of payments.

In Ttaly too, the relationship between intermediate and final
monetary objectives has been profoundly influenced by the transforma-
tion that has occurred in the financial sector. Innovation has greatly
affected the credit market, which is no longer virtually the only source
of finance for the corporate sector; it has had an even stronger effect on
the demand for money. The new types of financial asset have trans-
formed the funtion of money as a store of value.

Furthermore, innovations in monetary policy instruments have
been significant, making it possible to control the monetary aggregates
more effectively. They can be seen as seeking to obtain better control
over monetary base and reducing the average value and volatility of the
money multiplier.

5.1.2. - From direct to indivect control of credit

It is worth recalling briefly the series of measures whereby the
change in monetary policy was gradually accomplished:

a) the “divorce” between the Treasury and the Bank of Ttaly in
June 1981, which provided the essential instrument for controlling
monetary base by removing the obligation on the central bank to
underwrite Treasury bills not taken up by the public at auction;

b) the measures of December 1982 raising the compulsory
reserve ratio on deposits and applying the same rules to “atypical”
fund-raising operations, such as securities repurchase agreements with
customers, thereby creating a closer correlation between the trend in
the money supply and the behaviour of bank reserves and making the
requirement fall more equally on the various types of credit institution,

b1) the substantial reduction in the securities portfolio con-
straint enacted at the same time;

¢) the abolition of the ceiling on bank lending in June 1983
(followed by six months’ monitoring of lending behaviour), save for the
temporary reinttoduction of the ceiling in the first half of 1986.
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By eliminating controls on banks’ assets (measures &1 and ¢) but
giving the Bank of Ttaly a substantial degree of control over the creation
and use of monetary base (measures ¢ and ¢ respectively), so that the
behaviour of the monetary aggregates became more predictable, these
measures paved the way for the switch from direct to indirect credit
control.

Technically, the “divorce” means that the Bank of Ttaly limits its
demand for Treasury bills at auction to the amount consistent with the
target for the growth in total monetary base. It is obvious, however, that
if the Treasury’s requirements are not met at auction it can always
obtain funds by drawing on its overdraft facility, thereby creating
monetary base. Hence it is clear that the Treasury has been given the
main responsibility for setting the floor prices of government securities
at auction and that the prices set are bound to reflect market conditions

prevailing at that time. On the other hand, by using securities repur- '

chase agreements the Bank of Italy can smooth out excesses and
shortages of liquidity at interest rates that are the “true market rates”, in
these operations at least, and thus give the Treasury a guide to the
plausible equilibrium level of floor rates for future auctions,

Competitive securities repurchase operations are one of the most
important innovations in the Bank of Italy’s armoury of instruments. As
well as serving to mop up excess liquidity, they meet the need to finance
the system, particularly when monthly returns show a high liquidity
requirement on the part of the banks owing either to the system for
meeting the reserve requirements or to the approach of particular
deadlines. Securities repurchase agreements have sometimes been used
to “prime” the system for auctions of government securities, thereby
temporarily financing demand for such paper. In short, the correlation
between bank liquidity and the public sector borrowing requirement
has become less close.

The banks’ gross free reserves have become less volatile; they have
contracted in relation to the volume of deposits, thus reducing excess
balances, in other words the part of their reserves that could provide the
basis for an undesirable creation of deposits. The reduction in excess
balances has therefore made bank liquidity less responsive to changes in
interest rates, a factor that has helped stabilize the multiplier; the
standard deviation of the deposit multiplier from its annual average
value declined substantially in 1984 and 1985. Against this background,
interest rates should theoretically have fluctuated more widely, since
they depended more closely than in the past on the behaviour of the
Treasury borrowing requirement.
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5.1.3. - Floating interest rates and monetary policy

The impact of monetary policy has been strongly influenced by the
more widespread use of floating interest rates on a large proportion of
tinancial assets. Floating rates enable borrowers to avoid being locked
into heavy debt servicing commitments if interest rates decline, For that
reason, raising the cost of money would appear to be a less effective
means of discouraging spending than in the past.

On the other hand, if the objective of monetary policy is to counter
speculative foreign operations and the stockpiling of imported goods,
over the very short term raising the cost of money is more effective if
interest rates are floating, They mop up more liquidity and primarily hit
speculative demand for credit without harming investment, since
borrowers are not locked in.

In the short-to-medium term, the effects of monetary policy on
aggregate demand are less clear than with fixed interest rates; neverthe-
less, if an increase in nominal rates is matched by a corresponding
increase in real rates, monetary policy will have a restrictive effect on
investment if borrowers expect a prolonged period of higher short-term
rates, even if they are not locked in to high long-term interest rates.
Moreover, in such a situation all those debtors whose debt servicing
burden is close to the tolerable limit face the risk of bankruptcy; the
tragility of the system therefore increases.

The existence of a large amount of long-term public debt at
floating rates, as in Italy, gives rise to further problems and constraints
for monetary policy. The difficulties are exacerbated by the fact that a
restrictive monetary policy tends to inflate the budget deficit, partly for
endogenous reasons but chiefly because a rise in the cost of money
increases the burden of servicing the public debt; since the amount of
outstanding debt at floating rates is high, the budget deficit is highly
sensitive to variations in interest rates on government securities. In the
shorther run, the state sector appropriates a larger proportion of the

credit available and consumer demand tends to expand at the expense
of investment.
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5.1.4. - The limitations on monetary policy

In practice, the limitations on monetary policy that have emerged
are the following: '

a) interest rates are not allowed to fluctuate freely, except those
at very short term. The reasons lie in the need to avoid destabilizing the
financial markets and, with the ratio of public debt to GDP (old series)
around 100 per cent in 1986, to prevent rises in interest rates from

excessively increasing the burden of the public debt, a large part of -

which is at floating rates. To prevent interest rates fluctuating too
widely, the monetary aggregates have in some cases been allowed to
diverge at least temporarily from the target value. On the other hand,
restrictions on the free movement of capital and “management” of the
limits on banks’ borrowing abroad can only partly insulate domestic
interest rates from developments in international markets; this further
limits the freedom of monetary policy;

b) in any case, the existence of a substantial volume of public
debt instruments in circulation not only obliges the central bank to keep
real interest rates high but also implies a high substitutability between
loans and securities in the banks’ balance sheets. This encourages the
formation of a cushion of liquid assets which partly absorb and thus
delay the impact of monetary policy measuses on lending to the private
sector;

¢) further limitations on the pursuit of a-monetary policy based
primarily on the indirect control of lending by traditional intermediaries
have been emerging of late. We refer to the effects of financial
innovation, a process that is altering certain fundamental elements of
the operational framework of monetary policy: the definition of money,
the process of money supply creation, the demand for money and the
monetary policy transmission mechanism. '

5.15. - Changes tn the monetary aggregates and the growing role of the
market '

The process we are examining here poses tricky problems for
monetary control. Financial innovation makes it more difficult to define
the monetary aggregates, because the range of financial instruments is
gradually widening, their yields are in line with those prevailing in the
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market and they are highly liquid. The dominant feature of financial

innovation seems to lie in the growing fungibility of financial instru-
ments and the consequent difficulty in drawing demarcation lines. In
the institutional setting that exists in ltaly, the introduction of Treasury
bills and Treasury credit certificates at floating interest rates was
followed by strong growth in certificates of deposit (CDs), which
prompted the Bank of ltaly to redefine the monetary aggregate used for
control purposes by deducting CDs from M2 to obtain M2A.

In the foreseeable future, the introduction of new instruments that
are close substitutes for traditional ones may put upward pressure on
both the broad definition of the money supply and the effective
monetary multiplier, calculated by reference 10 a monetary aggregate
that is wider and more responsive to the new mix of financial
instruments. This effect is magnified when substitution is towards new
instruments that are not subject to reserve requirements.

Financial intermediaries’ ability to create “broad” money can
therefore be expected to increase, as will the volatility of “extended”
money multiplier; this ability has been shown to be correlated directly
to the restrictiveness of monetary policy. Furthermore, insofar as
interest rates on banks’ liabilities tend to respond more strongly to
fluctuations in market yields, money supply creation might become less
sensitive to interest rate levels, The elasticity of bank deposits to interest
rate differentials vis-4-vis close substitutes would obviously rise.

This requires greater flexibility on the part of the central bank in
setting targets for credit aggregates, a need that was met by the
introduction of a “target range” for the growth in lending to the
non-state sector in 1987 rather than a single target figure.

Similarly, liberalization is a form of innovation capable of modify-
ing the channels through which monetary policy operates and its very
“modus operandi”. In a context of high capital mobility, the exchange
rate effects of changes in monetary policy may be all the stronger the
more efficient are the financial markets and the slower the reactions of
productive sectors of the economy. A highly discretionary monetary
policy may therefore be destabilizing and, vice versa, strong external
shocks call for a monetary policy response which, in the absence of
controls on capital movements or exchange controls in general, cannot
but be centred on interest rates or, better, on the structure of rates.

Since Italy is a party to the EMS exchange rate agreement, the
liberalization of capital movements should be regarded as a further
constraint on the conduct of an independent monetary policy. The fact
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that the authorities have slightly greater freedom than their counterparts
in the leading country within the mechanism as regards monetary policy
is due solely to the lira’s wider band of fluctuation, a concession that
was really supposed to be temporary. '

The greater responsiveness of the exchange rate to monetary policy
measures as a result of capital mobility means that the direct impact of
monetary policy no longer falls on sectors that are traditionally suscepti-
ble to the cost and/or availability of credit, such as investrient and
housing, but on the import-export sector and the toutist trade. The
effect of interest rates on macroeconomic conditions is compounded by
the impact of the exchange rate on sectors that are most sensitive in this
regard. Moreover, there is a danger that, unless offset by domestic
monetary measures, a capital flow generated by exogenous factors will
become self-perpetuating and will produce exchange rates that are
unsustainable and inconsistent with the fundamentals.

5.2. - 'THE NEED FOR A SECONDARY MARKET FOR MONETARY POLICY
PURPOSES

The secondary market is increasingly becoming the key component
in the monetary policy transmission mechanism in all the more ad-
vanced countries. Tn Italy, the development of non-bank financial
intermediaries, the gradual emergence of competition among financial
institutions and an increase in the efficiency of the money and capital
markets have begun to shift the centre of gravity of the financial sector
from the banks to the market. ‘

Accordingly, the monetary authorities are obliged to extend the
scope of their measures to cover not just the banks but the wider credit
market and especially the financial market in order to achieve their
objectives, The existence of a large volume of public debt held in many
different forms and spread among all categories of investor would tend
to give the secondary market a greater role, because by acting in that
market the central bank would be able to exercise control over all
operators, including non-financial ones, and over the entire range of
inierest rates,

If one examines the main instruments of official intervention, it will
be seen that changes in discount rate serve mainly to signal changes in
monetary policy or in general economic conditions, while changes in the
compulsory reserve ratio are designed to modify the behaviour of the
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banking system via their effect on the deposit multiplier; neither enables
the authorities to control other operators and market segments where
the banks do not operate, except in a way that is too indirect. By
contrast, open market operations influence the entire range of interest
rates simultaneously (and with greater flexibility and precision), signal
changes in monetary policy swiftly (since an efficient market is the best
means of communication), help achieve the objectives by means of
immediate and symmetrical action and produce results in all sectors of
the economy gradually but mote rapidly.

5.2.1. - The lack of specialized intermediaries

It is only in the secondary market that the complete readjustment
of the structure of financial portfolios can take place and that excess
demand for or supply of the various financial assets and liabilities can
emerge, causing changes in price and yield. In a developed and efficient
financial environment, the distinction between the primary and sec-
ondary markets is more an analytical necessity than an empirical reality,
as shown by the operation of the Euro-market, one of the best examples
of efficiency and transparency. In a market that is far from perfect, as in
the case of ltaly, the separation is much more clear-cut.

The lack of specialized intermediaries prepared to make a market is
the underlying cause of this weakness in our financial structure;

~ although the range is not wide, the volume of government securities on

the market is large and sufficiently deep to justify the multitude of
specialized operators that an active secondary market would generate.
Although beginning to emerge in some areas, they are still not
sufficiently numerous to form a market able to allocate financial
resources efficiently. In particular, non-bank operators are not strong
enough to take significant positions of their own, since there is no true
money market in which to raise short-term funds, nor do they have
direct access to the central bank, although like the banks they can
already take advantage of deferred payment terms for the purchase of
government securities.

Transactions in securities at all maturities thus remain largely the
domain of bank treasury departments, which are subject to the constant
ebb and flow of liquid funds. The Bank of Italy seeks to smooth out
these imbalances directly by intervening, in some cases bilaterally, and
thus by maintaining a very close direct relationship with banks individu-
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ally. The lack of variety in market participants, almost all of whom are
bank treasurers, makes market behaviour too uniform, so that the
central bank is obliged to intervene to create the necessary
counterparties.

In this situation, the Committee recommends encouraging the de-
velopment of specialized intermediaries; to that end, it recognises the
desirability both of adwmitting them to membership of the clearing house in
order to avord settlements in cash and of allowing them to obtain finance at
the central bank.

A greater role by other investors, such as enterprises that have
learnt to manage their treasury actively, and the arrival in Italy of
intermediaries with long experience in other markets, particularly if
they were encouraged in an appropriate way, might help plug this gap in
our financial system; example, emulation and competition will be the
best catalysts.

Apart from the need to encourage the emergence of new
specialized intermediaries, it is also necessary to remove the distortions
that reduce the competitiveness of existing institutions. The effects of
the tax in lieu of registration and stamp duties (“imposta sostitutiva’)
are particularly important in this connection. As a result of the general
shortening of maturities, the rate applied to medium- and long-term
loans (2 per cent) and to those of any maturity in particular sectors (0.75
per cent) appear especially onerous. The tax has virtually ceased to serve
its original purpose, becoming instead a veritable levy on borrowed
capital.

The Committee considers that the distortions currently produced by
this tax on loans could be attenuated by comverting it from a one-off
flat-rate payment on the capital dishursed or committed for each loan into
an annual proportional tax on the year-end balance of loans disbursed.

This would essentially be a return to the tax treatment that existed
earlier with the yeatly “subscription” tax of Law 1228/1962 and result
in the tax being related to the maturity of lending operations.

Alternatively, it would be possible to leave the duty essentially
unchanged but to levy it at different rates, depending whether loans
were secured or not, applying the present rate (2 per cent) only to loans
so guaranteed and reducing it to a quarter for unsecured credit.

5.22. - The insufficient variety of financial instrumenis

Just as a plurality of operators fosters the working of the secondary
market, so a multiplicity of financial instruments helps it develop and
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contributes to its stability. A wide range of instruments opens the
market to a greater number of investors by catering for their preferences
and, at the same tire, increases the financial portfolio of individual
investors by offering a variety of assets with lower risk-yield covariance
coefficients.

Financial innovation contributes to the rise in the number and

quality of both intermediaries and instruments in the market, in a way
not unlike that which occuts in the productive sector. At the same time,
innovation permits market renewal and erodes monopoly positions;
hence the need to allow ample scope for the introduction of new
instruments, techniques and operators.

Government securities with remuneration based for the most part
on a single interest rate — that on Treasury bills — have certainly not
encouraged the development of a full-fledged secondary market. Treas-
ury credie certificates were the means of financing a rapidly rising
Treasury borrowing requirement at a time of high and volatile inflation
by transferring the interest rate risk from the investor. to the issuer; they
have been widely held even by final investors, including small savers,
even though their specific and novel liquidity characteristics make them
more sujtable investments for the treasury departments of banks and
enterprises.

An optimum portfolio should contain financial instruments with
three basic maturities, which are essentially those offered by money
market paper {Treasury bills), medium-term fixed rate securities (Treas-
ury bonds) and long-term securities, which are lacking at present.

With regard to these three basic instruments, the Cormittee is of the
opinion that ample scope must be provided for innovation in order to
satisfy the diverse preferences of both tnvestors and borrowers. At the same
time, the Committee considers that the central bank should bave a wide
range of securities at its disposal in order actively to manage the
term-structure of intevest vates and that the Treasury, for its part, should
seek to foster a greater variety of instruments in order to satisfy differing
demands, including that of the central bank.

5.2.3. - Interaction between the primary and secondary markets

With a huge primary market in government securities but a shallow
secondary market, it would seem advisable to use every expedient
offered by the one to develop the other.
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Although experience to date with competitive bid auctions (for
three- and six-month Treasury bills) and uniform price auctions (for
twelve-month Treasury bills) has not been particularly encouraging
from this point of view, the use of competitive bidding should
encourage the emergence and growth of specialized intermediaries
prepared to take up a large slice of an issue, or the entire amount, in
order to retail it to final investors. Such intermediaries in turn have an
interest in creating a broad secondary market in order to be certain that
they can liquidate their positions. Market making in the secondary
market would thus be the consequence of a highly competitive
approach in the issue market. More efficient issue procedures in the
primary market might foster the emergence of specialized dealers, who
would in turn stimulate competition in the issue market to procure
securities with which to trade. Obtaining a certain type of secutity,
possibly on an exclusive basis, would place them in a position of
advantage.

The Committee considers that this method, which would be dzﬁ‘tmk
to use for to-day’s extremely large issues of traditional government
securities, would produce good resulls for the launching of new public debt

instraments, which need a lead manager who will do bis utmost to ensure.

the success of the operation.

A money market in which intermediaries can finance their posi-
tions quickly and flexibly is needed to make this new technique work
well. Moreover, the market must show interest rate movements at all
maturities so that intermediaries can perform their role as arbitrageurs.
Excessively rigid control of daily fluctuations in interest rates would not
encourage the activities of specialized intermediaries in this sector.

5.2.4. - Securities repurchase agreements and outright securities transac-
tons

Open market operations make it possible to control the quantity of
monetary base in the economy and the banks’ liquidity, influence the
ratio of securities to money determined by the market, modify the level
of -interest rates and influence the term-structure on a continuous,
day-to-day basis. It is only in the secondary market that the central bank
can achieve these objectives simultaneously with a single instrument by
pursuing an active policy in a direct, diffuse and flexible way. It also
enables the central bank to regulate more precisely the timing, extent
and maturity distribution of its actions to control liquidity and, if need
be, to keep its intervention secret.
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As a rule, the Bank of Italy uses two instruments to exercise direct
control over monetary base: fixed term advances and securities re-
purchase agreements. Qutright open market purchases or sales of
securities on the secondary market are almost non-existent, partly owing
to the massive new issues of Treasury securities each week on the
primary market.

The problem the monetary authorities must confront daily is that
of controlling liquidity subject to sharp fluctuations due to the lack of
synchronism between government expenditure and the issue of se-
curities by the Treasury to cover the borrowing requirement. The
central bank reacts to these fluctuations, which by their very nature arc
reversed in less than a month, by selling securities under repurchase
agreements with maturities that match the settlement dates of Treasury
issues and other commitments of the banking system or by making
temporary purchases of securities to coincide with these settlement
dates. Although in legal terms they entail concluding a formal forward
transaction subject to stamp duty, securities repurchase agreements
should be regarded as operations with a set repayment date to loan or
mop up liquidity, rather than as open market operations. The Bank of
Italy offers or seeks at auction funds (monetary base) for periods usually
not exceeding three weeks, not particular securities selected according
to maturity or other characteristics; for their part, operators pledge as
security the paper they have in their portfolios at that time, safe in the
knowledge that they will regain possession at maturity. The central bank
cannot modify the interest rate structure by this means nor can it
directly influence market expectations; securities repurchase agree-
ments do not differ in substance from fixed term advances, except that
the rate of interest is set by the market in the case of the former but by
the authorities in that of the latter.

Securities repurchase agreements are offered to the banking system
as a whole using the competitive tender method and without a floor
price, This method of placement gives the interest rates at which they
are concluded the flexibility needed for effective control of liquidity on
a daily basis. Other countries are also making growing use of temporary
market operations owing to the convenience of being able to effect spot
operations together with transactions in the opposite direction that are
known to be needed at a later date.

Greater recourse to outright open market operations is desirable,
however, as part of a more flexible use of the instruments at the disposal
of the central bank. This will be made easier in the foreseeable future by
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the presence of new specialized financial operators in the government
securities market in addition to banking intermediaries.

The dispatities that might develop between secondary market
yields and new issue yields is an obstacle to more frequent use of
outright operations. Secondary market yields must necessarily be
flexible to ensure complete control of bank liquidity, whereas new issue
yields are more rigid. Any vield differentials that might emerge in
relation to open market operations over the maturity spectrum might, in
present circumstances, have adverse repercussions on the placement of
new issues.

Accordingly, the Committee considers that more flexible central bank
recourse to outright open market operations would belp stimulate the
development of the secondary market in government securities, peswmit 4
policy on the structure of interest rates to be pursued, as far as that is
posstble, and improve the management of the banking systent’s liguidity.

5.3 - FURTHER PROPOSALS FOR MONETARY POLICY

The analysis of developments in the monetary and credit system
and of changes that may occur in the implementation of monetary policy
led the Committee to make a number of proposals aimed at improving
the controllability of the aggregates in the present transitional phase and
raising the efficiency of the credit markets and, #pso facto, the effective-
ness of monetary policy based on indirect control.

5.3.1. - Changes in reserve requirements

Consideration of the effectiveness of reserve requirements as an
instrument of control cannot be separated from examination of the costs
they entail for bank fund-raising, which is subject not only to explicit
taxation at a much higher rate than other financial instruments but also
to an implicit tax due to the compulsory reserve. This has decreased
substantially as a result of the fall in market interest rates, given that
reserves in respect of deposits bear interest at 5.50 per cent, but it stil]
amounts to around one percentage point of interest.

The Committee is of the opinion that in the near future consideration
should be given to further reducing these costs and narrowing the
differences in the treatment of different types of intermediary, while
nevertheless taking account of their position in the process of monetary
creation. .
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On the other hand, the effectiveness of reserve requirements as a
means of controlling monetary and credit developments can be en-

hanced by:

a) shortening the lag in the adjustment of reserves inherent in
the practice of crediting interest on bank deposits once a year;

b) using monthly averages instead of month-end data for fulfill-
ing the requirement.

With regard to the latter point, the use of monthly averages would
reduce both evasion and the problems arising from chance factors, The
Committee is aware that the new prudential supervisory arrangements
require the reporting of average data on deposits, but these will not
come into effect until 1988. It is also obvious that the changeover to
average data as the basis for calculating compulsory reserves will require

sufficiently long statistical series, especially in order to quantify seasonal

factors, which must be known in order to be able to set monetary targets
on a monthly basis. '

The first point therefore holds greater interest in the immediate
future, The substantial lag between an expansion in banking intermedi-
ation and the deposit of the corresponding compulsory reserves reduces
the monetary authorities’ ability to exercise control, since incteases in
compulsory reserves are predetermined in the short run,

Apart from the interval between the date of deposit returns and
that stipulated for topping up reserves (15 days in the case of banks and
25 in that of savings banks), which advances in data processing and data
transmission have now made it possible to shorten, the real problem in
Italy is caused by the practice of crediting interest on deposit accounts
only once a year. The growth in deposit in December is how on a par
with the expansion that occurs in the rest of the year; the full adjustment
of compulsory reserves to the expansion in customer deposits is
therefore lagged by an average of six months.

In the Committee’s view, crediting mterest move frequently —
quarterly, say — would improve the effectiveness of monetary control. It
would also help increase the stability of the securities market, which is
often turbulent at the beginning of the year, when intervest credited to
accounts in December s reinvested.

The higher costs to the banking system resulting from crediting
interest on eligible deposits quarterly could be offset by making a
corresponding reduction in the average reserve ratio and possibly
standardizing the rates on the increments of deposits, which are
differentiated at present.
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Finally, the Committee felt it would be advisable to abolish the
exemption of rural and artisans’ banks from reserve requirements when the
scale and nature of their operations are similar to those of other banks.

5.3.2. - Certificates of deposit

There are positive aspects to the spread of certificates of deposit as
a means for households and enterprises to hold liquid assets. The banks
can plan their fund-raising more rationally, which among other things
enables them more effectively to meet competition from other ways of
investing short-term funds and to achieve greater stability of their
deposit base. For their part, the monetary authorities can count on bank
interest rates, and especially lending rates, being more responsive than
rates set directly through monetary base policy. These were the primary
reasons for the measures taken at the end of 1982 to encourage the issue
of certificates of deposit, the main provision of which permitted a
higher rate of interest to be paid on compulsory reserves in respect of
CDs.

As from 1 November 1986 the monetary authorities amended the
regulations governing CDs in order to make them better able to meet

" the needs of banks’ customers, in particular by extending the higher rate
of interest on reserves to three- and six-month certificates of 100 million

“lire or more. They also indicated the roles that the various types of
intermediary could play in the secondary market in order to foster the
development of these instruments.

In the view of the Committee, this is a fundamental point: the
creation of an efficient secondary market in certificates of deposit should be
a joint undertaking that should benefit both the banks and the monetary
authorities, :

A turther development of the CID market might be envisaged. At
the European level, the time has now come for the ECU to be accorded
the status of a currency in all the countries belonging to the EMS. In
order to strengthen the Furopean currency, consideration might be
given to establishing greater contact between the private and official
ECUs, to developing the ECU as a medium of exchange and as a unit
for expressing contracts and transactions, in short to consolidating and
broadening its “habitat”,

In the context of the gradual liberalization of capital movements in
Italy, the Committee considers it would be interesting to examine
istruments that can prevent or at least contain speculative movements of
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funds associated with expectations of changes in central exchange rates.
Certificates of deposit the proceeds of which are used by the banks to grant
loans in ECUs would represent a substitute for foreign currency securities
in the portfolios of households and enterprises.

In addition, the use of the ECU would be a valuable exercise for
banks and businesses alike in preparation for the internationalization of
the unit by expanding its domain beyond that of the larger banks.

The introduction of a requirement for banks to absorb monetary
base in lire would ensure that the creation of CDs in ECUs would not
diminish control over the money supply and domestic credit. Since
borrowers would in effect have a choice between ECU debt via the
“international” banking system and the same via the domestic channels
outlined here, the cost of “domestic” credit should not exceed that of
international loans. Moreover, giving residents the possibility of holding
short-term assets tied to the ECU could bring about some reduction in
domestic deposit rates. The security would be denominated in ECUs,
but actual payment would be made in ECUs only when exchange
controls permitted.

5.3.3. - Introduction of bank commission on credit lines

The ratio of bank credit actually disbursed to that granted has
declined markedly over the last decade. The trend was interrupted in
the years when the ceiling on lending was at its most stringent —
primarily in 1980 and 1981 — but it resumed at an even faster pace after
abolition. Over the last ten years as a whole the ratio has fallen from 70
to around 50 per cent.

The current practice of the ltalian banking system has encouraged
customers to obtain credit lines in excess of their immediate needs.
Holding several partly or completely unused credit lines entails no cost
for the recipient, but allows him at the appropriate time to draw on the
facility which offers the best conditions or quickly to reduce his
borrowing from banks that have raised their rates more than the average
for the banking system. Of course, in principle the bank can counteract
this tendency, but in practice it is difficult for it to do so in times of keen
competition (such as that which followed the removal of the lending
ceiling), particularly where prime customers are involved.
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The greater flexibility that major enterprises have acquired in
liability management contributes to company efficiency, but it entails
costs that fall outside the productive sector. First, it exposes the
individual bank to a funding risk if the credit utilization rate of very
large customers increases suddenly, an effect similar to that caused by
the development of guarantee commitments. Secondly, it obliges the

banking system as a whole to maintain precautionary liquid reserves that

are not justified by the volume of credit actually disbursed. Above all, at
times of particular cyclical tightness it may compromise control of the
credit aggregates by the monetary authorities.

For these reasons, the Committee views measures to limit unutilized
credit margins favourably. The simplest and most divect means available to
the banks to curb low credit utilization is to charge commission on the
credit line, either i addition to the existing commission on the maxinum
drawing, as i France, ot in place of it. To be effective, however, the
commission would have to be introduced by all banks simultaneously.

It will be recalled that the Bank of Italy has carried out a similar
reform in its relations with the banks; in May 1985 it introduced a
commission on its overdraft facilities, for reasons not dissimilar to those
indicated above.

5.3.4. - Interbank markets

Viable and efficient interbank markets are a central element in the
banks’ integrated management of their assets and liabilities. In particu-
lar, they are essential for liability management, which is a fundamental
characteristic of financial innovation, internationalizarion of markets
and intensification of competition. The importance of interbank trans-
actions is rising, not only in the international market but also in
individual national markets. Ttaly is no exception in this regard,
although development of the market in terms of efficiency and speed of
response to changed liquidity conditions is relatively recent and con-
fined to the overnight market, the area most directly associated with
management of banks’ liquidity positions and of the payments system;
the trend could be further encouraged by greater flexibility in clearing
operations. ’

" The Committee considers that it is also necessary to expand the more
structural” segment of the interbank market, which matches the demand
Jor and supply of true finance between banks, by widening membership of
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the market and increasing market efficiency. Moreover, it could be an ideal
“babitat” for new financial instruments, in particular options and futures.

Taxation emerges as one of the main obstacles to expansion of this
market owing to the 25 per cent provisional withholding tax on interest
paid; it makes the banks creditors of the tax authorities for growing
amounts because of the debatable classification of such interest as
income from capital, whereas it may more properly be regarded as a
component of business income.

The Committee therefore considers that it would be appropriate to
reduce the rate of provisional withbolding tax or, if it were kept
unchanged, to base assessment on only a portion of the interest paid.

The shorter-term part of the market would then be made more
fluid by the adoption of predetermined criteria on the recording of
quotations and other aspects connected with the regulation of transac-
tions. It would also be an advantage to widen the range of maturities in
order to provide more flexibility in adjusting positions, On the other
hand, venturing beyond the very short term might involve the banks in
the risk of illiquidity, together with a degree of inflexibility.

For this reason, the Committee considers that interbank certificates of
deposit exempt from reserve requirements are appropriate instruments for
the banks to achieve more effective balance sheet control, |

In view of the overall size of the market, operational efficiency
would be enhanced by greater integration of treasury operations in
domestic and foreign currency within individual banks. ‘

In the opinion of the Committee, this development would be made
easter by greater liberalization of the rules governing the banks’ forward
Joreign exchange operations.

5.35. - The Treasury’s overdraft facility and auctions of securities

The provision linking the overdraft [imit on the Treasury’s current
account with the Bank of Italy to the volume of approved budget
expenditure for the year has hampered control of the monetary and
credit aggregates. It has caused both the Treasury’s botrowing ability
and its debt to rise by an average of more than 25 per cent a year over
the past decade.

If the rate of growth in government expenditure systematically and
significantly exceeds the growth in GDP, keeping the expansion in the
money supply in line with GDP growth requires a steadily rising
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compulsory reserve ratio if the balance-of-payments position is to
remain unchanged. Moreover, this distorts and unbalances the reserve
requirement instrument, since it tends to increase the constraints on the
banks’ operations and to raise their costs.

This enhances the validity of the approach for the adjustment of
the public finances that seeks to bring the rate of growth in expenditure
below that in gross domestic product, at least for a period of several
years.

In situations in which government expenditure persistently grows
faster than GDP, the Committee believes it would be desirable to review
the overdraft mechanism in order to give greater comtrol over mioney
creation. In that context, consideration could be given to setting a ceiling
on borrowing under the overdraft facility as a percentage of the cash deficit
on the government budget approved by Parliament.

Management of money and credit aimed at restoring and subse-
quently maintaining stability requires that the government raise its
finance in the market in the first instance. Considerable progress
towards satisfying that requirement has been made, particularly when
the underwriting of securities at issue by the central bank became
discretionary at the end of 1981. In 1982 net purchases of government
securities by operators in the primary market amounted to 42 per cent
of total net issues. In 1986 the proportion was 89 per cent. The role of
Bank of Italy intervention in the primary market decreased accordingly.

The Committee constders that the process should be reinforced; the
need to strengthen the secondary market suggests that it would be
appropriate for the central bank gradually to transfer its monetary policy
interventions to that market. .

This would constitute a concrete affirmation of the principle of
separation between control of the monetary base and management of
the public debt, which implies, at a more general level, the co-
ordination of monetary and fiscal policies. '

For this to occur, however, it is obvious that the question of the
placement of securities in the primary market must be resolved. A
reduction in the borrowing requirement and a lengthening of the
maturity of the public debt are prerequisites in this regard.

With a view to gradually reducing the borrowing requirement, the
Committee considers that steps should be taken to move towards a primary
market able to absorb issues of securities without the direct support of the
central bank. To that end, the auction mechanisms should be reviewed and
gradually strengthened in line with the development of specialized
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financial intermediaries. In the case of Treasury bills, it would be advisable
to restore an adequate margin between the auction floor price and curvent
prices. Moreover, it appears to be desirable to reintroduce or to introduce
the auction method for medium- and long-term securities as well, including
those linked to the cost of living index.

Increasing recourse to the auction method of allocating securities
could usefully be supplemented by “tap” issues of long-dated securities
aimed specifically at non-specialized investors, especially households. In
this case, the overall volume would be adjusted by varying the amount
offered at auction on the basis of careful monthly planning of borrowing
requirements.
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Seciion 6. - Public debt policy

6.1. - FINANCIAL WEALTH AND THE DEMAND FOR GOVERNMENT SECURITTES

Recapping what was said in Section 2, wealth and saving are
determined fundamentally by disposable income, net of cyclical and
random movements; they are also influenced by the rate of growth in
economic activity and productivity, the age structure of the population,
the length of the working life and interest rates. These variables also
affect the desired ratio of wealth to income. There is therefore no reason
to believe that the desired level of wealth or the desired ratio of wealth
to income for the individual and for the national economy in aggregate
depend on the level of public debt or the ratio of the latter to GDP.

Available information on a number of economies confirms that the
assets held in the form of national debt instruments is not correlated to
investors’ total wealth. In particular, the ratio of national debt to
aggregate wealth varies a good deal from one economy to another and
from one period to another within any one economy. By contrast, the
ratio of wealth to disposable income or gross domestic product appears
to be stable, apart from cyclical fluctuations.

Since ceteris paribus the growth in disposable income determines
the increase in wealth, the latter and portfolio choices combine to
determine the potential uptake of public debt instruments by residents.
If and when the amount of public debt outstanding exceeds - that
potential, one or other of the two processes of financial instability
described in Section 2 restore the wealth/income equilibrium desired by
investors. We repeat that an analysis of the likely behaviour of the
demand for government securities and for financial assets in general in
the years to come is valid only on condition that the adjustment in
public finances does in fact materialize.

6.2. - THE CHARACTERISTICS OF PUBLIC DEBT INSTRUMENTS

In order to define and describe the demand for government

securities, it is worth recalling the characteristics of the relative risks
they bear. Since sovereign issuers normally enjoy unimpeachable cre-
dentials, the payment of interest or coupons and repayment of the
principal are certain, so that such assets entail no credit risk.
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The security is, however, subject to an interest rate or price risk;
the future market value may differ from that which the purchaser
expected at the time of subscription, expressed as an average of
probable future prices (over the subjectively held probability distribu-
tion of their outcomes). The disparity may be in the absolute level of the
disposal value and/or in the latter in relation to the price of alternative
financial assets. There is also a second risk, the real value risk in terms of
goods and services; the future purchasing power of the capital invested
in a security and that of the income it produces may differ from the real
values the purchaser expected at the time of subscription on the basis of
the average of probable future rates of inflation (over the subjectively
held probability distribution of future inflation rates).

Available empirical evidence for a number of currencies indicates
partial correlation only between the two above-mentioned risks at the
various maturities and between different currencies. For the purposes of
public debt policy, it is necessary for investors to be aware of this
relative independence. Experience shows that such a perception exists;
in particular, it should be considered that each of the two risks
generates a time schedule of investor expectations of the rate of interest
and the rate of inflation over any given future time span.

It follows that in principle different combinations of these risks
may be formed for each future maturity to define particular public debt
instruments. For example, the yield on each medium- or long-term
instrument may consist in part of a fixed coupon and in part of a rate of
interest that varies as a function of other rates, price indices or GDP
price deflators. Furthermore, the relationship between the fixed and
variable components of the coupon may change over time.

~ Up to now, we have not considered the liquidity risk that may
attach to medium- or long-term public debt instruments. To be more
accurate, in the case of such securities one should speak of a risk that
there will be no market (in other words, operators ready to meet
demand and supply in the volume sought by final investors in the
secondary market) and a risk of market weakness (that is to say, a
limited volume of buy and sell orders to intermediaries and brokers to
be executed at prices above and below current quotations).

It is appropriate to recall here that in the case of the stock matket
“strength” generally implies the following three characteristics:

a) depth, 7.e. the presence of orders for a wide range of prices;

b) breadth, 7.¢. a high volume of orders in relation to the volume
of securities in circulatioh and their coming from a cross-section of
investors;
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¢) resiliency, which is present if the market rapidly receives a
large volume of new orders as a result of unexpected changes in the
structure of prices.

Strength is closely related to the working of the secondary market (cf.
Section 3). ‘ ‘

As to the variety of securities it may suit the Treasury to offer in the
market in a given period, it seems possible to sketch only the broadest of
hypotheses describing the structure of demand from various types of
operator, for two main reasons.

First, with expectations of a slowdown in inflation and hence of a
fall in interest rates, floating rate securities will become less attractive to
final investors and less interesting to the issuer. For this reason too, it is
reasonable to suppose that in the near future the public debt will
comprise a growing proportion of fixed rate securities. It is worth
noting here that Treasuty credit certificates, the medium- and long-term
floating rate securities currently available, do not afford a significant
opportunity for diversifying away from Treasury bills; by definition, the
yields on these two kinds of security will always move in tandem. On the
other hand, it should be stressed that Treasury credit certificates are
certainly not perfect substitutes for Treasury bills on account of their
longer term and the delayed indexation mechanism. It is the broad
market for Treasury credit certificates that makes them sufficiently
liquid to compare favourably with short-term securities, particularly in
times of falling yields.

Secondly, since the demand for every type of government security
is generated by the portfolio cheice mechanism, it interacts with other
financial choices made in the economy. In that context, the growth in
the fixed income component of total public debt alters the substitution
and complementarity relationships between the various forms in which
financial wealth can be invested. Hence, it would be simplistic to
extrapolate developments in the near future from what took place
before 1973, a period when debt consisted predominantly of medium-
and long-term fixed rate securities. Available evidence indicates that
final investors now display much greater financial maturity than before
1973. Among other things, the greater sophistication of operators’
decisions interacts with the volume and frequency of financial transac-
tions, which have increased substantially since the sixties.

Market experience and practice will be essential to identify the
combinations of interest rate and putchasing power risks most attractive
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to the various types of operator for various maturities. However, the
factors to be borne in mind in offering government securities are:

a) the yield expected by subscribers from the various combina-
tions of risks inherent in the securities;

b} the elements that in principle combine to define the
“habitat” of various government securities.
8

6.3. - THE STATE SECTOR BORROWING REQUIREMENT AND THE STRATEGY
FOR MANAGING PUBLIC DEBT

The planned stabilization of government finances and the conse-
quent elimination of the deficit net of interest payments by 1989 will not
succeed in bringing the average 1987-8% borrowing requirement below
10 per cent of GDP.

At the same time, the amount of debt to be replaced annually can
be put at an average of around one quarter of GDP for these three years.
It follows that annual issues of government securities will rise to at least
35 per cent of GDP, far higher than in any other industrialized country.

Of necessity, monetary policy and debt management will be closely
interlinked both in the creation of monetary base and in determining the
level and structure of interest rates. _

In this context, the strategy for monetary policy and public debt
laid down in 1981-82 remains as valid as ever. Hence, the public debt
must continue to be managed in such a way that it does not constrain
the autonomy of monetary policy, and nominal interest rates (and, a
fortiori, real ones) on public debt instruments must remain at the level
needed to finance the borrowing requirement and achieve the monetary

policy objectives. It is essential that the deficit continue to be covered in
* the market and not in spite of the market; against the background of

financial innovations and steadily increasing liberalization of interna-
tional capital flows, macroeconomic and microeconomic management
that disregards the price mechanism becomes increasingly ineffective
and inefficient.

In other words, policies based on administrative controls and curbs
hamper the financial system in the allocation of wealth among the
various alternatives available, create pricing mechanisms for financial
instruments that do not cause markets to move towards equilibrium,
and build up imbalances that cause increasingly rapid circumvention of
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the administrative constraints, inducing the development of new instru-
ments and new contractual, accounting and dealing practices designed
to that end. Administrative controls and requirements are partly
responsible for the Ttalian financial system’s loss of competitiveness by
comparison with the rest of the world. In turn, this erosion of
competitiveness manifests itself in the survival of archaic dealing
practices which, among other things, obstruct the formation of a
secondary market.

6.4 - TREASURY AND OPERATOR PREFERENCES IN ISSUING SECURITIES

Traditionally, liquidity corstraints and the need to hold pre-
cautionary balances oblige operators to accept low yields in return for
relatively short maturities. Hence in the case of banks, short-term
uncertainties regarding deposits generate a demand for government
securities for liquidity purposes, for which such instruments appear
particularly well suited, since they entail low transaction costs.and
limited nominal value risks. Furthermore, seasonal requirements caused
by imbalance between customer demand for loans and the trend in
deposits can be covered by selling government securities. The demand
for such securities may sometimes complement lending activity rather
than replace it.

The preferences of the treasurers of non-financial enterprises as
regards financial instruments are shaped partly by the time pattern of
cash-flow, This will depend on any seasonal trends in receipts, the
regular cycle of payments of salaries, pensions, social security contribu-
tions, taxes and interests, and the random due dates of other kinds of
payment. In the short term, funds due to be paid on known dates can be
invested in T'reasury securities with matching maturities. Developments
in payments technology and changes in the techniques of managing
monetary and financial balances appear to have made the timing of
some payments and receipts mote predictable over the short term.
Viewed from this angle, government securities may serve as substitutes
for bank deposits and financial assets complementing bank debt at sight
or short notice.

Growing competition in the money and financial market is narrow-
ing the spread between fund-raising and lending rates for non-bank
operators, At the same time, financial innovation is enabling them to
diversify the range and characteristics of funding and lending instru-
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ments. Empirical evidence indicates that major operators are simulta-
neously increasing their bank debt and their holdings of liquid financial
assets that give adequate returns. Analysis of the data shows that the
wider the spread between bank deposit and lending rates the greater the
incentive for non-bank operators to trim both their short-term borrow-
ing and their investments in short-term financial instruments. Vice versa,
the narrower the spread, the more they are interested in expanding
tinancial intermediation.

In short, the demand for short-term government securities is
probably directly proportional to yield differentials between such paper
and other money market instruments and inversely related to spreads
between bank deposit and lending rates. .

Account should also be taken of the specialized stock market
operators to be created or encouraged in the way described above. One
of the aims of such an undertaking is to increase the turnover in a given
security, The greater the volume traded, the easier it becomes to dispose
of the security quickly and the less its price can be affected by adverse
changes in yield expectations or by increases in the risk the market
attributes to it.

The spread of share ownership and the increasing tendency for
small firms to make direct issues of bonds entail an expansion in market
making, The supplier of liquidity services typically holds short-term
funds and is therefore a potential purchaser of short-term Treasury
paper.

The uncertaintics surrounding future trends in real income from
employment and self-employment net of tax and in real yields on capital
are relevant to the demand for fixed rate government securities of all
maturities as a result of the covariance between labour incomes and
income from capital.

A part of wealth is accumulated in order to supplement future
pensions and/or to have capital to leave to one’s heirs. In countries for
which fairly reliable estimates of this component are available, at least
one quarter of households’ total wealth is attributed to this motive, It is

reasonable to suppose that by preference this portion of wealth is

invested in real property, shares and/or long-term bonds, possibly
indexed to the cost of living. Life assurance companies and pension
funds are inclined to prefer fixed income securities with maturities
matching that of their contractual obligations towards policy holders,
Obviously, the possibility of investing in securities indexed to the cost of
living may widen the range of policies they can offer their clients.
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The existence of transaction costs and price risks means that, with
their general aversion to risk, operators prefer as far as possible to
match the above-mentioned needs with the maturity of the financial
asset subscribed unless the range of instruments is considered in-
appropriate to the nature of the risks they bear and/or their expected
real yield is too low.,

The a priori considerations above suggest the classic triple segmen-
tation of demand for government securitjes, which is in fact the same for
all markets: short-term securities (with maturities of less than 18
months), medium-term securities (with a life of not more than 4 or 3
years) and long-term securities. As stated previously, the choice of the
most appropriate maturities among the three categories must be based
on experience. In addition, it should be borne in mind that there seems
to be a greater chance of strengthening the market if the range of
maturities issued is relatively narrow.

6.5. - INTERRELATIONSHIP BETWEEN MONETARY POLICY AND DEBT MAN-
AGEMENT

It has been stated that in the near future management of the public
debt will be shaped increasingly by the size of the fixed component in
the yield on securities and a corresponding reduction in the floating rate
component. In this context, the existence of preferred or natural
“habitats” for the various types of investor takes on particular import-
ance. It implies that for the residual term corresponding to their
“habitat” operators are prepared to accept a rate of return below that at
which they are prepared to underwrite securities bearing other
maturities, Moreover, securities with different residual terms are in-
creasingly imperfect substitutes for one another the greater the fixed
component of income in nominal tetms. It is worth recalling that the
important aspect of substitutability consists in the positive covariance
normally present between movements in interest rates over the entire
range of maturities; an increase in the supply of securities with a
particular residual maturity by comparison with others causes a fall in
the market value for that maturity and, to a lesser extent, in those of
securities with different residual terms; the opposite applies in the case
of a reduction in supply. ,

The expansion in the fixed yield component appears to have
relevance for the effectiveness of monetary policy. Above all, it is
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probable that monetary policy objectives will be set by reference to the
interest rate structure. It is widely held today that monetary policy can
control short-term " rates directly. However, according to some
observers, expenditure on consumption and fixed investment depends
on the monetary aggregates, which the monetary authorities do not
appear able to control effectively; others believe it is influenced to a
greater extent by long-term interest rates. This second hypothesis
appears to enjoy increasing acceptance; insofar as it adequately reflects
the true state of affairs, it follows that the transmission mechanism of
monetary policy is based at least in part on the behaviour of the term
structure of interest rates, In particular, thanks to substitution effects,
changes in short-term interest rates should have an impact on long-term
rates and influence expenditure decisions.

However, there has been a noticeable and, in some cases, very
considerable change in the transmission mechanism in the main
economies over the last fifteen years. For example, in the United States
long-term inietest rates have appeared to be excessively high in relation
to short-term rates by comparison with what might have been expected
trom past experience. By contrast, in Canada, Getmany and the United
Kingdom long-term interest rates have been distinctly lower than might
have been predicted. In short, existing analytical techniques do not
adequately explain the spreads between interest rates over the
maturities range. The most disturbing aspect of this development is that
changes in short-term interest rates induced by monetary policy have
affected long-term rates to an extent that cannot be satisfactorily
forecast by available models.

On the other hand, the belief that changes in the maturity
composition of the public debt have a significant and predictable
influence on security vields is steadily gaining ground. In particular,
thanks to the “habitat” referred to above, they alter the slope of the
yield curve for government securities and also cause changes in the
yields on private sector securities, including shares. The maturity
composition also influences decisions by intermediation and production
sectors owing to changes in the liquidity of financial assets.

The conditions that determine the effectiveness of public debt
management are;

4) that government securities at various maturities are imperfect
substitutes for one another;

) that long-term private sector bonds and shares and long-term
government paper are relatively close substitutes among themselves or
complementary components of investor demand.
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The steady growth in the fixed rate component of public debt at
the various residual terms allows monetary policy intervention to be
extended beyond the narrow confines of the short-term market. Open
market operations at a number of maturities reinforces the monetary
authorities’ ability to control operators’ expenditure.

6.6, - PROPOSALS REGARDING NEW AND EXISTING GOVERNMENT SECURTTIES

With the stabilization of inflation and the return to a normal
interest rate structure, medium- and long-term fixed rate securities can
again offer a higher yield than Treasury bills and the government’s
borrowing requirement can be met by means of issues that are not
indexed to short-term rates. For their part, Treasury bills should setve
increasingly to iron out peaks and troughs in cash positions. Above all,
it should be possible to increase the variety of instruments offered, in
terms of both characteristics and maturities, in order to widen the range
of options that meet investor preferences and at the same time assist the
central bank in its task of managing the structure of interest rates.
Enhancing the range of public debt instruments will at the same time
bring greater stability to demand and the bond market in general.

At this point it should be stressed that public debt policy will
benefit not only from greater variety in the instruments representing
relatively independent risk situations but also from the use of placement
methods that help the market achieve equilibrium.

Retterating the statements made t Section 3, the Committee is of the
optnion that in order to increase the efficiency of management of the public
debt, among other things, it is desirable to make increasing use of auction
methods for the placement of new issues, which would boost market
efficiency and benefit the public finances.

Without going into further technical detail, it is sufficient to note
that a floor price for securities at auction is justified until such time as
the market proves itself sufficiently mature through the emergence of
specialized intermediaries. A floor price serves to curb excessive
volatility at the expense of the Treasury; it is a prerequisite for the use of
the auction method with the market structure as it is at present. There is
no contradiction between this and the possibility of making “tap” issues
of securities aimed directly at households, such as already occurs in the
case of Post Office savings certificates, for example.
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Treasury bonds will continue to be issued, since fixed rate
securities are the bedrock of any public debt; the number and length of
maturities on offer will be adapted steadily as interest rate expectations
stabilize. Though the risk of abrupt interest rate movements is diminish-
ing, floating rate Treasury credit certificates will long continue to be
attractive to investors and issuer alike. They are designed mainly for
banks and other intermediaries that cannot assume an interest rate risk
and must keep the cost of liabilities in line with the yield on assets.

A wider range of maturities also appears desirable in the case of
Treasury credit certificates, but a gradual reduction in the spread will be
possible only as placement of the securities shifts from final investors to
intermediaries averse to interest rate risks.

The new discounted Treasury credit certificate could be issued for
a wider spectrum of maturities once experience has been gained. In the
light of repeated response from the market, its structure can be adapted
to suit the preferences expressed by the public.

The Committee considers that the deep discount could be replaced by

- a fixed coupon coupled with a variable one; the two kinds of mixed coupon

security could coexist,

The issue of Treasury credit certificates indexed to prices has been
opposed hitherto since it has been regarded on the one hand as a
surrender to inflation, which has been fought partly by loosening the
link between prices and wages, and on the other as a means of deferring
the nominal patt of the debt burden; however, it should be viewed with
less hostility today. Not only are prices tending to rise less rapidly than
in the past but accounting procedures have been developed to make the
future burden clearly visible in the budget. Certificates of this kind can
enable the Treasury to issue at a real interest rate below that required on
other types of security, since it embodies no premium against the risk of
changes in the purchasing power of money.

In view of the probable expansion in supplementary pensions, among
other reasons, the Commission recommends that repeated issues of
price-tndexed Treasury credit certificates be made.

Among the new forms of security, zero coupon bonds may find a
market, as demonstrated by the two issues by Fnel and the State
Railways last year.

In this regard, the Committee considers that a plurality of maturities
from five to twenty years and the possibility of targeting the securities at
particular purposes, such as saving to purchase a bouse, are worthy of close
consideration.
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In view of the progressive liberalization of capital movements, the
creation of a domestic market in short-term Treasury securities in ECUs
would ease the pressure of demand for foreign exchange that may result
from portfolio adjustment by resident operators and would thus have a
beneficial effect on the balance of payments. The creation of a
sufficiently broad and deep market in such securities would also make it
easier for private ECUs to be held in official reserves and would give the
central banks greater scope for exchange market intervention in the
Community cutrency as an alternative to the use of Deutsche Mark or
dollars, as the case may be.

In particular, the Committee bolds the view that the issue of Treasury
bills in ECUs as well as Treasury credit ceritficates in ECUs would
complete the range of maturities. Moreover, substituting ECU Treasury
bills for part of the issue of conventional bills might help, at least
marginally, in efforis to reduce short-term lira interest rates, thereby
baving a beneficial effect on the cost of Treasury debt in national currency
and, in particular, of that in the form of Treasury credit certificates.

The Treasury could widen its range of issues on foreign markets,
again within the context of the progressive liberalization of capital
movements.

This might be achieved by maintaining a discreet but permanent
presence in the new issue matket. From a structural point of view,
however, borrowing abroad should be held within the limits consistent
with long-term equilibtium in the balance of payments on current
account. The international debt crisis is too serious to ignore its lessons.
The situation is different, however, in the case of the Treasury offsetting
movements in the portfolios of Ttalian residents; this may take place
mainly in connection with adjustments in the stock of financial assets
according to currency, market and issuer that are expected to occur as a
result of the complete liberalization of foreign exchange transactions.
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