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ecember %7, 1063

Rodney H. Mille, Jr.

Recent Economic Developments in Italy, July-December 1963

‘Sﬁmﬁarz
The new coalition govermment formed in December with Socialist support
_has formally outlined its economic objectives: financial stability, together with
~ reforms and national planning. These declarations, and the brighter prospects for
 stable govermment, raise hopes for concerted action to combat inflation and imérdVe
the balance of payments. The monetary authorities have been restricting credit ex-
; pansion since last summer, but Italy's external position has deteriorated further
| - .1 recent months .—l—/
The Socialist Party, despite its own internal dissensions, agreed in late
November to participate actively in a four-party govermment under Christian Democrat
Aldo Moro.”™ Mo other grouping of forces can obtain a majority in the present Parlia-
ment. The Socialists, who since 1956 have increasingly disassociated themselves from
their former Communist allies, are in the govermment for the first time since 1947.
Their actions in the past have had an unsettling influence on the economy. As their
price for passive support of the Fanfani govermment in 1962-63, they demanded and
‘on the nationalization of the electric power industry and the withholding tax on
dividends. These measures, together with the general political uncertainty this
year, are helc responsible for the large clandestine capital flight (via export

of Italian barknotes),

1/ For a review of previous developments, see Recent Economic Developments in
Ttaly, April-September 1963, dated September 25, 1963.

2/ The new Cabinet was sworn in December 6. Besides the Christian Democrats
and Socialists it includes two small left-of-center parties, the Social
Democrats and the Republicans. The new govermment received its final vote
of confidence in Parliament on December 21,




- However, the economic program to which they have now agreed is reassuring

a,gand private enterprise has been assured that despite national planning it

‘not be inflationary. Finally, while many reforms are envisaged, the long-range
goals do not appear unduly radical, The conservative press, while harboring reser-
vations on some aspects, has approved the program as a whole,

Almost the only anti-inflationary action up till now has been in the
monetary field, where the Bank of Italy could operate with considerable autonomy.
Since the summer the Bank has restricted its lending to the commercial banks, and
in September it effectively enjoined the banks from further net foreign borrowing,
so that the external deficit became deflationary. The caretaker govermment of
Mr. Leore took some limited measures in the autumn, including a reduction in the
planned budget deficit for the current fiscal year,

The $113 million balance of payments deficit in the third quarter indi-
cates a further worsening, after allowance for seasonal factors. In October,
seasqnal factors increased the deficit, and with the banks no longer increasing
their net foreign indebtedness heavy drawdowns of officials reserves set in.

Internally, prices continued to rise in the third quarter, But a favor-
able development was a slowing--for the second successive quarter--of the advance
of wage rates. A moderation in the rate of rise of overall demand during the

summer is indicated.

New govermment's economic program is announced

~several standpoints. In the first place, no further nationalization is contem-

=Wi11;hgtxbé subject to more than "normal" risks. Second, the Socialists have agreed

that wage rates should not outpace productivity, and that govermment spending should

In late November the four parties of the new government agreed on a compre-

hensive economic program which includes action to stop inflation and improve the
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ance of payments. It also commits Italy to adoption next year of long=range

ational ecoriomic planning, pending which various interim measures will be proposed

'tbfﬁelp;ééhiGVe;lang-run goals. Although the program is couched in general terms,

the inclusion--for the first time since 1947--of Socialist members in the Italian
Cabinet suggests that the reform features of the program should be regarded
~seriously, &

A, Stabilization program. To reduce inflationary pressures, the

govermment will:

(1) Apply a temporary "freeze'" on govermment expenditures

and reassess the priorities of public investment outlays. (The
meaning of this "freeze" has yet to be spelled out,);

(2) strive to keep wage rates from rising faster than
productivity;

(3) Restrict consumption of '"nonessential goods, es-
pecially through taxation;

(4) Reduce tax evasion and tax exemptions;

. (5) Stimulate investment in areas where quick returns
can be realized and where demand Pressures are greatest,
e.g., milk, meat, fats, and sugar.

(6) Encourage food imports; and
(7) Place curbs on nonearned and nonlabor incomes,
particularly from real estate,

B. lLong-run objectives. The long-run goals of the program are (1) the

reduction of income disparities between Northern and Southern Italy and between

agrarian and other incomes; (2) more public aid for housing and urban development;



%;ané (4) tmprovement ©of the educational System and of scientific, professional

3

iarand cultural trainzng. These objectives are to be reached under a series of five-

";yeax natianal plans, the first of which will be drafted in 1964, The long-range

',H,éragramqreafflrms the need for monetary stability, for contaimment of wage in-

Creases within productivity limits, and avoidance of substitution of money creation
'for "real" savings, while maintaining labor's freedom of action. No further
nationalizatior is contemplated, and private enterprise will not be subjected to
more than normal risks,

plan is ready, the new government will lay down lines of action on certain priority

C. 1nterimvmeasures* Between now and the time when the first five-year

issues. The principal measures proposed are:

(L) Urban redevelopment plans, providing for possible
expropriation of land, and the curbing of real estate specu-~
lation;

(2) Tax reforms to simplify the tax system, to improve
collections, and to replace the turnover tax with a value-
added tax;

(3) An anti-monopoly law;

(4) Reform of company laws to provide more adequate
financial reporting to shareholders and the public;

(5) Elimination of sharecropping by gradual means; and

(6) Tax relief and social assistance for farmers,




In the thxrd quarter the Bank of Italy adopted a general policy of ‘keeping

G5 mits off;he rlsa tn real output, resulting in a
udistlnct slowing of the iﬁcrease in the money supply, This policy was continued in
*thober-ﬁecember, with allowance for seasonally higher needs for liquid funds,

The Bank employed two instruments of control to implement this line of

action:

1. First, it reduced its accommodation to the commercial banks by 84

.Iillon lire in the third quarter, compared with a reduction of only 11 billion

lire in the same period of 1962, despite the banking system's increased need for
such funds. (See Table 1.) This accommodation, which takes the form of redis-
counts, advances, and deposits with banks of the Italian Exchange Office, is
carefully controlled by the authorities at all times and is the main tool for
influencing credit expansion over short periods of time.

2. Second, in early September the Bank requested the commercial banks not to
increase their pet foreign borrowings beyond the level of the end of August, and
‘his request was complied with., The banks'’ net foreign indebtedness had continued
| to soar by 142 nillion lire in July-August, but it fell 15 billion lire in September.
This change in policy caused Italian external transactions to exert a strong defla-
tionary effect from September on. Official reserves and other official net foreign
assets dropped 46 billion lire in September in order to cover the balance of pay-
ments deficit and the decline in the banks® foreign indebtedness,

These actions helped to hold down the third quarter rise in the money
supply to 3.5 per cent, or 20 per cent less than the 4.3 per cent rise in July-

September 1962, (See Table 1.) Bank credit to the economy increased 4,3 per cent,
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| BANK OF ITALY CREDIT
TO COMMERCIAL BANKS

COMMERCIAL BANKS' NET
FOREIGN BORROWING

- MONEY 'SUPPLY '
- COUNTERPARTS OF MONEY

SUPPLY

A.

B.

C.

Credit to economy
1. Commercial banks
2. Bank of Italy

Credit to Treasury
1, Commercial banks
2, Bank of Italy

Official net foreign
assets

Savings deposits 1/

Treasury balance with
Bank of Italy 1/

All other (net)

. fable ). Ttaly: Selected Monstary
| (In billions of 1ire;

i . a(;..

Statistics,

‘end of month)

9,482
239

2,522
858

2,509
~6,719

- 5ho
555

1/ Because these are offsets,

Source:

Data assembled from Ba

596

64
94287

9,952

27

2,553
853

2,685
~6,992

- Lhé1
450

- 11

- 28
+381

+470

+ 8

+ 31

+176

=273

+ 79
~105

938

713
10,496

11,851

298

2,430
939

2,802
~=7,821

-~ 135
132

minus sign = positive balance,

12,37h
295

2,457

879

2,864
--8,030

L7
- 24

nk of Italy Bollettino and Supplemento al Bollettino.
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“Per cent-in a year earlier. Official net foreign assets rose only
billion lire compared with 176 billion lire a year before;l/this contrast re-
ected ‘both the shift in the balance of payments from surplus to deficit, and
~the September directive to the banks. On the other hand, two developments in
particular tended to increase the rate of money supply expansion relative to 1962,
These were a smaller increase in savings deposits, and a greater drawdown of
Treasury cash balances,

Additional economic measures taken in Jeptember-October,

. On September 25 and October 1 the Italian Cabinet announced a number of
ﬁ"ecbnomic measures designed eithgr to reduce inflationary pressures or to spur
production, However, because of its caretaker status, the govermment in office
at that time felt itself unable to adopt a strong anti-inflationary program.

The anti-inflationary moves were in the fiscal field, and the major pro-
vision was a reduction in the forecast budget deficit for the fiscal year ending
June 30, 1964, Budget receipts in July-September ran 80 billion lire above initial
estimates, anc the excess was applied to reduce the deficit from 502 to 422 billion

lire. This compares with an administrative deficit in the previous year that was
.389 billion lire in the initial budget presentation but which in the course of the
year increased sharply to a figure that was probably in excess of 650 billion lire,
Whether this year's deficit will be similarly inflated by supplementary expenditures
is impossible to predict. However, in recent pronouncements, both Governor Carli
of the Bank of Italy and Premier Aldo Moro have warned @gainst continuation of the

upward trend of budget deficits in the past two years,

1/ These assets rose 108 billion lire in July-August, because the increase
~  in the bank's net foreign borrowings exceeded the over-all payments deficit,
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A secohd fiscal step was an increase in turnover taxes on a number of
uxﬁry" prnducts to discourage their consumption, an action believed‘tbfhavefbeen
taken mainly for psychological purposes. To increase its revenue the,guVernmeht
"alsgvmadeﬂpre;osals to speed up tax litigations, |

» To encourage production in general, it was decided to grant special
accelerated depreciation allowances on investment in new plant and equipment,

and regular depreciation coefficients were revised in favor of industry. Also,
numerous regulations and programs were promulgated to increase low-cost housing
construction and output of several agricultural products, two areas where infla-
tionary pressures have been strongest,

External position weakens further; heavy reserve losses begin

Italy's balance of payments difficulties became more acute in the third
quarter, if allowance is made for:-seasonal influences, Foreign borrowing by Italian
Commercial banks more than covered the deficit in July-August, but with the halt in
such (net) borrowings in September- Ltaly's off1c1a1 forelgn assets registered the
full brunt of the imbalance. The loss of reserves was heavily accentuated in
Octaober. |

The deficit of $113 million in the third quarter was smaller than the .
$412 million in the second quarter because of the seasonal rise in tourism in Italy
and favorable seasonal factors on trade account. But the deficit deteriorated by
$448 million from the third quarter of 1962 (when a surplus of $335 million was
recorded), compared with a year-to-year worsening of $387 million in the second
quarter,

The trade position once again worsened rapidly, although seasonal factors

caused some improvement in the actual figures. The deficit on trade payments of




"Invisihles

ylmports, Coiof.) ™

ﬁﬁ-*(payments 1/

B, CAPITAY, ACCOUNT

Italian banknotes returned

‘for credit by foreign banks

All otter

‘transaction (net)

Q. UNCLASSIFIRD TRANSACTIONS

n, OVER-ALL BALANCE ( Ade»C)

E. MONETARY MOVEMENTS

{ficial reserves

Other official net foreign

assets

Commerc:ial banks! net
foreign position

7/' Excluding frelght and insurance paid to residents

Estimated.,
Bources: I.N.
U.S. Embassy,

C.E., Movimento Valutario;
Rome ®

-105
+11h

+ 16

+335

=335
- 13

=277
- L5

Bank of Italy, Supplemento al Bollettino;

22

383

-623
+541

- 30'
-169

+139 _/

202
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;1llion was $21 million less than in the second quarter. (See Table 2.)
Imp&rt and export figures are not yet available.) However, the seasonally
'adjusted shlpments through customs showed a rise in the deficit from $604 million
in Aprll-Junﬁ to $771 million in July-September, an increase of $165 million in
;,the,space of three months. (See Table 3,) Imports (seasonally adjusted) continued
to soar, rising 9.6 per cent from the second to the third quarter, to a level 31
Per cent above a year ago. In the main this rise reflects increased demand for
consumer goods imports caused by the excessive expansion of money incomes, although

generally poor crops for two successive years have also added to over~-all import-

demand. Adjusted exports were up 1.2 per cent in the third quarter, when they ex-
ceeded the year-ago rate by 9.7 per cent.

The position on current invisibles has also been slipping continuously in
the past year, and net receipts of $541 million in the third quarter were $36 million
less than a year earlier. Although gross receipts from tourism were up 11 per cent
from July-September 1962, other items weakened, including expenditures by Italians
on foreign travel (up nearly 50 per cent),

While the capital account deficit shrank from $136 million in the second

quarter to only $30 million in the third quarter, here again seasonal factors were .
highly important. As the number of tourists to Italy increases in the summer months,
much more of the exported Italian banknotes are bought up abroad to cover travel
expenses. This is one reason why the amount of banknotes remitted for credit by
foreign banks (mostly Swiss) fell from $467 million to an estimated $169 million.

To what extent the initial outflow of notes may itself have slackened is not known.

If the remittances of banknotes are deducted from the total net capital flow, the

net inflow on all the remaining items (the only other available figure) drops from
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Table 3. Italy: Foreign Tradé, 196263

Unadfustvd

1962 - Quarter I

II

IIT

v

1963 - Quarter I

II

IIT

Seasonally-adjusted

1962 - Quarter I
II

III

Iv

1963 - Quarter I

‘ II

IIT

April
May

June
July
August
September

(In millions of dollars)

Imports c,i.f, Exports
1,452 1,128
1,470 1,152
1,517 1,166
1,680 1,258
1,707 1,188
1,908 1,249
1,949 1,289
1,458 1,185
1,578 1,176
1,678 1,208
1,673 1,220
1,881 1,275
2,061 1,290

625 Lok
636 blily
620 L27
639 L1k
688 L26
734 450

Source: (ECD

Balance

=32l
“318
..351,
«)122
-519
-659
<660

=216
<135
=402
=461
=45l
=60}
=771
=220
=191
=193
-225
-262
=28l
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oﬁ to@$139¥mi1lion. But this change cannot be interpreted for many

ncluding absence of knowledge of (1) the true dlmen31ons of the gross

knat 30utflow, and (2) the pProportion of such funds that is reimported through

the intermediary of the foreign banks.

The latter is believed to be high, but
is of course subject to quarterly variation,

In the coverage of the deficit, Italian commercial banks increased thelr

.k’net foreign borrowing $227 million in July-August, Since this greatly exceeded the

over-all deficit, official reserves and other official net foreign assets rose

 $175 million. With the subsequent abrupt halt (in fact, slight contractlon) of

recourse to foreign funds, official holdings dropped §74 milllon in

September, of which $54 million was in gross gold and foreign exchange reserves.

Official reserves fell $180 million in October and other official net

foreign assets declined $86 million. This reflected a Pick-up in the rate of

deficit (mostly seasonal) and continued absence of further net foreign borrow1ng

by the banks.

1




- owzng its sharp decline in September,ll the lira has not been allowed

further on the exchange markets and has been kept well above parlty '
"5h~the dollar

The lira has been maintalned by the authorities since the last

eek of Septenber at about 0.1607 U. 8, cents per lira, which is 0,4 per cent

7above ‘the parity rate.

Erinefrisefcontinues

Consumer prices continued their rise over the summer., The increase from

*June to September was 1 per cent, despite favorable seasonal influences on food

‘ pr1ces. Wholesale prices dipped in July, but rose in September to 1/2 of 1 per

cent above the June level. In both instances the quarterly increases were greater
than in the April-June quarter, (See Table 4.),

Wage rise moderates

A recent favcrable development on the Italian scene has been a slowing

in the rate of rise of wage rates, In manufacturing, rates rose 1.7 per cent

from June to September, and for ‘the third quarter averaged 2,3 per cent above the

second quarter. This quarter-to-quarter increase compares with increases of 4.1
.per cent in the second quarter and 5.0 per cent in the first. The third guarter
rise was also the smallest, save one, of any of the quarterly increases since the
final three months 0of 1961, when the recent big 'wage push" first began. While
the reasons for this slowing are not clear, the movements of the industrial pro-

duction index and of unemployment since last Spring suggest a decline, or at

least a moderation in the rate of rise, in the demand for labor.

1/ See Recent Economic Developments in Italy, April-September 1963, dated
September 25, 1963,







duction declines sharply

seasonally-adjusted level of industrial production dippedffraétibﬁéily

v“2 per cent in July, and sank 5 per cent in August (latest data availa-

;mEarllex, output had failed to gain in May, so that August productlonfwas :

féfper‘cant below April, From April to July, production of investment godds‘ 

ined 3 per cent and consumer goods production fell nearly 4 per cent,

:talls for August are not yet available.

This downward movement in statistics of industrial production ConfllCtS
y somewhat with jqualitative reports on economic activity in this period., The

Institute for Business Cycle Studies, Italy's leading economic research 1nst1tute,

~ has reported that throughout the spring and summer over-all demand--especially -

consumer demand--continued to increase, though not quite so vigorously as earlier

in the year. Moreover, the Institute's periodic surveys of business senfiment

showed a pick-up in August in business leaders' optimism over the outlook for

production increases in the next few months.






