Crisis in the Public Finances

1. The increase in public spending

Earlier chapters examined developments in the halance of payments and
the lira, leaving the public finances to one side despite their key role in the
country’s economic life. Beginning with this chapter, however, we will focus on
the direct and indircct impact that the public finances, for better or worse, have
had on Italy’s economic development. The paradox is that government fiscal
policy did not achieve this prominence so much for the benefits it generated,
which it did, in fact, do tor long periods during the post-war period, but rather
for its subscquent disarray. Even belore the oil crisis in 1973, public spending
in Italy had increased more than in any other major country, rising from 32 to
50 per cent of GDP between 1970 and 1979, whereas spending in France,
Germany and the United Kingdom, beginning at almost the same level, did not
rise above 40 per cent of GDP, while that in the United States remained virtually
unchanged at about 30-32 per cent.!

‘I'he rapid rise in public spending placed a considerable burden on the public
finances, making it impossible to use fiscal policy to counter cyclical
developments in the economy. In recession, budgetary policy consisted of
increasing spending; during expansion it involved raising taxes rather than
cutting expenditure, increases that did not, however, keep pace with the rise in
outlays.

The two main components of the increase in government expenditure were
social security spending, whose ratio to GDP increased by 9.1 percentage points
between 1957 and 1977, and interest payments on the public debt, which rose
by 4.5 points. Social security spending increased more rapidly than any other
category of expenditure,? spurred by the belief that government should act as a
welfare state, guaranteeing an acceptable standard of living to all. ‘This view was
encouraged by mass-based political parties in search of votes and unions seeking
to increase their influence with those social groups which had not yet been
absorbed into the world of work.

The principal factor in the increase in social-sceurity spending was the
decision to make pension rights nearly universal and to link increases in pensions
to the cost of living. Until the 1970s there had been no automatic adjustment of
pensions to changes in the cost of living: any increases were implemented
through special laws cnacted in reaction to pressure from pensioners. In 1971,

G, Magnifico, “Recent aspects of monetary policy and models of monetary analysis”, in Review,
3OOV, 1 CFebruary 1983), p. 1.

* Rolando valiani, “Italian public finance”, in Revicw, XXXI, 1 {fanuary 1979), pp. 67-68. Ibid., pp.
G7-08 et seq. '
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however, pensions were indexed to the cost of living and in 1970 employcec
pensions were linked (o rises in minimum contractual wages in industry. As a
result, the minimum pensions of employees began to increase more rapidly than
the cost of living and per capita GDP. In addition, pensions slightly above the
minimum level in real terms also increased, owing to the automatic adjustment
mechanism, thanks to which pensions not only increased considerably as a
percentage of GDP but, even more importantly, were poised to rise even more,
In 1978 it was calculated that pension outlays would increase from 12 per cent
of GIIP in 1977 1o 14.6 per cent in 1981 if reforms were not introduced.

The main peculiarity of the Ttalian system was the fact that the *minimum
pension” was granted to anybody who had worked for a given number of years,
even if the person had not earned encugh to quality for a normal pension. 1t
was essentially a subsidy paid to emplovees from social security contributions
out of wages and paid to the self-cmployed by the government, i.e. taxpayers,
The minimum pension alone accounted for more than 70 per cent of the value
of pension payments in 1979. Rolando Valiani advanced a number of criticisms
of the minimum pension, especially regarding its redistributive effects, given
that the minimum pension was paid to 4 wide range of heneficiaries that included
people with employment or investment income or other pensions,

Another anomaly in the Italian social security system was the disability
pension, which had extremely loose criteria for determining eligibility, especially
after 1959, and beneficiarics were not always poor. Pensions to the self-emploved
also benefited from large subsidies. For example, artisans finunced only 33 per
cent of their pensions, shopkeepers 38 per cent and owner-occupier farmers 6
per cent. The latter piaced the heaviest burden on the system. In 1976, they
made contributions totalling 156 billion lire but received 2,210 billion lire in
benefils. Nevertheless, in 1979 it appeared difficult to alter this ratic, given the
mass movement of people out of agriculture and the ageing of those who
remained. The situation worsened in 1969 when it was decided that pensions
above the minimum would no longer be calculated in relation to actual
contributions but rather in relation to beneficiaries’ wages at the end of their
career. The change rewarded workers with higher wages and those in carcers
with & more steeply-graded salary scale, a bonus whose cost was borne by the
mass of workers paying into the system.’

The other major category of rapidly increasing social spending was
expenditure on health care, which in 1977 had grown to more than 5 per cent
of GDP, of which half went to meet the cost of stays in hospital. The amount
was forecast 1o rise to 6 per cent if adequate controls were not introduced, with
spending on pharmaceuticals, testing, hospital stays and equipment increasing
well beyond the level that could be justified as necessary to provide proper
health care. The relaxation of controls by the bodies respensible for monitoring

* Mid. pp. 72 et seq.
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the system contributed to the rise, as did absenteeism for illness.

Spending on general government also absorbed a considerable portion of
the budget. Although the rise in public-sector unit wages was neither rapid nor
large, the significant increase in the number of public-sector employees did have
a major impact. Between 1970 and 1977 alone, the number of public-sector
employees rose by 487,500, a very large figure il compared with the increase of
1,043,000 workers in the cconomy as a whole over the same period, However,
about two thirds of the increasc came in the education sector as a result of the
increase in the extent of schooling and the reduction in the pupil/teacher ratio.?
Nevertheless, “greater fragmentation in salary negotiation and reduced control
over these by the central authorities threatened to push spending even higher,
hence the argument for “a central strategy for public sector salarics”.?

Another major item of government expenditure wete transters 1o public-
sector enterprises (state-controlled enterprises, municipal companies, ¢tc.),
which, in addition to budget transfers, included other forms of preferential
financial treatment such as increases in their endowment funds, advances,
subsidies and loans. Such expenditure rosc from 4 per cent of GDP in 1970 to
7 per cent in 1975, Moreover, while central and local public-utility companies
accounted [or only 22 per cent of such spending in 1970, in 1977 the proportion
had increased to about half, mainly to cover operating deficits resulting from
government-imposed pricing policies.

1n short, the increase in spending in this sector was aimed at keeping the
price of public services low instead of fostering investment. It was rightly noted
that this sort of welfare assistance tended to produce a less efficient allocation
of resources and discourage entreprencurship, dynamism and mobility, which
are the basis of the development of a market society. It also ended to lower the
average productivity of the system and generate new inflationary impulses.®

2. Government revenucs and the excessive tax burden

On the other side of the coin, in public finance tax revenues increased from
25.8 to 33.7 per cent of GDP between 1957 and 1977, while total general
government revenues rose from 28.3 to 37.2 per cent. As large as the increase
was, it did not keep pace with that in government spending, which rose from
29.9 to 47 per cent of GDP over the same period. The gap between the two
began 1o widen significanty in 1970 as Italy recorded considerably larger budget
deficits in terms of GDP than the other industrial countries,

+ Nevertheless, the increase in the number of public-sector employees did not eliminate the in-
imbalance in the labour market between the supply of white-collar jobs and demand in the productive
sector. In any case, the incidence of spending by general govermment and the broad definition of
the public rase from 14.5 per cent of GDP in 1970 10 16.7 per cent in 1972, ibid., p. 75.

7 Ibid.
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In order to finance these expanding deficits direct taxes increased sharply.
Although subsequently amended, the 1973-1974 reform of the tax system had
two main effects: a large increase in overall revenues and a change in the
composition of total revenue. Tnn 1970 direct taxes raised 28 per cent of revenues,
while indirect taxes accounted for the remaining 72 per cent. Following the
refarm, the ratio between the two changed radically: in 1979 direct taxes
generated 51 per cent of revenues and indirect taxes 49 per cent.” Within the
absolate and relative increase in direct taxation, perscnal income taxes came to
play a predominant role in the provision of revenue, rising from 16 per cent of
total direct taxes raised in 1970 to 57.9 per cent in 19767

Such 2 massive increase in income tax produced a variety of effects on
household saving and its uses and on the distribution of the tax burden among
taxpayers in different econormic sectors, in dilferent positions in the productive
process or in the household, ete. The majority of income-revenues were collected
from employees, Nevertheless, since income tax is imposed on a laxpayer’s 1otal
income, the existence of multiple sources of income made it difficult to
redistribute the tax burden, especially among different types ol income.” On the
other hand, despite the fact that a variety of closely-linked income sources
contributed t¢ the total income of the individual wxpayer, the tax base of Tealian
income tax was generally felt to be relatively narrow and subject to erosion. The
narrowness was a consequence of several factors: the use of criteria for calculating
certain types of income that tended to understate their value; the exclusion of
certain categories of income trom the progressive income tax; tax allowances
and credits; and widespread tax evasion.

The erosion of the tax base was due to the criterion used to calculate incomes
from land and buildings; together with the exemption of interest on government
sceuritics, bank deposits and bonds from taxation. Although justified by a variety
of understandable considerations, such exemptions often gave rise to arbitrary
reatment of different taxpayers. All of these issues needed to be considered inany
discussion of the structure of income tax." Iowever, the issue became even more
difficult when inflation was included in the equation, as the problems that a
progressive personal income tax posed were accentuated in periods of high inflation.

3. The problem of the Treasury

In order to meet its treasury needs, the government turned 1o the Bank of
Italy, taking advantage ol the fact that, while in the other industrial countrics

T AL Pedone, “Aspects and problems of income tax in Nalv”, in Rerders, X3XTV, 3 (October 19803, p.
424,

& ihid., p, 418,
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such bank financing was limited to a fixed amount, in Tialy the government could
" gbtain central-bank credit of up to 14 per cent of planned spending, increased
by the amount of subsequent budget revisions. Moreover, the interest rate charged
on central-bank financing of the Treasury was a mere 1 per cent, unlike the other
countries, where interest was charged at official or market rates. "

Once the 14 per cent limit had been reached, the government had no choice
bul 10 raise taxes to cover the deficit (a path Italy did not neglect, as we have
seen) or, above all, to issue new debt. ITowever, the large increase in issues of
government securitics made it impossible to ensure that all issues would be fully
taken up, so in 1975 the Bank of [taly was required to purchase any unsold
sceurities at the monthly auctions at the auction price, allowing the Bank to
place them on the market whenever possible.

The monetary base thus increased steadily. Between 1972 and 1976 the
amount of direct and indirect central-bank financing of the Treasury was more
than 100 per cent of the net expansion of the monetary base. The situation
changed between 1977 and 1979 with the launch of the government's stabilization
policy in the autumn of 1976, but the expansion of the monetary base, and with
it growth in issues of government securitics, resumed in 1980. In 1981 issues
totalled 110 trillion lire and were forecast 10 rise to 140 trillion in 1982."

4, Public spending and private saving

In order to prevent the growing mass of treasury hills from falling entirely,
or almost entirely, on the Bank of Ttaly, thus causing an even greater expansion
of the monetary base, efforts were made 10 encourage households to purchase
more government sceurities so as to reduce and eventually eliminaic the need
for monetary financing of the treasury’s borrowing requirement. However, the
pubilic initially showed little interest in purchasing fixed-interest government
securities given the level of inflation at the time. In the mid-1970s households
preferred bank deposits, in part owing to the speed with which they could
withdraw their money if needed. As a resualt, banks absorbed the majority of
annual household savings, accounting for 87 per cent in 1973, 60 per cent in
1975, 66.6 per cent in 1977 and 52 per cent in 1979."

In order to persuade savers 1o purchase treasury bills, these securities began
to be offered with interest rates higher than those normally paid on fixed-interest
government securitics, bringing yields much closer to those on bank deposits.
Between 1979 and 1981 the range of maturitics at which they were issued was
also widened and now included short-term paper. The frequency ol auctions
was also increascd. Treasury bills thus lost most of the classic characteristics of

* Magnifico, ‘Recent aspects”, p. 15,

W Parillo, “Address”, in Revfew, XXXV, 2 (Junc 19823, p. 257.

1 Michele Barbato, “The evolution of monetary policy and its impact on banks”, in Revdews, X1, 2
{May-August 1987), pp. 173-176.
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government securities, gradually becoming fully-fledged means of payment.
They progressively replaced longer-maturity government seeurities, coming to
account for two-thirds of the issue of government sccurities,” rising to a full 96
per cent in 1980 and about 80 per cent in 1981." Meanwhile the ratio of public
debt to GDP rose from 30 per ceat at the beginning of the 1970s to about 70 per
cent'” and treasury-bill yields continued to rise.

Tt was the continuous rise in these rates from 6 (o 14 per cent that attracted
households and changed their saving behaviour, with a consequent impact on
the banks. Deposits declined as a propoction of household [inancial assets from
$2.6 per cent in 1979 10 31.8 per cent in 1981, while that of treasury bills rose
tfrom 10 per cent in 1977 to 18 per centin 1979 and 35 per cent in 1981.% Tt should
be noted that the increased preference for government securitics was also a result
of the sharp fall in share prices, a decline that was not limited to Ttaly alone. "

5. Credit controls

While households were demonstrating an increasingly healthy appetite for
government deb, inflation began to increase rapidly again after having slowed
down since 1976. Tn the wake of the Khomeni-led revolution in Iran, between
1979 and 1980 a second large rise took place in the price of oil. This increase
was also reflected in lialy’s balance of payments, causing the lira 10 weaken
even further. Inflation, which had fallen to 12 per cent in 1978, rose above 21
per cent in 1980 before steadying at 17.8 per cent in 1081,

The decline in inflation in 1981 was the result of the measures taken by the
authorities to improve the management of the public debt. facilitating placement
with houscholds in order to enable the Bank of Taaly 1o exercise more effective
control over the money supply, The first step in this direction was the introduction
of repurchase agreements, which enabled the central bank to manage liquidity
between the monthly treasury-hill auctions. Measures were then introduced that
accelerated the process of banking dis-intermediation by lowcering the lending
ceiling and, in January 1981, extending the restriciions to loans of less than 130
million lire and those in foreign currency.

The inclusion of louns of less than 130 million lire in the credit resirictions by
itself revealed the gravity of the financial and balance-of-payments situation in Ty,

B Magnitico, “Recent aspects™, p. 248,

% Moid, ppr. 28-20.

v Ihid. p. 29,

" Barbato, “The evolution of monctary policy”, p. 182

¥ The tall in equity prices was even worse in the United States. Franco Modigliani and R A. Chon
(“Inflation and (he stock market”, in Reesfern, XXXV, 3 (QOctober 19810, pp. 415 &t seq.) mentioned
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Following the first oil crisis in 1973 the Bank of Italy had set a ceiling on bank lending
that was applied only to loans of mere than 500 million lire, in order not to harm
small and medium-sized enterprises, while the number and amount of loans above
500 million lire could not exceed the forecast growth in total lending. Given the
acceleration of inflation and the worsening of the balance of payments, in 1974 the
ceilings were extended to almost all bank loans, except for those relaled to energy,
cereals and a few olher categories and low-value loans.” The resulls were
encouraging. The flow of capital was reversed in Ttaly’s favour and stocks were
reduced, although, with the fall in inflation achieved, the volume of gross fixed
investment also declined. In the following year credit ceilings were not necessary.

In 1976 the Bank of Italy restored the credit ceilings but with a difference,
as noted by Antonio Fazio and Stefano Lo Faso: the new restriclions applied to
lira-denominated loans, which allowed banks to increase their foreign-currency
lending. This was done in order to profit from the abundant liquidity in the
international financial markets and channel large amounts of short-term capital
into the country through the banking system in order to stabilize the exchange
rate of the lira, thereby reducing inflation.

The entire programme was supplemented with a major package of fiscal
measures. Once again, there was a sharp improvement in the balance of payments
and a further significant decline in inflation, although, as hefore, economic activity
was showing signs of flagging.*’ As mentioned above, the oil crisis of 1979-1980
prompted the reimposition of general credit ceilings on loans of more than 130
million lire. In March 1980 the Bank of Italy also modified the system of controls
over bank lending, allowing banks to exceed the limits if they deposited a large
non-interest-bearing reserve with the Bank, whose amount was a rising proportion
of the overshool. Using this system and the consequent impact on interest rates,
the Bank sought to govern the growth of liquidity.” Its efforts did not end here,
however. At the end of 1979 it had begun to use open-market operations to
influence the expansion and contraction of market liquidity ®

Financial intermediation with business had become an expensive proposition
in Italy, considerably more so than in other industrial countries. In addition 10
the draining of capital by the large public-sector deficits, this helped to explain
the limited formation of capital in the business sector and, conversely, the much
greater saving by households.”

2 Antonio Fazio and Stefano Lo Faso, “The control of credit and financial intermediation in laly”,
in Review, X000V, 3 (October 19800, p. 473,

® Ibid, pp. 473-474.
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7 Franco Cotula and Rainer Masera, “Private savings, public deficits and the Inflation Tax”, in Reviet,
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6. The “divorce” between the Bank of Italy and the Treasury

In Juty 1981 the Bank of [taly was finally able to free itself of the requirement
to act as the residual purchaser of government securities at issue, although this
did not imply that the Bank had shilted its policy outlook to a monetarist position.
As Maria Teresa Salvemini®® pointed out, the “divoree™ was caused by the gradual
build up of daily treasury deficits, which the Bank of Ttaly was culled upon to
finance, thus expanding the money supply. The Treasury was supposed to absorb
all or part of the excess liquidily by auctioning securities, but becausce the auctions
took place at relatively lengthy intervals the central bank was forced to sell
treasury bills during the month to absorb the liquidity before it triggered a process
of credit creation and to consoliclate the compulsory reserves. The Treasury was
thus able o sidestep its responsibility.

AL the same time, the centralization of the borrowing requirements of the
enlarged public sector in the mid-1970s under the Treasury had caused the
problem to worsen further, making it impossible to sustain the old treasury
management policy, which had sought to regulate the state-sector horrowing
requirement in line with monetary-policy objectives. Hence the decision in July
1981 to abolish automatic and uniimited central-bank (inancing of the Treasury.
The Treasury once again became responsible tor ensuring the placement of
sufficient securities to cover its financing needs, allowing the Bank of Italy to
supply an amount of liquidity consistent with its own objectives for monetary
control and the general economic aims of the government.” In other words, the
change allowed the central bank to purchase the amount of government securities
in the primary or secondary market necessary to produce the desired expansion
of liquidity in relation to its credit and deposit targets.*

The divorce between the Treasury and the Bank of lialy did not mean that
the behaviour ol the two institutions would necessarily diverge. The uncertainty
of the deficit made it more important than ever that they coordinate their actions
and miake sure that this coordination was evident to the market. After the divorce
it was clearly necessary to improve the wols and echniques available to the
money market, given that the Treasury and the market were now in direct contact.
As it was, the post-divoree institutional arrangements would acquit themselves
well in the currency crisis of April 1982, demonstrating a significant improvement
in the management of the currency and the public debt, ensuring the essentiul
conditions for the transition to a system in which the Treasury would have 10
go to the market for its funding and therefore one in which the Bank of Italy
would return to providing at least temporary financing 1o the markert itself

# Maria Teresa Salvemini, “The Treasury and the money market: the new responsibility afier the
divorce”, in Repiew, 3300V, 1 (February 19800

< fhid., p. 33
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M Ihid., p. 53
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7. Indexing savings

Houschold saving continued to be a strength of the Italian economy. Bank
deposits did not decline, increasing by 13.2 per cent in 1980, 8.7 per cent in 1981
and 11 per cent in 1982, averaging about 13 per cent per annum for the period
hetween 1979 and 1982, However, the rise did not keep pace with inflation, which
averaged 17.5 per cent per annum over the same period.® Deposits had performed
better in the previous four-year period (1975-1978), when they grew at an average
anmual rate of 23 per cent and inflation averaged 15.7 per cent. In short, deposits
increased in nominal terms but contracted in real terms. With their higher rates
of interest and shorter maturitics, treasury bills continued to attract ever greater
attention from the market. However, their spread and the consequent rise in
average market interest rates contributed Lo creating a sort of broad-based
indexation of savings, with adverse consequences for controlling inflation.

Owing to widespread expectations of ever-greater issues of reasury bills,
the increasing volume of such issues at ever shorter maturities gave rise to
instability in the money markel. The market became too liquid, with the
excessively large volume of short-term securities shunting the money supply
and bank deposits aside. Some complained that the delay in implementing the
divorce hbetween the Bank and the Treasury made it impossible to change the
situation, with policy caught between the deficit on one side and inflation on
the other. The cost was also threatening to become excessive, as shown by the
rise in bank interest rates and, with them, the cost of credit, increasing the burden
on the economy.®

If the volume of treasury bills issued had continued to grow even greater,
no-one could have prevented the intensification of factors distorting the proper
evolution of monctary flows and the efficient allocation of financial resources.

8. The difficultics of financing the Treasury

The widespread concern about the situation was due to the increasing
difficulty of containing the budget deficit. Tt continued 1o expand each year, and
with it the public debt. All attempts to curb it had proved ineffective and the
public finances were less and less able to bear the pressure of uncontroilable
increases in spending that regularly and predictably led (e overshooting spending
targets.” The need to check the growth of the deficit therefore became the focus
of discussions and negotiations.

# G, Guidi, “Opening remarks”, in Keview, X00VI, 2 (June 1982), p. 192,

# G.L. Mengarelli, “I'he effects of inflation and the public deficit on the llows of saving and credit
in Italy™, in Kewiew, XXXV, 1 (February 1982), pp. 33 et seq.

= Tbid | p. 54,

# Giovanni Ruggeri, “The difficull financing of the Treasury”, Rewders, XXXIX, 1 (February 1985),
pp. 10 ef seq.
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Having abandoned for the moment the option of a municipal tax on
buildings, the effort to lower the deficit rested on a remission of construction
irregularities and on the reduction of Treaswry account. Nevertheless, the package
had to be supplemented with a number of additional measures, above all
restricting the criteria for spending on health care and pensions, which were to
be set in relation to the actual level of services to be provided.

Giovanni Ruggeri, the Accountant General, emphasized with great clarity
the difficulties of mining in the deficit. He underlined the problems of quantifying
public expenditure and reaching agreement hetween the government, Parliament
and various interest groups on the action to be taken once the readjustment plan
was drafted. The country was bulfeted by a wave of dissatistaction. Public-sector
employees, pensioners, laid-off workers, first-time job seekers, users of the
health service and 4 host of other groups all had demands that, if even partially
met, would inevitably have an impact on public spending, thus widening the
deficit. Bven this did not include the spending needed to complete “emergency”
works that could no longer be postponed, whose costs had increased with time,
thanks in part Lo inflation, Topping it all were natural disasters such as the
earthquake that hit Basilicata, Campania and part of Apulia in 1980 (Iraly scemed
forever afflicted by earthquakes) and the unavoidable costs of implementing
Community directives, such as those regarding the steel industry and agriculture.

Owing to the continuous and varied demands of new and old needs, the
deficit-reduction measures soon proved to be insufficient, leading to discussions
for a “second phase”, with an emphasis on rapidly {inding new revenues.® In
fact, the difficulties encountered in issuing debt were so serious that the Bank
of Italy was quickly criticized for maintaining that its sole task was to defend the
currency. Ruggeri replied that “in the absence of an economic constitution laying
down, as in other countries, the functions of the central bank, it should be noted
that, among the ‘institutional’ aims and those of *public interest” auributed to the
Bank of Italy in its statute, no mention is made of the regulation of the currency.
In reality, however, the high level of professional qualifications in the Bank of
Italy enabled it 1o make a powertul contribution to the performance ol this
function and signs of this practice are to be found in the preliminary works of
the constituent asscrnbly™. ¥

In this situation it appeared that the “divorce” was in need of amendment. It
was argued that circumstances could arise in which the Bank of Traly should not
be able to avail itself of its safeguards. Ruggeri remarked, “no ‘divorce’ in an
‘operator state’ can annul commilments legitimately taken on “even if this leads
to the creation of *hidden deficits’, whose existence in some sectors of public
finance is well known to have been deleterious” ™ Rather, the divorce was to be
interpreted as “allowing independent assessment, divergent views and critical

* Ihid., pp. 16 ef seq.
 Ibid., p. 22,
* thid, p. 23.
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support with regard to budget policy choices”. If, instead, it had been intended
to have an impact on government spending “and, in fact, reduce the financial
scope for further interventions, the critical voice of the central bank can play a
role that goes beyond that implicit in the recognition of its authority”.* The
Accountant General's remarks were widely cited to emphasise the sericusness
of the impuct of government borrowing on the financial market and the fears of
failure overshadowing the placement of government securities.

9. The growth of the public debt

Owing to the increasing size of budget deficits, the public debt grew so
rapidly after 1980 that at the end of 1984 it was estimated to be equal to about
90 per cent of GDP and forecasts of its future growth were even more dramatic.
Rolando Valiani, searching for a solution to the problem, estimated that the debt
would risc 10 125.4 per cent of GDP at the end of 1988.% Certainly, rising public
debt was not 4 solely Ttalian phenomenon, being a problem not only in the
industrial countries bui alse the socialist and developing countries, large and
small alike. Not all had a public debt like Ttaly's, most of which was held by
domestic investors; except for the industrial countries, the debt of most cconomies
was held by foreigners. Nevertheless, whether held abroad or at home, public
debt was especially dungerous in countries where, like Italy, the debt/GDP ratio
was very large.®

The most sensitive aspect of the problem was financing the borrowing
requircment, cspecially owing to its impact on the monetary base. After all,
Ruggeri's remarks concerning the central bank focused on financing the deficit.
However, Valiani came 1o the Bank’s defence, arguing that in the early 1970s
the Bank of Italy had mainly provided monetary finuncing of budget deficits, so
much so that its share of the total debt rose from 25 per ¢ent in 1970 to 40 per
cenlin 1976. 1t was only in subsequent years that the Bank significantly reduced
its efforts to cover the deficit, with its share of the debt declining to 22 per cent
in 1979, 17 per cent in 1983 and an cstimated 10.7 per cent at the end of 1984,
The proportion of monetized debt also tell: afier rising from 11.3 per cent of
GDP in 1970 1o 24.5 per cent in 1975 and 26.2 per cent in 1976, it declined to
about 15 per cent in 1983 and 1984,

According to Valiani, the policy of the central bank initially changed between
1977 and 1978, with the plucement of Treasury bills with the hanks, an operation
that was facilitated by the imposition of the credit ceiling in addition to the
securities investment requircment. The new approach continued with the spread
of investment in government securitics among small investors thanks to the

» fbid., pp. 24 et seq.

* Rolando Valiani, “What solutions are there to Italy's public debt?”, Review, 300X, 1 (February
1983), p. 75.
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favourable interest rate differential with bank deposits, the exemption of
government securities from taxation and the increase in the tax on bank deposits.®

In effect, the Bank of Italy shifted from monetary financing of the public
debt to financing it with government securities. However, the change in strategy
had raised worries about the difficulty of managing the debt and controlling its
growth, especially as it could lead to excessive issues of securities. I1 was feared
that there was a danger that the anti-inflationary rigour of the policy for financing
the debt would force Italy to accept a burst of inflation in the future in order to
reduce the value of the excessive volume of the government securities. Valiani
rejected these fears and the contention that the Bank of Italy had withdrawn
from involvement in public-debt policy, arguing that the central bank had sought
to prevent the need to finance the deficit and maturing debt securities by forcing
it to create new money .

10. Readjustment policies

The central problem facing the Italian economy was to find an effective
policy for readjusting the public finances, a task that could no longer be deferred.
Ruggeri offered another long analysis of the issue. On the basis of experience
and the findings of specific studies, he calculated that more than 90 per cent of
government cutlays for interest payments was determined by the stock of existing
debt and that only 20 per cent of the impact of interest-rate policy came in the
current year, while the largest part affected the deficit in the subsequent year;
that is, high interest rates spurred the growth of the public debt, which in turn
pushed up interest rates. It was a vicious circle that had to be broken at all costs.

The debt and the budget deficit were therefore different sides of the same
problem and it was not possible to remedy one withoul acting on the other. The
Minister of the Treasury had also addressed the problem in 1984, proposing 4
“readjustment plan” for the public finances that aimed to stabilize the debt/GDP
ratio over four vears. The success of the plan depended on annual GDP growth
of 3 per cent for the four years and inflation of 7 per cent in the first year and 5
per cent in the remaining three, as well as on measures to reduce the borrowing
requirement net of interest payments, increasing revenues and capital spending
only at the rate of nominal GDP growth and keeping curreat expenditure
unchanged in real terms.

The conditions necessary for success were neither few nor minor, However,
leaving aside the question of the feasibility of achieving them, others argued
that meeting the conditions would itself have negative consequences. For

A thid., . 86,

“ G, Ruggeri, “Notes on the control of the public deficit in the medium term”, Rewies, 301X, 1
February 1985), p. 74.

#* Ministero det Tesoro, Relazione frevistonale e programmatica per i TO8S (Camera dei Deputati
- Senato della Repubbiica, IX Legislatura).
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example, Luigi Spaventa argued that, if the conditions were met, adverse trends
would be accentuated “and sharply curb the growth of the private scector’s
disposable income, and especially that of households”.* In his view, the
possibility of stabilizing the debt/GDP ratio depended not only on reducing the
deficit net of interest payments but also, for a given real cost of the debt, on the
real growth of the system. ¥

11. The budget deficit and the shift in monetary policy

A further contribution to the discussion of the problem of adjustment came
from Mario Arcelli, who noted that Italy had already gone through a monetary
policy-shift when the Bank of Italy had switched its priority in 1974 from
maintaining stable interest rates to using 1otal domestic credit as an intermediate
rarget.* With the new policy, the Bank of Ttaly was able to cope with the second
oil crisis (1979-18803, tightening the credit ceiling and thus reducing finance to
the privale sector. However, the continuous increase in the budget deficit had
forced the Bank o tighten the ceiling even further in 1980 and 1981, transferring
the monetary squeeze to the banks, which reacted by replacing some ordinary
lending with an increase in that by the special credit institutions, Caught between
the reaction of the banks and the growing budget deficit, the central bank saw
its control over total domestic credit gradually decline before its eyes.

With the weakening of direct credit controls and being forced to limir the
creation of liquidity, the Bank of Italy had to make a number of changes in the
modus opevandi of monetary policy. Thus, following the “divorce”, in 1981 and
1982 it altered its stance with respect to total domestic credit, fostering an increase
in both nominal and real interest rates by allowing credit as 1 whole to expand.
That is, the transmission channels of monetary policy were no longer identified
almost exclusively with the availability of credit but were now increasingly
focused on real interest rates.

The relationship between the budget deficit and monetary policy was
emphasised by the Bank of Italy increasing the compulsory reserve ratio to 25
per cent at the end of Tdecember 1984 and its extension to repurchase agreements,
an instrument that the banks had been using as an irregular form of fund-raising,
The measure shifted controls from the asset side of the banks’ balance sheets to
the liability side.

An additional turning point in monetary policy came in 1983 with the
eliminartion of the credit ceiling. In order to reap the benefits of the change, the

® Luigi Spaventa, “Adjustment plans, fiscal policy and monetary policy”, Review, XXXTX, 1 (February
1985), p. 24.

= Ihid., pp. 28 of seq.

= A year edrlier, Arcelli had discussed the significance and Hmits of total domestic credil 45 4 larget.
in “Is the Tolal Domestic Credit” intermediate objective still valid®®, Rervdernr, XXXVIL, 3 {Octoher
1983}, pp. 414 f seq.
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hanks were forced to diversify the forms of their fund-raising and the interest
rates they paid, as well as to simplify the bureaucracy required by lending
procedures. THowever, both transformations were allfected by the Treasury
borrowing requirement, which thus managed to twist the budget deficit, the
public debt, credit and money into 4 single intricate tangle.

12. The road to stagnation

What were the effects of this situation on the real economy? The economists
writing in the Keview between 1979 and 1981 broadly agreed that the direction
taken by the Italian cconomy was the road to stagnation.” They differed only
in the accent they placed on this or that factor as the direct or indirect cause of
the stagnztion. For example, Michele Fratianni emphasized the contrast between
public and private owncrship, noting that public enterprises were virtually
guaranteed against bankruptey while private-sector lirms ceased business when
their revenues did not cover variable costs.™ Also protected from bankruptcy
were large private firms, Le. those whose labour force was sufficiently large as
1o make it politicalty impaortant.

The fact that large firms ravely faced the threat of insolvency was, according
to Fratianni, the real reason for the aggressive behaviour of the unions. The laucr
had little to worry about if their wage demands were not compatible with the
survival of the firm as they could be reasonably certain that public funds would
be used to save it. Thus, all wage earners were negatively influenced by the
gradual replacement of private firms by publicly-owned enterprises.

As the Tosses of public enterprises mounted and were reflected in increased
public expenditure, it became necessary to raise taxes, including social security
contributions. It was this increase in the tax burden on firms that fostered the
growth of a large “black”™ economy, especially among small enterprises in labour-
intensive industries producing for export or providing services. Fratianni did
not himself calculate the number of workers employed in these sectors but did
include the assessment presented in the Government Keport on the Econontic
Sttuation in 1978, which estimated that there were 1,640,000 workers with more
than one job, 2,600,000 workers with occasional jobs and 400-500,000 foreign
workers.™

Paolo Savona™ also viewed the outlook at the beginning of 1979 as being
marked by worries and tensions. Although by now an industrial country, Traly
“had pre-industrial institutional arrangements”. The high and increasing

¥ Michele Fratianni. the lalian cconomy in 1978-79", Revfers, XXX, 1 January 1979), pp. 33 ¢t
seq.

* Ibid, p. 34

* thid., p. 20,

* Paoley Savona, “The Ttalian industrial structure: problems and prospects”, Revdets, XXX, 1 {January
1979), pp. 45 ef seq.
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dependence on foreign trade, the concentration of production of manufactured
goods in highly competitive sectors, the smaliness of the stock of productive
capital, the insufficient and often outdated infrastructure, the existence of major
sectors in which parasitic rents were prevalent and an ancient territorial dualism
were all factors that made planning independently of the dynamics of foreign
demand impossible. Prevailing economic philosophies involving the substitution
of domestic demand for foreign demand through reforms or “supply-side
planning” {i.e., preparing 4 schedule of individuals’ needs) or the *independent
variable salary” (setting of the rate of wage growth independently of other
economic variables and economic policy objectives), while all had reasonable
justifications if considered as policies on their own, became divergent and
inconsistent® once placed within the context of the reality of the development
and needs of the country. They were “philosophies”™ that could only bring “a
paralysis to the growth and the employment prospects of the economy, and
therefore, a crisis of the whole society”.

Savona emphasized the fact that ltaly possessed “the most advanced labour
legistation in the world — including those areas whete the ‘proletariat’ is dominant
— the most extensive pension legislation, preventive and curative medical
assistance, which was ‘free for everyone’, compulsory education up 14 years of
age, and substantially free education for all up to a university degree. Moreover,
there is an unwritten law ... that inefficient enterprises cannot go bankrupt, so
long as they are deemed to have some social relevance”. However, at the same
time Ttaly had “the lowest labour paricipation rate among industrialized countries,
and conversely, the highest rate of unemployment. We have about a fifth of the
population which enjoys a pension, which is in itself largely insufticient to feed
the pensioner™. The country also had a generally poor-quality and badly-
organized hospital service, inadequate elementary and secondary education,
despite the heroic efforts of some, and crumbling universities burdened with
responsibilities without corresponding financial resources or consistent legislation.
Nevertheless, despite the fact that non-convergent and inconsistent behaviour
was rife in the country and its major industries, the lralian economy continued
to show unexpected vitality within the ranks of smaller or “unregistered” firms,
that is in sectors where economic legislation and union rules were largely absent.™
The development of the ‘black’ economy was an attempt to escape the ‘shackles’
that were hindering growth.®

Valiani argued that it had become difficult to use fiscal policy as an instrument
of cconomic policy. While large social groups desired a welfare state, conflict
continued to characterize the distribution of income and those who demanded
greater public spending rarely felt obliged to support its cost. The result was an

# i, pp. 58 et seq.
# Ibid., p. 39,
* Ihid., p. 60.




increasingly inextricalble tangle of demands for public intervention and “automatic
spending mechanisms” and spirited resistance to tax increases.

The fragility of the political equilibrium and compectition among parties to
win new support tended to ¢nsure protection for all categorics of citizens with
any social or electoral weight and proposals for making expendinure and revenue
policy more efficient had to take account of this reality. Complicating the situation
was the lack of cooperation between central, regional and municipal government.
The public finances could not be planned without the ability to bind the
behaviour ol central government and local authorities o the programme,

13. The crowding out of private finance

An additional difficulty facing the ltalian economy was the host of links
between the real economy and the public finances, which gave rise to the
‘crowding-oul’ of private spending. In the 1930s the concept of crowding-out had
heen at the centre of the debate between the Keynesians and neo-quantity theorists.
While acknowledging its theoretical importance, Arcelli and Vvaliani sought to
reintroduce the idea by analyzing it within the real-world framewaork of the Italian
economy, where the problem had begun to emerge in the 1970s when the
monetary authoritics had intervened to regulate the flow of capital and its allocation
between the public and private sectors.” Between 1974 and 1977, private
investment was crowded out by the financing needs of the public sector, which
was much less economically productive than the private sector. Private investment
was also made increasingly difficult by the ‘stop-go’ nature of government policy,
which was at once the cause and effect of the expansion of government spending
and the widening of the deficit, as well as being influenced by interest rates pushed
up by the volume of government securities being issued and inflation. The flow
of credit to the private sector was contained by administrative controls on bank
lending imposed to ensure that the increasing demands of the Treasury were met.™

The crowding-out of private investment was worsened by the behaviour of
the banks. Matio Monti and Bruno Siracusano showed that lending to the private
sector had fallen from 66.1 per cent of total lending in 1972 to 48.4 per cent in
1978, while the banks’ purchases of government securities increased [rom 33.9
t0 51.6 per cent of total lending over the same period. In other words, more than
half of bank lending was absorbed by government or government-guarantced
securities,” Banks as well as private firms were being crowded our, since a rising
proportion of their assets consisted of government securities. Thus, banks
*Yaliani, “What solutions?”, pp. 91 et seq.

* Bee Section 5 above.

F M. Arcelli andd R, Valiang, "Crowding-out: Some reflections on economic policy” in Revsew, 300{LIT,
2 {March 1979}, pp. 237 et seq.

* Mario Monti and Bruno Siracusana, “The public sector’s financial intertnediation, the composition
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replaced lending to business with lending to the government, weakening their
direct contacts with firms. In other words, the government and its transters at
least partially replaced banks as a financial intermediary with firms. And although
the increase in bank deposits might have prompted the conclusion that this
partial exchange of roles allowed the banks and govermment 10 expand the scale
of their intermediation, the cost to socicty of government financial intermediation
was added to the cost of the banks’ financing of government. This had the
consequence that efficiency in the use of financial resources was presumably
reduced by the greater distance between savings and the use of funds (since
speaking of “investment” in certain cases would be a highly euphemistic choice
of terms) and by the specific characteristics of the intermediary (the government)
making allocation decisions.

Transfers led to the disappearance of what remained of the function of
selecting between different entreprencurial enterprises that the credit market
could still perform. What is more, it can be argued that the central bank could
not be held responsible for monetary policy since the government essentially
required it to restrict bank-lending to firms so that the banks could linance the
government, enabling the latter in turn to finance firms.®

As we have seen, crowding-out was 4 consequence of the government's
massive recourse to the financial market. Filippo Cavazzuti criticized this policy
and, therefore, the budget of the enlarged public sector® Regardless of any other
consideration, Cavazeuti argued thal houscholds were also penalized in the
distribution of the interest being paid on the rising public debt. Beginning in
1974, changes in auction procedures enabled banks to benefit from changes in
interest rates. [n fact, at the beginning of the 1970s the banks held just 23-25 per
cent of Treasury bills issued for investmenlt purposes, compared with about 88
per cent at the end of 1975, The relatively high interest rates available from
government securities, which were exempt from income 1ax, induced the banks
to seek to keep the deposit and government-securities markets separate. In many
cases this involved refusing to grant non-bank customers access to the treasury-
bill market, while in others deposit rates were allowed to rise in order to channel
customers away from the treasury hills. At the end of 1978, of the approximately
38 trillion lire of treasury bills cutstanding, an estimated 23 trillion were held by
the banks, 10 trillion by households and about 3 trillion by the Bank of Ttaly.®

Interest paid by the enlarged public sector™ grew to 11.1 per cent of the
budget in 1976 but rose to 12,1 per cent in 1978. An even larger and growing

* Ihiel, pp 244 ef seq.

" Hilippe Cavazzut, “The enlarged putdic sector budget: a preliminary analysis of i effects on prices
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« Hid., p. 280. .
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Southern Italy Development Fund, the Deposits and Loans Fund and other treasury operations, as
well s the regions, provinces, municipalities, social-security institutions, hospitals, municipal
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proportion of the budget covered ransfers on capital account to firms, especially
direct public investment, which rose from 13 per cent in 1976 to an estimated
20 per cent in 1979, However, Cavazzuti argued that the spending had a large
multiplier effect, especially considering that it included transfers to the
Independent Agency for the Minerals and Metals Indusiry, the Public Housing
Fund, the Central Institute for Medium-Term Credit for export finance and the
Fund for Credit to Artisans, funding of credit for shipowners, cte. In short, this
expenditure seemed directed at ensuring that lirms had finance to improve their
debt situation rather than [ostering new investment, ™

“ Ihid., pp. 281-282.
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