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General Comment

Possibly the most interesting present dey contrast in Europe is provided
by a comparison between the Itelian and French economies. The question most
commonly asked with regard to the French economy is: “‘hy does France, with its
balanced economy and its manifold resources, continue to need amounts of outside
assistance which seem quite disproportionate to the emounts received by most
other resipient countries? With respect to the Italian economy, on the other

" hand, ths followin uestion is being put more and more insistently: How can
2 g D & o

it be explained that Italy, in spite of its fundamental poverty and its impress=-
ive array of unsolved economic problems, is not able to absorb and justify fully
the relatively modest allocation of aid which is destined for it?

* The author spent one month in October/November 19,8 in lMilan and Rome, while
on official travel for the Board of Governors, He is considerably indebted
for the hospitality provided by the Bank of Italy and for the wealth of infor-
mation made available to him by the staff of the Bank!s Research Department,
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It may seen strange that one should have anything but praise for a
country like Italy whose performance is better than anticipated, i.e., a country
thet utilizes its allocated aid nt a slower-then-scheduled rate, exports more
then expected and, as & result, accunulates a small dollar reserve, Unfortu-
nately, the Italian case is not as straightforward as that, There are in Italy
backward agricultural areas and distressed industries, There are large numbers
of unemployed and underemployed workers. Thus, while the failure tc use IRP
aid to the full may reflect renuine progress toward stable balance of payments
equilibrium, there are grounds for susnecting that it mey also reflect inability
to tackle the country's basic economic problems., It must be remembered that the
objective of the Luropean Recovery Program is not to secure balance of payments
equilibrium as an end in itself, but to produce eventual independence from
extraordinary outside assistance at levels of consumption and of ecoromic ectivity
which are conducive to economic and socizl stability.

At this point we touch upon ancther contrast between the positions of
France and Italy which helps to explain the differences in foreign ald require-
ments of the two countries, In France, pertly as a reaction to the long and
disastrous deflation of the thirties, an smbitious investment program was mapped
out immediately upon the end of the war. This program must be assigned a large
share in the responsibility for the continuous inflationary developments.

In Italy, on the contrary, there was little attempt to coordinate
investment activity except for the portion that was undertaken directly by the
State. During the first post-war years the natural outcome of this passivity
wes the infletion since even the most essential tasks of reconstruction required
larger outlays than could possibly be forthcoming from savings, The necessity
for an integrated investment program was felt even more acutely after the attain-
ment of both economic and political stability had cleared the way for a basic
considerasion of Italy's long-term economic goals.

fontinwed indecision in this respect may be partly due to the uncer-
tainty as to the phase of the business cycle in which Italy finds herself at
present, A discussion is still raring in Italy about the question whether the
recession which followed upon the Einsudi measures has been cvercome, Economic
policy makers find theuselves confronted with the following paradox: Certain
resources of the economy, even aside from manpovier, are less than fully utilized;
but if they were so utilized, the result night well be a renewal of inflation,

A similar paradox is presented by Italy's balance of payments position,
ECA aid naturally exerts a deflationery efi'ect, at least as long as the local
current proceeds of the aid are accumulating in the counterpurt fund, But the
remainder of the Italisn balance of payments has recently been characterized by
a substential surplus on current account and the resulting accumulation of foreign
exchange reserves has led to an expension of the credit base, furthermore, even
en increase in the effective absorption of foreign aid for investment purposes,
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may producze inflationary results since increased imports of raw materials and
equipment could require so large a domestic use of previously unemployed or under-
employed resources as to lead to inflationary pressure in the markets for con-
sumer goods, L/

There are therefore many good reasons for proceeding with cavtion., The
advantoge of having achieved economic stabilization cammot be overestimated, At
the same time, the remeining contiruing task of the Italian economy is to 1lift
itself to higher levels of economic activity and investment, Here as always,
ection imnlies the taling of certain rislzs, Tven when the nationel accounts
of a country are known with good approximetion, it is not easy to indicate the
"correct" amount of investment. In Italy a priori deductions, while instructive,
cen only yield extremely rough guesses and “are not able to replace as yet the
method of trial and error,

%hile the diagnosis of Italy's position is difficult, the therapy to
be prescribed is thus quite likely to be unorthodox, The overshadowing and,
in Europe, unique problem of excess of manpower requires investment programs
vhich will differ considerably from such programs in countries which are mainly
concerned about a deepening of their capital structure, The necessity to walk
on a very narrow path between defletion and inflation may suggest new methods
of using both foreign aid and counterpart funds. Finelly, it must be realized
that we cannot possibly hope to solve Italy's problems within three or four
years, ERP aid can avoid a deterioration in Italy's position and point the way
toward economic development, Unless the Italian problem is seen in this light
much time may be lost in looking for e simple formula that will "set things right".

Recovery or Stagnation?

The Italian economy still feels the after effects of the rude shock
received in September 19L7 ‘hen Einaudi's credit restrictions and a number of
concurrent circumstences halted ond reversed the inflationary process, Let us
recall that Italian industry had long been used to a privileged position,

Built up under tariff protection before the first ‘Jorld Tar, it expanded during
the Fascist period thanks to further protection, stringent anti-lebor legisla-
tion, and direct financicl help from the State, particulearly during the period

of autarchy and war preparedness, Iinally, aiter the war, the progress of inila-
tion assured profiteble operation to practically all branches of industry. The
incentive to repair demaged plants was considerable since of'ten a relatively
small outlay permitted reactivation of an sntire factory.

1/ See "inflation and Balcnce of .eyments Deficit,” this Review, August 2L, 1948,
Page €,
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ith the reversal of the inflationary movement in September 10L7
which coincided roughly with the completion of the :iost urrent tasks of recon-
struction, Italian industry was suddenly "on its own," The results were: (1)
a general coatraction of economic activity; (2) the clear emergence of wvarious
distressed sectors--particularly in the iron, steel, and engineering industries-=-
vwhich needed and obtained irmediate financial aid {rom the State; {3) a contin-
uous nressure by industry on btoth Government and publi~ opinion to have its
problems solved summarily through tax relief, devaluation, or--best of all--
rewewal of inflation,

This pressure even went so far as to underplay the considerable recovery
of productinn that lLas taken place ever since the early part of this year, A
reader of the financial press cannot escape the impression that a deep depression
is still reging in Italy. This impression becomes almost a certainty if one
accepts at face value the index of industrial production compiied by the Con-
federation of Industry. Fortunately this index is the least reliable among the
various indicators c¢f business activity, Both the newly revised index of the
Institute of Statistics and indirect measures such as freight traffic and use
of energy in iandustry pcint to a slow upswing throughout the current year, The
recovery Ls most marked in textiles, iron and steel, ciemical industry, and
automobile production (excluding trucks, whose production has fallen off as a
consequence of large scale surplus property sales).

In September, the revised index of the Institute of Statistics definite-
1y broke =hrough its prewar level as well as through the peak level reached a
year earlier at the heizht of the inflationary boom, “7ith the index standing
at 108 (1938 = 100), much of the lag of Italy's industrial activity behind that
of the other Western European countries nas disappeared,
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Indexes of Italian Economic Activity

Use of Energy in Industry
Industrial Production Electric Energy
Institute of Statistics| Conflederation |All sources |distributed by
revised series l/' Industry of energy Edison
1938 = 100 | 1947 = 100 197 = 100 |1947 = 100 _ 10,7 = 100
19h7
1st quarter ) 76 75 75 7
2nd quarter ) 107 101 101 118
3rd quarter ) 91 108 115 118 115
Lth quarter )} 10l 108 106 98
1948

Jan, 86 95 97 ) )
Feb. 87 96 o8 y b ) 95
Harch 93 102 105 ) )
April oL 103 105 ) 97 y10L
May 96 106 103 ) )
June 101 111 103 1l )109
July 102 113 102 ) )
Augyet 9 109 102 )109 y11h
Sept., 108 119 7 113 116

1/ The index given “ere represents a new series which has only recently become
available as a result of the re~calculation of the old index on the basis of the
arithmetic average instead of the geometric average used so far,

The use of the geometric average has long been advocated by Italian statisti-
cians. Something may be said for it in the compilation of price indexes, but its
use for indexes of industrial production seems to be quite unwarranted., It is
certainly misleading at the present time since all other countries compute their
indexes of industrial production upon the basis of the arithmetic average, Be-
cause of considerable difrlerences in the extent of recovery between the wvarious
branches of Italian industries, the downward bias of the geometric average was
bound to become rather pronounced in an index giving the level of economic activ-
ity on tre basis of a prewar year, In fact, the changeover from the geometric to
the aritimetic average has produced a very substantial change in the level of the
index, Rather tha: 82, the average 1947 level turns out to have been 91 (1938 =
100)., Ir August and September 19,8 the revised series gives 99 and 108 respec-
tively irstead of 83 and 96, Since the index of the Confederation of Industry
which was generally about 10 points lower than the old Institute of Statistics
series wes often used concurrently with the latter, the new ssries makes us see
the level of post-war Italian recovery in an entirely new light,

It should be pointed out ’*re that the new series is far from being an
ideal messure of total industrial production, It still is a provisional index

based on a limited number of sub-series and comgrising only about 1/2 of total
Italian industrial activity. The more important gaps consist of the mechanical

industries (whose output is probably lagging behind the average), and the food-
rocesiing industries (whose output ought to be approximately back to prewar
evels),
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It is probably true that the recovery experienced thus far is due to
increased sales of consumers' goods and to sharply increased exports; there seems
to be little expansion and modernization of industrisl plents as yet. The recent
raising of electric power rates from 1y to 2, times the prewar level should, how-
ever, permit some expension of hydro-electric power generating facilities, lLiore-
over, a favorable symptom is the increased activity of the capital market, During
the first nine months of 1948, new stock and bond issues were floated in the o
amount of 91 billion lire l/'against only 17 biliion lire during the seme period
in 1947 vhen, of course, a large fraction of inflation prof'its was reinvested,

The Ailing Industries

In spite of the general upswing of economic activity, Italian industry
still faces a number of unresclved problems, There are, in the first place, those
heavy and large scale engineering industries which are either owned by the State
through IRI or have received considerable funds from the State through such finan=
cing agencies as III and FIIi, t is now recognized that Italy could well use a
small iron and steel industry of its own as a convenience to an expending mechan-
ical industry which has its own specific reguirements; but in order to produce at
competitive prices, the industry stands in great need of modernization and con-
centration, The transformetion of the industry in this sense is now being planned
as part of the investment programs scheduled to be carried out through ERP (and
possibly World Bank) loans snd by use of part of the counterpart funds,

Bven graver problems are faced by those engineering industries which
had been built up primarily for war production, “hile a part of the industry has
been reconverted successfully, thoere are large firms (Ansaldo, Breda, Caproni,
etc,) which still stand in need of redical reorgenization, These are also the
industries which are mainly affected by the problem of surplus workers; i.e., by
the fact that it hes proven impossible for the management to dismiss workers who
are not needed at present levels of production, The total number of surplus
- workers is, however, estimated at not more than 100,000 snd this number is being
slowly decreased in a variety of ways, It is indicative of the slowness of prog=
ress that the insaldo menagement considers as an imporbtant forward step the fact
thet it has succeeded in persuading several thousand surplus workers to stay home
while continuing to receive their pay rather than to be idle on the premises of
the factory,

While the heavy and engineering industries have been in the foreground
of public discussion, the reactivatior of the building industry is possibly the
most important task for further industriael pro-ress in Italy, ‘‘hile the repair of
damaged buildings has been rapid (over 2 million roons have been repaired since
the end of the war) new building has lagred considerably, The superficial visitor
will be impressed by the great number of imposing office and apartment buildings

l/’At the rate of 575 lire per dollar which hes prevailed throughout 1948, this
amounts to about {160 million,
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that have sprung yp in the destroyed parts of the center of Filen; but this is
one of the rare instances where unsubsidized construction was possible and pro=-
fitable, Rent control having proven to be the only enforceable control in Italy,
the average Italian fanily spends todey a nominal sum for rent, much less than
for tobacco and entertainment., This anomalous situation will be corrected in
time, but even if rent were to absorb 10 percent of the average family's income,
building would not be profitable at present costs and interest rates,

Even in 1931, when the last complete census of dwellings was taken, the
housing situstion in Italy was anything but satisfactory, Insufficient building
in the '3%0s, *the destructions of the war, and tiie continuous increase in popula-
tion, meke the present situation one of the worst in Europe. But & large invest-
ment in a public housing program is to be urged not only on social grounds, The
housing shortage has become a great bottleneck which hampers further economic
progress all round. Thus, the problem of surplus workers would immediately become
soluble il there wviere a revival of construction activity with consegquent absorp~-
+tion of workers, many of whom had originally been diverted from the building
trades, Public administration and al1 large scale enterprise would immensely
gain in efficiency if transfers of personnel were not practically made impossible
by the hcousing situation, Rents could be graduelly raised-~and thereby non-
essential consumption be reduced--if & large number of dwellings became aveil-
eble at prices which rould be higher than present rent ceilings but materially
lower than the exorbitant rates asked today for apartments in new houses, Finally
the impulse which a new construction activity would pive to the many industries
connected with housing would not only importantly contribute to sclving the
obsessing manpower problem, but would mesn for meny small and medium firms through
out the country the difference between stagnation and prosperity. 4as a result,
unit cests could be reduced with favorable effects even on exports,

It is of course somewhat unorthodox to advocate a large scale housing
program in the midst of a still critical balance of payment situation. But, as
will be shown later, balence of payment dis-equilibrium is far from being the
most difficult Italian problem, Furthermore, by making an essential contribution
to the increased efficiency and flexibility of Italy's economic structure im-rov-
ed housing is certain to be of indirect but invaluable help in bringing about a
better balance in Italy's external relations,

Agriculture

On the whole agriculture has made further progress during the past year,
Total agricultural output is estimated at about 86 percent of 1938 as against
82 percent in 19.77. This index, however, does not include liwvestock which has
reached pre-war levels; moreover, 1938 was a year of bumper crops, so that total
agricultural output can be estimated as only slightly below the average pre-war
level, The characteristics of the current crop yeer are an improved wheat harvest
(6.2 million metric tons as against 4,7 million 1n,1917), but a poor olive crop
(.87 milliion metric tons as asainst last year's bumper crop of 1,50 million), Wil
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resnect to pre-wer, the uoin chenges arc the replacenent of ~rain acreage by
resture .rd the redvetion in yield probaebly resulting fron both insuf'ficient a~pli-
cation of fertilizer and uncertuinties as to prices, Little imrrovement is taking
place at present on the farms because of widesprend and uost diverse speculations
as to the "hgrarian ileform’ which is Leing elabor.ted by the Governumert,

There is 1ide agreement about the desirability of making a special
effort to improve conditions in Itelyts "depressed area"--the south. Fublic voris
programs should favor these sorely under-privileged provinces. But besides hous-
ing the most effective measures may be, not large sczle plans for irrigation and
drainage, but en orpanized effort to meke aveilable to the southern neasants
large quantities ol insecticides, fertilizers, selected seeds, snd modern tools
at ow prices or on favorable oredit terms, combined with the creation of an
effective system of "county apents" who will disponse sound technical training
wnd counsael,

iloney and Finance

Duripg the pericd following the Fincudi meusures of Senkember 1947, the
paradoxical contrast betreen falling nrices or the one hord und expanding currency
circulation on the other, vas frecuently courented upon. It was explcined by the
fall in the velocity of circulaztion; iu other words, by the cessation of the
flight from the lir®, »r.ich had been cuite maried during the lirst half of 1917.

A more complete exnlanation must tele account of a nunber of intlaticnary ond
deflationary factors whose combined recult has beern the mein revenues of monetary
and price stability throughout 1¢LS. '

The principal inilationary fector has been the bud et deficit but en
important role was .lso plcyed by the sccwaulation of foreipn exchange reserves
during the current year. The main derlationary iactors have been un increased
dosire to nold roney, tie blocking of the major vart of Lhe ccunterpart funds,
and some liquidation of iaventories,

in examination of the December bzlunce-sheet of the Benk of Italy

shows that, in the course of the first nine months of 1¢4C, the increase in cir-
enlation hes been ¢i ¢n snnual rete of only about 25 billion lire (er aprroxi-
metely 12 percent of the totel circulation as of the snd of 10L7) as against an
inecrease during 1¢L7 of 3% billion lire (or 57 ‘ercent of the total circulation
as of the end of 1¢44;, ioreover, the increas ~hich has telen place caunot be
traced primerily to the operations of the Itolian Treasury. The current account
1iebility of the Treasury at the Benk or Itely incressed by Sl billion during
the first nine months, but this must be offset aguinst the tewporary steriliza-
tion of most of the counterrart of .mericsn eid, ..ctual depocits of sales pro-
ceeds &t the speciul lank of Itely asccount stood at the end of September at 29

billion lire, but have ruridly incrrcesed in rocent reells.
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The main source of expeansion ol circulation was, during the current
year, the monetization of the balance of payment surnlus of Italy with 2 number of
countries, During the first nine wonths, tihsre occurred a 8light reduction in
rediscounts and advances, but a massive increase of 117 billion lire in an account
called "Hiscellaneous Debtors™ which represents advences to exporters and to the
Italian Foreign Exchange Institute (Italcembi). In part this monetization is due
to & genuine surplus of Italy with variovs European countries whose currency
Italy is accuwnulating, In pert, it is the reflection of a better-then-expected
export performance to, and a lower-than-expected import demand from, the dollar
srea so that the 50 percent of export proceeds which are sold to Italcambi were
largely accumulated. This strange phenomenon of a sectional surplus within a
balance of payments whose overall position is passive had occurred previously in
1046, it that time it contributed to the inflationary process while during the
current year it helped to stem and stop the deflationary tendencies, It permitt~
ed an cxpansion in the credit base which led to an increase in bank deposits and
thus assured the covering of the Treasury's needs without appreciable borrowing
from the Bank of Italy, l/

The Italian budcet is still one of the most unbalanced in ¥Western
Europe., for the current fiscal year, expenditures have been estimated at 1,250
billion lire and receipts at 800 billion lire, The deficit corresponds roughly
to the budgeted volume of investment expenditures such as public works, railway
reconsbtruction, etc. It mey be heped that, thanks to increased monetary stebil-
ity and to the constitutional ruling that evsry new expenditure has to be accom=
penied by 2 new source of revenue of equivalent amount, this vear's forecast
will prove more reliable than those of.the recent past., Part of the deficit
(77 billion lire) is scheduled to be met through releases of counterpart funds,
For the remainder the Covernment counts on the money market which therefore would
have to raise about 30 billion lire a month, .Jccording to recent performance
this seems entirely possible, Throughout 1918, the Treasury financed its ceash
deficit almost exclusively by borrowing from the banking system,

1/ To speak of an inflationery effect of the balence of payments surplus when,

= on the whole, there is & considerable deficit, maey seen the result of an arbi-
trary segregation of two effects which compensate each other and which should
be considered together., The effect of U, S. aid on the Italian monetary situ-
ation is, however, intimately connected with public finance; furthermore,
once sertain conditions are fulfilled the funds collected as counterpart of
U. S. aid are destined to be expended sc that the deflationary impact of U, S,
aid will ¥n time be cancellied. If, therefore, the balance of payments out-
side of U. 3. aid shows a surplus, it is legitimate to speak of &an inflation=
ary impact of this surplus on the economy, -



- 10 = CONFIDENTIAL

The banks have been able so far to £ill the Treasury's needs without
any increase in their rediscounts; on the contrary, the banks were able to keep
a large margin of liquid funds (between 10 ond 12 percent of total deposits) in
excess of their legal reserve requirements. }/’This resulted from three favorable
factors:
(1) expansion of deposits caused by a continuing conversion
of currency into bank deposits after the cessation of fears
about the future of the lira;

(2) expension of the credit base as the result of the balance
of payments situation just described;

(3) the relative lull in private lending.

During the first six months of 19,8 private lending, as given by the discount
portfolio and the current account advances of the banks, increased by 103 billion
lire or by 1l percent, while the banks increased their holdings of Government
paper by .12 billion or by il. percent. Important additional finzncing was pro-
vided the Treasury through current account deposits held directly with the
Treasury by sevings banks and by increases in rescrve accounts at the Bank of
Italy, which the latter invests in Treasury paper,

Roth +he favorable balance of payments developments and the reduced
importance of private credit expension must be seen in conjunction with the
decrease in rew materizl inventories, which can be documented in the frield of
textile raw materials and products. 2

In spite of official optimism, it may be doubted whether the situation
which haes prevailed in recent months can be muinteined throughout the current
fiscal year. With the recovery oi prodnction privete lending is said to be on
the increase. VWhen interest rates are lowered, as is likely to occur in the
near future, this trend is certain to become more pronounced, The conversion

1/ Certein benks consider it necessary to have this excess liquidity because they
~ practically never have recourse to the rediscount facilities supplied by the
Dank of Itely., In general, however, this liquidity would be considerably
reduced if there were suificient demand for credit on the part ol business,
2/ In the absence of direct data on textile inventories, a2 decrease is shown
= conclusively by indirect statistical evidence. In 1918 imports of textile
rew materials have decreased congiderably with respect to 19&7, precducticn
of textile products has slightly improved, and domestic sales and exports
have both increased substentially,



- 11 - CONFIDEMTIAL

of currency into deposits and the reducing of inventories will not continue indef-
initely. iinally, the continuation of the belance of payment surplus on the
sczle of the first nine months of 1948 may be doubted. 1/

It is not unlikely, therefore, that before oo long the Treasury will
experience some difficulties in covering its needs without providing additional
reserves to the benking system. TProvided, however, that the deficit cen be held
at the projected level the prospect of these difficulties is not alarming. rom
the econonic noint of view, it seems unliliely that even Central Bank financing
of a part of the deficit -- say 10 biilion lire a month -- couid in itself un-
leash inflationary processes in an economy where anti-inflationary pressures are
probebly poirg to be exerted (1) by the slowmess with which the counterpart. funds
are released and utilized, (2) by the widespread hoarding of bank notes, (3) by
the probable decrease in the sectional balance of payment surplus during the
coming months,

From the purely technical point of view the present situation leaves a
considerable safety merring since the Treasury's current account liability with
the Bank of Italy emounts to only 55 billion lire (as of the end of September)
after having stood at 98 billion lire et the end of July, The legal ceiling of
this type of Treasury borrowing is set at 15 percent of total budget expenditures,
or at about 187 billion lire for the current yeur,

Wevertheless, complacency with respect to the state of the budget is
certainly not warranted. The deficit of 150 billion lire is unduly high if com-
pared to the probable aggregate cepacity to invest of the Italizn economy. Total
gross and net investments are estimated to have amounted to 1,000 and 700 billion
lire, respectively, in 1€iﬂ. Since that year was characterized for its lerger
part by a violent inclation, investments can be said & priori to have been higher
than was compatible with monetary stability. Frices heve now returned to the
19L7 average while net national product 1s expected to expend from 1,800 billion
1ire in 1907 to 5,L00 billion lire in 1948-LC. As « result of this increase, a
net investment volwme of 700 billion lire mey not be excessive, but should still
be considered as the ceiling bevond which investments would be quite likely to
have inflationary consequences, 'ith a deficit of 1;50 billion lire and counter-
part fund expenditures for ndditional public investment programs scheduled in the
amount of 150 billion lire (out of total programmed counterpart funds of 250
billion lire, 77 billion are scheduled to be transferred to the Treasury for
partial coverage of budpet deficit and 26 billion lire are to be set aside for
financing of industry) the private sector of the economy is left with a rather
meagre morgin for its own development, This situation expleins (and justifies
to some extent) the existing high level of interest rates for nrivete lending.

¥
‘.4

1/ Resort to Central Denlc Pinareing to cover the budget deficit will become more

T necessary not only as the result oi the wealiening of previous deflationary
foreces, but also with the disappearance of rivel inflationary factors, For
vhen the latter do not lend anv more to the multiple credit expansion which
permits the Treasury to borrew from the comercisl banks, the Treasury must
enrage itself in providing new reserves to the banking system,
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It is therefore essential that further progress be made toward budge-
tary balance., The most important tasks in this connection are recognized to be
the following:

(1) The reorganization of the "imposta generale sulltentrata™ which
is o sales tax applicable at every stage of production, This tex stands now
at the very high rate of L percent. It is universally adrzitted to be economic-
ally harmful, e.g. by giving an unfair adventage to vertically integrated firms
and by placing a premium on exports of raw materials and semi-finished goods.
lioreover, it is estirmted that evasions are so widespread that, in the aggregate,
they are equivalent to actual proceeds., Nevertheless the tax vields ebout 200
billion lire a year, or 25 percent of total budgetary receipts, and for that
reason carmot be tampered vith lightheartedly. A reform should consist in a
lowering of the tax rate (already announced by Fincnce ifinister Vanoni for 1949)
combined with more effective control through the establishment of minimum stan-
dards of industrial accounting, A more thorough-going reform of the tax,
possibly in the direction of the French production tex which now is essentially
e tax on value added by menufccture, would be highly desirable.

(2) Direct taxation ought to be strengthened, perticularly with respect
to the actual process of levying the tax. At present, collection often lage as
much as two years behind the eerning of taxable income becsuse of the lengthy
process of bargaining betieen the taxpeyer and the fiscal authorities,

(3) In genersl the finencial administration badly needs rodernization.
The edministration suffers in particular from the inebility to shift persomnel,
from the absorption of personnel by & sreat number of small and extraordinary
taxes, and from the fact that the tax collectors are undsrpaid and are there-
fore neither efficient nor clways inaccessible to "arrengiamenti.”

Possibly one of the best ways in which the United States could con-
tribute to Italian recovery vrould be by the introduction of modern business
methods and office equipment into Italy's antiquajed finsncial administration,

By reducing both tax evasion end the cost of public services, such a reorgani-
zation shkould free an increasing portion of current savings for the needed
strengthening of the private economy. But this will not be enough, The low
level of national income and its relatively low degree of concentration as

shovn by 2 recent sample survey will keep voluntary savings within narrow limits.
Therefore, if Italy is ever going to tackle successfully its present economic
problems, it will need a cash surplus in its budget after the end of the Furopean
Reécovery Program. OUnly a radical and imeginative effort will make it possible

to reach so distent a poal,

Lire Fund and Investment Policy

In few countries receiving ERP aid has the cuestion of the counterpart
fund aroused so much public interest &s in Italy. This is natural enough; for
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the foremost long-run problem of the Italicn cconomy is that of capital formation
and Italy is thererore prone to consider foreign aid as a meens of supplementing
the insufficient supply of domestic capital, rather than considering foreign aid
as an end in itself necessitated by a transitory foreign trade situation end
carrying the local currency fund as a sonewhat embarrassing by-product, The pre-
ceding discussion permits a few broad conclusions as to the policy which sheuld
be followed with respect to lira fundé and investment programs in general,

tely has now been able to meintain monetary stability for over a year,
The depression which followed immediately upon the reversal of the inflationary
process itc being overcome and production has been expanding over the past months
without either “the incentive or the consequence of renewed inflation. Thils grad-
ual process of recovery may be expected to continue., At the same time, there are
several sectors of the Italian economy which are crying out for a major invest-
ment effort. The cuestion is therefore: Can this efiort be started now without
leading, within a ghort time, to renewal of inflation?

The answer to this guestion can be found only by trial end error, This
would be +the case even if the italian statistics on national income, saving, and
investment were more relieble and couplete than they actually are. The follow=-
ing considerstions, lLowever, may serve to orient thinking on this subject:

1. Since the expenditure of the counterpart funds does nor-
nally nothing more than ofi'set a deflationary defect of
the seme marnitude, such expenditvre should be actively
nrogrameed end undertelken In an economy as long =s it is
still emcrging from a deflation without any evidence so
far of new inflationary danger signals, A very rough
evaluation of the capacity to invest of the Italian
economy (cf. supra p. 11) suzgests that the planned pro-
gram of utilizing the 250 billion lire, even if carried
out -- as is rost unlikely =-- in its entirety during
fiscal 1948-49, need not result in a renewal of inflation,

o, It will never be possible to start an investment program
in Isaly without telking some risk of inflation, just as
it is not possible to break an inflation without talzing
some risl of deflation.

3. It is an over-simplification to present the whole argu-
ment only as the nusstion: iow nuch investrent can the
Itolian economy stend without inflation? Father than to
enrege in a futile search for the "correct" aggregate
volume of investment, one should concentrate upon loca-
ting those investments which permit the breaking of im-
portant bottlenecis and will thereby lead to increases
of output and improvements of performance ouvt of propor-

tion ‘to the investment itself, A tentative list of such
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investments ought to include an expansion of hydro-
electric installations, an cctive housing progran
specially designed to increase occupational mobility
and to absorb surplus workers from unprofitable
branches of heavy industry, as well as the provision
of facilities for technical training to increase the
supply of skilled labor,

With raw naterial shortages being overcome, the poss-
ible inflationary dangers of an investment program
consist today almost exclusively in the increased
demand for consumers' goods on the part of previously
unemployed or under-employed workers who would find
employment through the invesitment effort,

In this situation, the most logical means of assur-
ing elasticity is to provide & "masse de manoeuvre"

of consumers' goods in the form of actual inventories,
or, more practically, in that of a foreign exchange
reserve which can be used whenever there appears en
wnusual tension of demend. Only if this use should
be ineffectual should work on the investments them-
selves be halted as a last resort., The foreign ex-
change accumulated during the current year already
provides the Italisn Govermment with a certaln amount
of elasticity in this respect, but inhibitions against

starting a sizable investment program are so strong

that it may be well to institutionalize this type of
backstop for an inflation, This cculd be done by the
allocation of a lump sum in dollars which could be
spent only to counteract inflationary pressures by
apreement between the Itallan Covermment and ECA, l/
Lest year's experience with franco valuta imports
which, at a decisive moment, made it possible to de-
press the nrices of key commodities like meat, fats,
and sugar, is conclusive evidence oi' the usefulness
of this approach to the fight against inflation, A
fund of 150-200 million dollars should be sufficient
for the purpose; the very fact that it is knowm to
be held in readiness may be sufficient to increase
confidence and to check speculative manoeuvers to
the point of insuring price stability without any

actual expenditures from the fund,

1/ Such & som might take the form of an additional and conditional allocation

of ECA funds.

This would represent a form of assistance intermediate between

straight balance of payments assistance and a stabilize¢tion loan,
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Balence of Payments and Exchange Rate

The most encouraging aspect of the Italian situation is at present the
trend shown by the Italian balance of payments., Exports have gained considerably
during the first half of 19,8, Thile full data are not yet available beyond June
19,8, indications are that exports have continued to advance during the past
months and have been the backbone of what industrial recovery has taken place,
Volume indexes calculated in the Research Livision of the Bank of Italy, and based
on 1038, give the following picture,

Imports Exgorts

19L6 68 39
1947 118 57
1948 (first six months

at annual rate) 109 78

Since about 36 percent of total exports before the war went to Germany
and Bastern Europe against only 11 percent during the current year, it can be
concluded that exports to other countries have returned to their pre-war level,

The advance of exports cover 1917 is particularly marked for raw neter-
ials and semi-menufactures. Tor the latter the volume is calculated at 116 per-
cent of 1G38. This develcpment mey be traced to the lowered capacity of absorp-
tion of the internal market during the early pert of 1918, to the above mentioned
effect of this turnover tex, and, more important, to industrialization abroad
which assures better marlkets for semi-manufactures then ior finished products,
The improvement in Italy's position is less marked in value terms since the terms
of trade have moved against hery import prices (in terms of dollars) have increas-
ed by 10 percent over 19L7, whereas export prices have decreased by about 5 per-
cent., Nevertheless, the deficit on trade account (with imports on a c.i.f,
basis) has decreased fron 4716 1illion in 1047 to an annual rate of 650 million
during the first siz months of 1948, =xports have cmounted to $h32 million dur-
ing the first half of 108 snd may well reach the billion dollar mark during
the full year, while imports probably will not exceed 1.5 billion dollars. One
more similarly successful effort and, with the help of tourist receipts and emi-
grants' remittances, overall balance of peyments equilibrium could be within
sight for Italy.

¥hat is the meaning of this startling development? First, it shows
that devaluation, if combined with monetary stabilizetion, is still an effective
weapon~=-probably more offeotive then is gencrally conceded, The average rate
for the dollar during 19L7 was L8l lirex while duping the first six months of

* lid-point between yearly averages of official rate and of "export" rate,
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19,8 the dollar remained stable at 575 as the result of the new exchange rate

. arrengements introduced in Novernber 1947, A look at the price and volume indexes
quoted above shows that the elasticity of demand for Italian exports was quite
obvicusly far above unity.

The second lesson of the Italian experience is that a country may,
through currency develuation end internal deflation, solve the balance of payments
problem too soon; i.e., before the more fundeisental economic and social conditions
have been improved to an extent consonant with the broad objectives of the Luro-
pean Recovery Frogram, :

It should not be believed, of course, that Italy is already about to
achieve perfect equilibrium in its balance of peyments, In the first place,
reduced sctivity during the first part of 1948 combined with some liquidation
of inventories to keep raw material imports at a low level, Secondly, the im-
provement of Italy's position has teken place meinly in its relations viith non-
dollar countries and, as a result, Italy has been accumuleting increasing amounts
of non-convertible currencies, Italian officials blame this development on the
under-valuation of the lira in relation to European currencies, which are aaid
to be maintained at srtifically high levels in relstion to the dollar. Exchange
rates employed in private compensation deals seem %o corroborate this thesis,
Such rates are consistently lower (in terms of lira ner unit of foreign currency) -
than the official clearing rates, which are based on the officiel cross-rate with
the dollar,

At present Italy has underway important comnercial negotiations with a
number of its European trading partners and i1t may be expected that a way will
be found to keep its balence of payments surplus with the other ERP countries
within tre limits of the net surplus ({27 million) scheduled for 19,,8-19 in the
Agreement for Intra-European Payments,

It could be feared that the recent devaluation of the lira with respect
to sterling is going to interfere with this effort, However, the adoption of
the official dollar-pound cross-rate for determining the value of the pound in
lire is, paradoxically, likely to facilitate Italian purchases in the sterling
erea. For the difficulties experienced in this respect during the recent past
stemmed in large part, not so much from real shortages, as from conscious pelicy
of Creat Britain intent on bringing about the desired change in the Italian ex-
change rate system, Ilence Italy, should now encounter less difficulties in
purchasing British coal and other sterling area raw materials, The impact of the
partial devaluation of the lira with respect to sterling has already been felt
since Italian importers, aware of the impending change, have made larpge-scale
purchases of sterling in recent months end had thus driven the sterling rate on
the free market almost to its official cross-rate to the dollar,*

* This aoplies to the "export rate’ and not to the black market rate for sterling,
notes, which retained their heavy discount, :



- 17 - CONFIDENTIAL

One of the most surprising consegquences of the current expansion of
Italy's exnorts has been the complete repayment by Italy ot the Argentine loans
which were granted last year, These lozns included & long-term credit of 350
million pesos, which had been fully utilized before it had actunlly heen issued
on the Argzntine marlet es originally intended, The other credit, in the s2me
amount, was of the revolving tvpe and had also been fully utilized, Through its
export surplus in recent months, brought about by lsrge-scale Argentine orders
from the Italiasn tertile and engineering industries, Italy has accumulsted
enough pesos to reimburse both credits and is actuelly said to hold 100 million
pesos in excess of its obligations,

In its relations with the dollar area, Ttaly has also made slgnificant
progress, Italian exports to the United States heve been recently at an anaual
rate of 8! million, a figure which in real terms compares favorably to the 1538
level of 441 million and which makes of Italy +ihe fourth largest European sup-
plier of the United States,

Imports on the other hand have fallep off as Italian industry reduced
its large-scale raw material inventories accumulated during the inflationary
period, As a result, Italy has been able teo ascumulete acout 100 million since
the beginning of 16,8, Total holdings cf Italoamal plus the sums available iIn

£ g Gy I ;
the exrortars' 50 percent account now anount tc the almost zornfortable figure of
. 1 i ? o
$200 million,

Italcambi receipts from tourists cnd from emig®ants have shown an improve
ment this year as a result of the Italior Goveriment's efiivts to narrow the gap
between the official en? the black market rates, During the first six months of
1948 these receipts amount, respectively, to 5.9 and 22,5 millicn dollars as -
against 6,8 and 3.1 million dollars for all of 1917, The mejor jpart of tourist
expenditures, hovever, still moves through unofi'icial chemnels even vhen the black
market rate is practically equivalent to the ofiicizl rete because of ‘he tourists!
habit of converting tieir loreign exchanre et thoir hotel rather then at one of ‘
the authorized bLanks. At present, the black uarlzet rate for the dollar is «hout
10 percent more favorable than the official rate., This is still one of the small-
est premiums in Europe. The rise since spring and summer when there was hardly
any difference between the two rates is ascribed to the international situation
end to arbitrage operations resulting from the jteep rise of gold and dollar quo-
tatione in France,

A1l in all, there is little doubt that Italy has today one of the most
"valid" exchenge rates in DZurope. 4s a result, prosress in closing the balance
of payments gap has ectually out-naced basic econonic recovery, £ny future deci-
sion on allocation of aid to Italy should take eccount of this fact as it should
also carefully weigh the dangers inkerent in penzlizing better-than-average per-
formance,





