The Lira within the International Monetary
System

1. The Korean War

The debare over the appropriate monetary policy for Ttaly revived with the
outbreak of the war in Korea in July 1950 and ook on a more general policy
signilicance as a result of the arms race and the build-up of monetary reserves
in some countries. The new war made dollars scarce, and the *dollar gap” was
a drag on further Buropean economic recovery. In the view of the Economic
Cooperation Administration (ECA), the countries receiving Marshall Plan aid
needed a powerful programme o boost output by stepping up investment, in
order to reduce their continual requests for dollars.' The IME, by contrast, called
on the countries sullering from a dollar gap to keep consumption and investment
in line with the level of output, arguing that 4 limit had 10 be set on domestic
investment demand, atthough “investment which fwould] improve the balance
of payments should be continued.™

The policy recommendations of the TCA and the IME together with the carlier
positions of the OECE and the BTS, brought the number of forums for the
discussion and formulation of monctary policy proposals to four. These
interventions responded to Western Furope’s difficultics in emerging from the
disaster of war. Despite the Bretton Woods agreements of 1944, these problems
had resulted in currency devaluations affecting many couniries (France in 1948,
Colombia in December 1948, Britain in Sceptember 1949, and a number of other
countrics in the sterling area). None of the omganizations cited so far had mentioned
any necessily for Italy to devalue, even though, regardless of the ambiguity in
which the discussions were cloaked, such 4 step appeuared to be inevitable in the
event of monetary expansion. While he saw this thrust even in the reports of the
IMF,* Luigi Federici unhesitatingly rejected it. maintaning in accord with Joan
Robinson that it was “in contrast with the principle laid down at Bretton Woods™
that mutual adjusiment must not be attained by measures destructive to prosperity.”

The fact is that, towards the end of 1930, monctary affairs were marked by
a disturbing uncertainty, with deplorable effects on the economy as 1 whole.
This was due to inconsistency in the control of the money supply in dilferent
countries and the fact that cach country operated in fear of falling victim to
monctary manipulation by other powers. There was thus no way ol delining
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this kind of economic equilibrium, in part because ceconomic policy objectives
had been radically changed, now focusing on realizable full employment, ie.
the greatest possible prosperity, while monetary conditions were viewed as the
means to this end. Theoretically at least, the international economic equilibrium
was no longer considered as the relation between exchange rates and prices
but as a hypothetical state of affairs within which the monetary policy function
was judged by its contribution to prosperity. This concept utterly ruled out any
return to the gold stancdard.®

These theses of Federici's unmistakably underscore the change in economic
policy ideals that was effected in the course of the Second World War, But the
Korean War aggravated matters. The increase in military spending, with a
generalized rise in raw-material prices, was promptly reflected in European
domestic prices, with inflationary pressures that were not free of social
implications; in fact, substantial wage increases were granted in many ol the
countries of Europe, partially if not totally offsetting the fiscal and monetary
policy measures that had been taken to stabilize the price level., Thus, as raw-
material prices were in dollars, the ECE proposed revaluing the European
currencies to offset the rise und neutralize the impact on domestic prices and
incomes. Bresciani Turroni rejected this idea both for Italy and for the rest of
Europe, while acknowledging the effort to come to grips, in theory, with the
fact that the world economy faced continual fluctuations and that fixed exchange
rales were accordingly a serious inconvenience; flexible foreign exchange policy
and the ability of the authoritics to raise or lower the exchange rate as required
by circumstances were much more practical.®

Apart from its intrinsic merits, the ECE proposal was a further signal of the
problems for Europe provoked by the Korean War. Bresciani Turroni explicitly
recognized that the Korean War was 4 turning point, the cause of serious new
cconomic problems, confirming faly's import dependency in that Ttaltan inflation
was not fueled by domestic menetary or credit policy but by the external sector”

[talian wholesale prices, which had fallen steadily from the end of 1948 until
July 1950, soared with the outbreak of the conflict. Between Junce 1950 and
Febnuury 1951 average wholesale prices rose 23.2 per cent, but the increase was
much steeper in industries dependent on imported raw materials. Textile prices
rose 47 per cent, metal and engineering products 41.5 per cent, leather and shoes
76.9 per cent, but foodstuft prices increased by just 9 per cent. The impact at
retail level was more moderate, the cost of living rising 12 per cent. In any event,
by February 1951 the tise was halted; in the months that followed prices stabilized
and then began to decline ®
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The rise in prices worsened the terms of trade not just for Italy but for all
the Western economies except Sweden. For ltaly, this meant a halt to the steady
improvement in the balance of trade produced since 1947 by increasing exports
and a contraction of imports. Between the first half of 1950 and the first half of
1951 the trade deficit widened from $186 millien to $280 miilion; this would not
be without consequences.

The higher prices of imports spurred the demand for credit in dollars or
sterling, depending on the country of origin, and alsc in lire. As Bresciani Turroni
noted, since July 1930, the demand for means of payment had soared, threatening
an inflationary disequilibrium, given that, in the first cight months of 1951, the
index of industrial production was 17.4 per cent higher than in the year-earlier
period, or about 45 per cent of the 1938 fevel.” The imbalance did not have the
effects feared, however, prices rising only 7 per cent between December 1950
and May 1951 with the rise not being due to wholesale prices. Tresciani Turroni
atributed this success to the Bank of Ttaly, which had recommended that private
banks be prudent in granting credit, refusing to lend to speculators and, in
particular, to anyone interested in building up stocks of raw materials to profit
from expected price increases.

To facilitate the achievement of this objective, the Bank of Italy, despite
widespread protest, refused to lower the 25 per cent reserve requirement for
private banks (in the form either of deposits with the central bank or of Treasury
paper). To mitigate the Bank’s restrictive stance, the government decided 1o
grant industrialists an advance of 20 per cent of the value of their public
procurement orders and to accord funher advances in the course of public
works projects up to a maximum of 80 per cent. For foreign purchases, the
government decided not to resort to the banks, as in the past, but instead to
turn to the Institute for Foreign Trade, which would provide the requisite forcign
exchange up to a maximum of 100 billion lire. In 2 word, Bresciani Turroni
recognized that to fight inflation the Ttalian government had adopted a restrictive
monetary policy, not precluding direct price and investment controls in the
future, if necessarv.

2. Fears of inflation

Worry over the danger of a return to the terrifying days of postwar inflation
kept the monctary policy authorities and the government vigilant. To limit the
requirement [or dollars, intra European trade was stepped up, thanks to relations
with the countries of the European Payments Union," which had supplanted
the network of bilateral agreements among the countries of Western Turope -
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for years un obstacle to European trade - with a multilateral payments system
in which credit and debit positions were offset and netted.

The EPU was cerainly an advance, contributing o a substantial expansion
ol intra-European trade, of which lialy was a major beneficiary. Between 1948,
when the EPTT was founded, and 1951, exports o EPU members increased {rom
60 to 74 per cent of Taly's total exports, and the corresponding imports from 35 .4
t0 95.4 per cent. Most of the surplus on trade with EPTT countries was not settled
burt credited. Yet this system of crediting resulted in losses tor Ttaly during these
vears. Before the devalvation of sterling in September 1949, Italy had been obliged
to recognize the British currency’s overvalued bilateral rate with the dollar (4.04
dollars w the pound), which boosted Taly's exports and impeded Britin’s. The
inconvertible credits that accordingly built up with the Dank of England thus
depreciated sharply when sterling was devalued in September 1949 from about
2,300 to 1,730 lire. And, since Italy had issued circulating currency on the basis
of the earlier parity, the devaluation resulted in an excessive supply.

Something similar happened in the second half of 1931 when France, also
in substantal debit vis-d-vis Traly, devalued too. The amount of currency in
circulation in Ttaly expanded by 126.6 hillion lire between the end of 1930 and
the end of 1951, By then, Italy had achieved a credit of some $195 million, of
which the EPU had repaid just $98.3 million. At the same time, Ttaly had
accumulated a deficit in U85, and Canadian dollars and Swiss francs of the
equivalent of $337 million. The country thus had a surplus vis-d-vis the rest of
Europe that could not be used to cover its deficit with the countries of the dollar
area. If this debt was contained, it was thanks to $280 million supplicd to luly
under the Marshall Plan through the ECAL¢

3. Slump or expansion?

At the start of 1952, the cconomy appeared to be on the verge of recession
baoth in Europe and in the United States, but there was no clear, single cause for
the downturmn. Some observers held that what was involved was the readjustment
of a pumber of economies following the surge of growth with the outhbreak of
the war in Korea. Others questioned the very existence of the recession, because
in some industries expansion continued unchecked, although in others, such
as textiles, there was a pronounced slump. Demand remained buoyant in some
countries but showed clear signs of lagging in others. The exports of several
major Buropean countries diminished, with a perceptible deterioration of the
halance of payments.

To understand the course of events and specifically the [inancial situation
ot each of its members, in March 1952 the ECE named a special cornumnittee
chaired by the Dritish economist Lionel C. Robbins and comprising, among
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others, Bresciani Turroni, Erich Schneider and Jacques Rueff. " The committee
released its report on 18 June and the work was published on 235 July as “Report
by a Group of Independent Experts™.

In contrast with the reasons for its appointment, the commillee’s report
concluded that the outlock was not for depression but for expansion, the clearest
sign being the high level of U8, economic activity, because “economic conditions
in the United States are known to exercise a great influence on the Buropean
situation.™

Given the good prospects for growth, the panel stressed the need o avoid
any rekindling of inflation. Despite acknowledging the impact of external causes,
they viewed credit policy as decisive, though this had been very largely neglected
in the United States, the United Kingdom and France since the war and adopted
with some rigour only in Belgium, Italy and Germany.” Nevertheless, credit
restraint was advocated everywhere, The Labour government in Britain, moreover,
emphasized the need for direct stawe planning and control of the cconomy.

T'o make the reasons for the committee’s position clear, the Revéew posed
the problem explicitly and asked Bresciani Turroni himselt to treat it. He had not
opposed direet state control of the economy during the war and the immediate
postwar period'; a4 war cconomy had to be a planned economy and planning
had o continue until the economic equilibria had been restored. But eight years
alter the end of the fighting, with the shortage of goods now overcome and overall
European ouwtput 32 per cent greater than the prewar level, as in 1951, Bresciani
Turroni considered the re-establishment of market mechanisms as not only
desirable but necessary. Only the trec play of market forces could avoid the
distortions ltaly had inflicted on its economy in the aftermath of the war. Bresciani
Turroni mentioned a series of direct government interventions that had upset the
regular course of the cconomy, diminished its elasticity and curbed its growth,

The measures he criticized were: 1) rent control, which resulted in an
abnormal expansion of some kinds of unnecessary consumption (cinemas and
cafés prospering while residential buildings tended to deteriorate), i) the frecze
on electricity prices, kept at a very low level that prevented the expansion of
national hydroeleciric output and made the economy vulnerable to sudden
shortages; iii) the block on contract turnover tor farm labourers, which impeded
the adjustment of work forces to farm size and the transfer of workers to the
more capably run farms; iv) the concession of a public monopoly on oil and gas
production, which took a vast sector of activity out of the sphere of private
enterprise; v) land reform, undertaken for social reasons in the hopes of defeating
the Communist Party, which in some cases split up large farms that constituted
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an organic whole and made landowncrs hesitant 1o make new investment, o
the detriment of output; vi) the law requiring, for fiscal reasons, all shares to be
registered, which impeded the flow of investment to the stock exchange and
prevented the exchange from regaining its normal economic function.”

4, Towards the European Economic Community

It arguing the advantages of free competition, Bresciani Turroni did not
totally preclude any and all forms of control and planning. He acknowledged,
for example, that the programme for southern industrialization was an excellent
casc of planning to bring about propitious conditions [or the development of
economically backward arcas; this was a function that the Bank for International
Settlements was also intended to perform, by means of planning.*

In Bresciani Turroni's view. planning and direct government economic control
also played a major role in international relations. This, for instance, was the idea
behind the formation ol the High Authority tor Coal and Steel, whose purpose
was Lo clicit a single markel in these goods under the control of an agency
endowed with extensive powers, This proposal spawned a series of others,
designed to hasten the formation of Europe as a political and economic entity:
for the constitution of a “green” or agriculrural Community, a transportation
Community, ctc. However, opinions on Furopean economic integration and the
formation of a [ree European market differed profoundly. Two schools of thought
clushed: one advocating vertical integration, i.c. industry by industry; the other,
borizontal integration, i.e. through tariff reduction, the abolition of import quotas
and foreign exchange controls, the establishment of currency convertihility, ete.”

This was no minor matter. Bresciani Turroni maintained that the creation of
additional, specific communities wouid be a serious ceonomic retreat for Europe.
He recalled that one of the main postulates of cconomics was the interdependence
of all economic variables and that it was both impossibie and detrimental to
imagine that an authority could set the prices not only of the controlled products
themselves but also of their inputs. Furthermore, “direct controls on firms” were
to be avoided. The objective of European economic integration would be better
realized by monctary and credit policies, which were fully compatible with
demaocratic institutions and with [ree competition. These were the policies that,
together with Belgium, Ttaly had introduced in 1947 and that had then been
adopted by the other European states, including Austria.

Apart from the choice of the method [or cconomic unification, which would
inevitably affect the individual cconomics, and hence Italy, the problem was
that, like other countries, Italy was grappling with the repcreussions of the

" Ibid., pp. 186-57.
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recession following the end of the Korean War. In 1932 both the trade and the
payments deficits widened considerably, and despite some improvement in
exports and invisibles in 1953 the country continued to run deficits which, though
smaller than the previous year, still had to be covered by U8, aid.®

U.S. aid was vital 1o the Ttalian balance of payments. As Mario de Vergottini
observed, the trade deficit was no novelty in Ttalian economic history. In the
past s well, imports had largely outweighed exports, the gap being more or
less completely covered by invisible items (tourism, charters, emigrants’®
remittances, erc.). The difference between 1947-52 and the prewar yeurs consisted
precisely in American aid, which reduced the payments deficit to modest
dimensions when not producing an actual surplus, as in 1950,” De Vergottini
emphasized that, whereas in 1938 invisibles had covered 55 per cent of the trade
deficit, in the years from 1950 to 1952 their contribution was no more than 30
per cent (25 per cent in 1952), aggravating the payvments deficit and thus making
American aid all the more crucial

5. Towards an Ialian payments surplus

The external accounts improved markedly in 1954, however. The previous
vear had closed with a payments deficit of 136 billion lire, the result of an overall
deficit of 281 billion less 145 billion in reimbursement for military services
rendered and in economic aid. In 1954 the payments deficit came to just 21
billion lire, as a 399-billion-lire trade deficit was offset by 228 billion in receipts
from tourism and remittances plus 150 hillion in reimbursement for military
services and in economic aid 1o Ttaly.* This reduction of the final deficit 1o just
1.45 per cent of towal external spending persuaded Bresciani Turroni of the
[easibility of eliminating the deficit altogether, cven after the cessation of 11.8.
aid, and thus forging a sound payments position.* Unlike the immediate postwar
years of insufficient domestic output of goods and services, these years witnessed
considerable expansion of production and trade. This was shown by the fact
that, despite an cxpansion of currency in circulation from 1,150 billion lire in
1950 to 1,580 billion in 1954 and a growth of current accounts from 1,143 to
2,183 hillion, the lira held its value against the dollar at 625: precisely the rate
tixed at the end of 1949.%

Bresciani Turroni’s prediction was duly realized. Livie Magnani reported
that, even though economic aid and payment for services abroad were reduced
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from 873 million to $59 million, the balance of payments swung from a deficit
of $38 million in 1935 to a surplus of $23 million in 1956, thanks largely to
increased exports.® This progress was halted in the first few months of 1957,
which marked the height, in economic terms, of the Suez crisis and the closing
of the Canal.* The trade deficit in the first four months of dic vear soared [rom
$230.1 million to $358.5 million; an increase in the surplus on invisibles (tourism,
charters, remittances, etc.) contained but did not offset the widening trade
deficit. When the Suez Canal was reopened after six months, eliminating the
extra cost of circumnavigating Africa, the situation improved considerably
between May and August 1937, The balance of payments thus resumed its
improvement, but reserves of gold and hard currency expanded only modestly
(58.4 million), as the increase in exports of goods and services mainly involved
countries with bilateral clearing accounts (Egypt, the Soviet Union, etc.) and
non-convertible currencies.™

6. Back to the dollar gap

The inconvertibility of some currencies gave rise to a delicate situation within
the EPU with repercussions on the functioning of the Common Market, A group
of experts, including the German economic minister Tudwig Erhard, insisted on
the need for European monetary reorganization, Bresciani Turroni added that, in
order to achieve this objective, it would be necessary for each country to forge a
link between the exchange rate and domestic prices, so that the level of the latter
and of their monetary costs reflected the effective state of the markets. Yet Europe
was, indeed, far from such a situation. True, some currencies had made significant
progress towards convertibility in the preceding vears and were being used readily
as means of payment around the world except in the dollar area (major gains had
heen made in Italy, too, with the "multilateral lira™), even though these currencics
were also traded for dollars in the free foreign-exchange markets of Zurich and
New York. But the circulation of ather curtencies was still limited 1o restricted areas,

Things changed in the course of 1957, The growing volume of German
exports had generated substantial balance-of-payments deticits for the main
importing countries. Thus, while the gold and dollar reserves of France and the
UK. diminished sharply, those of West Germany increased steadily. By die end
of October 1957 these amounted to $3.7 billion, $4 billion in gold, while British
reserves declined to $1.85 billion in September.

‘The weakening of the British and French payments positions created serious
imbalances within the EPU, with West Germany’s share of total credits rising

¥ L. Magnani, “Naly’s balance of trade and balance ol payments in the first half of 19577, Rerdews. X,
6 (Navember 19973, p. 564,
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from 46 per cent in 1956 to 79 per cent in the first quarter of 1957 and 86 per
cent in September, while the debtor countries had o scule 75 per cent of their
liabilities in gold or dollars. Thus since, as Bresciani Turroni noted, the debtor
countrics could not be sure of obtaining the means to cover their debts, becouse
they earned dollars and gold from American spending on European defence
and U.5. aid, their uncertainty had driven them to contract substantial debt with
the TMT and the Export-Tmport Bank. Thus, as in the case of France and Britain,
the worsening balance of payments of many European countrics was creating
a new dollar gap, because some countries wanted W enjoy material prosperity
beyond their means; that is, they were consuming more than they were
producing, while the opposile was the case in West Germany.”

Italy, too, which a few years previously had been largely in credit within the
EPU, was now a debtor, but much less substantially so than France and Britain.
And after pealing at $216.2 million on 30 June 1956, the country’s debt had been
steadily reduced to $22.3 million wo veurs later ™

Actually, Ttaly’s overall economic position was markedly better than that of
France or Britain. The country had reduced imports considerably while sharply
increasing its receipts [rom invisibles and also improving its terms of trade. 1n
1958 Ttaly recorded a payments surplus of $850.4 million, compared with just
5285.7 million in 1957.* Industrial production continued to expand. To be sure,
the 2 per cent rise in the industrial production index between 1957 and 1938
was much less than the 6.5 per cent expansion registered in 1950 and 7 per cent
in 1957, but it was still significant, given that the pace of growth of the carly
fitties could hardly be maintained.”

7. Monetary imbalances in the United States

The improved pavments balance was not a stricthy Italian phenomenon. Tn
1958 and 1959 all of Western Europe saw an attenuation of the monetary
discequilibria that had arisen in 1957 in connection with the US. recession. The
United States continued large-scale imports from Furope while the countervailing
export flow gradually contracted.* Yet the $2.3 million reduction in U.S, gold
reserves between February 1958 and the beginning of 1939, “the biggest drop
since 1945 " did not stem from the contraction of exports; indeed, in 1939 the
United States ran a trade surplus of $3 billion with Europe.

# C, Bresciani Turrond, “Monetary imbalances and paradoxes”, Recivw, XI1, 1 (January 1938), p. 6
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What upsct the 115, balance of payments was military spending, foreign aid
and credits in various forms, which totalled $7.5 billion.” The idea that if these
programmes were continued the United States risked further reduction of its gold
reserves was thus not far-fetched.® If this danger were defused, the dollar would
retain its supremacy inact, behind gold reserves valued at $20 hillion, or more
than half of all the free world’s gold reserves, against just $15 billion in short-term
debt, and not counting American foreign investment of over $60 billion.”

To keep its balance-of-payments deficit from worsening, the United States,
which had so far provided some $64 billion in aid, asked the Europeans, whose
own prosperity was in part owing to this aid, to contribute Lo a reorganization
of the international monetary situation and monetary policy. The European
contribution, the Americans felt, could take the form of an end to their
discrimination against imports from the dollar area and of aid to the
underdeveloped countries not just in the form of exports of goods but above
all in the form of exports of capital.

The American request recognized that 1958-1959 marked the definitive end
of the dollar gap era, to be succeeded by a period in which the countries of
Western Europe had solved their balance-of-payments problems and indeed
now had surplus dollars. The central banks of Western Europe, in fact, had built
up substantial reserves of dollars, so that one could now speak of “Euro-dollars”.
In just a decade there had been a complete reversal of the payments situation,
thanks to the advancing industrialization of Western Europe, the enormous gains
in the competitiveness of European vis-a-vis American products on world
markets, and the achievement of currency convertibility in the late fifties,®

8. Italy and the payments surplus

As the discussion on how to restore the balance of the international monetary
system opened, Italy, too, found itsell in the group of countries balance-of-
payments surpluses. The surplus registered in 1938 significantly strengthened
gold and currency reserves, which amounted to 52.222 hillion at the end of the
year, compared to $1.102 billion at the end of 1956 and $1.372 hillion at the end
of 1957.%* This represented an enormous expansion. By way of comparison,
Britain's reserves in the autumn of 1957 amounted to just $1.8 biltion, and it took
a firm restrictive policy in that year and a series of loans from (he Txport-Tmport
Bank 1o bring them back up to $3.215 bitlion in November 1958.% Tn a word,
the lira was now 4 strong currency.

# “The problem of convertibitity and imernational liquidity™, Regiew, XIV, 1 (January 1960), p. 6.
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At the same time, the expansion of the reserves increased the couniry’s liquidity.
Bank deposits grew much faster in 1958 than in the two preceding years, though
the same was not true of lending, so that lalian banks now faced the problem of
how to invest their surplus [unds. To facilitate their placement the Bank of Ttaly cut
its official rate from 494 to 3.5% on 7 June 1958, and made 283 hillion lire in advances
available, but the banks tock up only 28.8 per cent of these funds.

Bresciani Turroni stressed the country’s solid monetary gains but also warned
of the danger to the lira on the domestic market, owing 1o the quickening rise
in prices. The cost of living increased 5.4 per cent in the first tent months of 1958
compared with the year-carlier period. This was not the case in Germany, which
limited wage increases more strictly and thus made further gains in international
competitiveness.

Despite the restrictive measures adopted in 1947, in fact, Italy’s traditional
factors of internal inflation persisted. Since 1950 the rate of expansion of currency
in circulation and means of payment had regularly exceeded that of national
income growth. The automatic wage escalator {scale mobile), introduced by
the government to adjust wages and salaries in private firms to the rising cost
of living, generated inflationary pressures. Bresciani Turroni recalled that,
wherever such an automatic mechanisim had been emploved, it had accelerated
monetary inllation and increased prices; and that in the aftermath of the First
World War it had been one of the main causes of currency collapse in several
countries,

In his view, though, still worse trouble was brewing for Italy, with the
decision to extend the scala mobile to civil servants. This would entail increased
public spending, hence instability and a still more rigid budget. Bresciani
Turroni cited the experience of the immediate postwar vears as evidence of
how hard it was for a central bank o assure moncelary stability when the
government's fiscal policy was not directed to the same objective.” The necd
for coordination between monetary and fiscal policy was made all the more
urgent by the Treaty of Rome’s provision (Article 105) that the six members of
the Common Market* must coordinate their monetary policies; the necessity
waus heightened by the measures taken 1o achieve the convertibility of the
European currencies.

The institution of the sceda mobile was no help to Ttaly, as it did not exist
in Germany and had been abolished in France, just as other cost of living
adjustment indices had been abolished: where such arrangements continued
to exist, they were less extensive than in Ltaly. Nor could Italy ignove the further
opening to free international competition in 1957 and 1958, Following the
example of West Germany and the UK., ltaly removed the last barriers still
tying the country to bilateral arrangements. A decree dated 20 February 1957

" Ihid., pp. 150-51.
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made the lira convertible with currencics outside the dollar area and
consequently prepared the country to deal with two currency areas: that ot the
dollar, where transactions were in “free lire” and the non-dollar area. based on
“transferable lire™. This measure, precious to ltalian importers, was [ollowed a
year laler by one in favour of foreigners, ending the previous rule that a foreign
investor wishing to transfer income and capital abroad could use only the
currency in which his original investment in Italy had been made. The decree
of February 1958 accorded permission to use other currencies as well, A third
decree, dated 27 December 1958, extended the convertibility of the lira to non-
residents. That is, lire received by foreign residents tor their exports to Italy
could now be used to make payments in all currency areas. If non-residents
enjoyed convertibility, however, Italians continuced o be subject to restrictions
set by the monetary authorities. ™

9. The lira as a strong currency

The removal of restrictions on curreney movements and of discriminatory
measures concerning international trade and payments was not limited to ltaly
and Europe but extended to other countries as well. Accordingly, in May 1960
the IMF recognized that nearly hallits members™ currencics were now convertible
for non-residents.

This experience proved highly positive. The exchange rates of the convertible
currencies registered only modest fluctuations. Commercial banks built up loreign
currency reserves, enabling them to deal directly in international markets and
engage in arhitrage between currencies, thus strengthening the international
payments system. In short, world liquidity increased. sweeping away the worrics
of previcus years. France and Britain were able to repay the sizable debt they
had contracted with the IMF in 1957 and 1958.% The Tund's greater lquidity,
however, was also the result of increasing individual country quotas in late 1958,
and, as the World Bank had increased its capital, the financial safeguards of the
Western monetary system were reinforced. ™ On 30 April 1960 these reserves
exceeded $14 hillion, including $3 billion in gold and $7 billion in the most
commonly usced currencics, i.e. U8, and Canadian dollars, the Japanese yen and
the main European currencies, including the lira,

The lira had moved into the group of strong currencies thanks to laly's
halance-of-payments performance. Exports had increased rapicly, and agricultural
products no longer formed a significant part of them. Now, testifying to the
economic revolution that had taken place, 87 per cent of Ttalian exports consisted

# Bresciani Turroni, “Monctary panorama’, pp. 152-54.

" he problem of convertibility®, p. 14; C. Bresciani Turrond, *Labarious progress on the road 1o
international monetary balunce™, Rerdere, XV, 1 (January 19013, p. 15.

" Bresciani Turroni, “Monctary panorama”, p. 133,

" Bresciani Turroni, “Laborious progress”, pp. 6-7.

48




The Liva within the International Monetar: Svstem

of industrial goods.” However, the expansion of exports had not righted the
balance of trade, which continued to run a deficit, but this was not considered
grounds [or concern in that the increase in imports involved raw materials, stocks
of which were virtually depleted in 1958, and machinery, indicating that Italy
was engaged in restructuring its manulacturing plant. Lastly, imports helped
hold down domestic prices at a time when demand for goods and services was
stirnulated by abundant liguidity. ™

Despite the growth of the tourist industry, whose foreign exchange carnings
rose from $137 million 1o $182.4 million in mid-1960, the surplus on invisibles
was not enough to offset the substantial trade deficit, so that the overall
balance-of-pavments surplus contracted from $268 million to $91 million.
Meanwhile, however, while foreign investment in Italy slackened, ltalian
investment abroad increased, confirming the buovant growth of Ttalian industry
and the progress of the cconomy as a whole. Further evidence of the later was
the continuing payments surplus, albeir reduced from around $465 million in
micl-1939 to $152 million in mid-1960.% Bank deposits increased further between
1938 and 1960, and monetary liquidity, though in decline, was still robust in
mid-1960, In fact, thanks to the substantial reserves of the Bank of Italy, additional
types of imports from the dollar area were liberalized, so that 93 per cent of such
imports were now tree of restrictions, as well as 99 per cent of imports from the
OECE countries.™

10. The U.S. payments deficit and the revaluation of the German mark

Iralian and European economic growth corresponded to a period of recession
in Amcrica. The United States recorded another substantial payments deficit in
1960, due not to cconomic causes but to government spending abroad and
private averseas investment.® "T'he resulting disturbance of the international
monetary system mohilized central banks and experts. A series of meetings and

™ The transformation began in 1948, In the years through 19535, foodsiufts accounted for around 16
o 18 per cem of the totad imports, while finished goods and industrial raw materials rose from 37.1
to 62.4 per cent of the wial. Even in these catly years, exports of fruil, vegetables and other food
products declined in relative importance, while that of finished goods tmeeal and engineering
products, chemicals, rubber, antisanal products, ete.) rose to over 50 per cent of tolal exports in
1955; avxiliary materials, such as petroleum products, also gained in importance. These changes
on both the import and export sides clearly indicated the course of the econamic transtormation
under way, testilying in particular to the rising standard of living and the revelution in productive
activity. Sce M. Mazzantin, *II commercio italiano con Festero”, in Lecononria italiana vel decerriso
1947 1956, Review, special lenh anniversary issue, 1957, pp. 112-19,

* Bresciani Turroni, “Labarious progress”™, p. 7.

* {bid., pp. 7-8.

* fd., pp. 89

(. Breselani Turrond, “Some recent monelary experiences”, Revfew, XVLL 1 (January 1962), pp. G et
seq.
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discussions resulted in monetary cooperation agreements, but no measures were
taken to overcome the problems affecting international liquidity and to reform
the system. Yet plans for reform were neither few in number nor slight in
signiticance. The Review recapitulated no fewer than eleven projects, drafted
by Zolotas, Triffin, Bernstein, Maxwell-Stamp, Baloch, Heilperin, Jacobson,
Hirsch, Posthuma, Monnet, and Maudling. All called for reorganization of the
IMF except Posthuma, who assigned a decisive role 1o the central banks, and
Monnet, wha called for the creation of a Furopean Monetary Fund, to which
the central banks of the six founder members of the Community would transfer
4 part of their gold and foreign exchange reserves.

The Fund so formed would, in Monnet's view, be used to provide credit
to all countries, including non-members. ™ Many scholars maintained, however,
that the problems of international liguidity and convertibility could not be
permanently solved by monetary manipulation; that is, either by raising the
price of gold from $35 to $50 an ounce, as some had suggested, or by
introducing flexible exchange rates, or by internationalizing reserves. Both
rhese objectivee c:ould be attained by intcg,raling, America and Britain into the

dev Ll{)pm(g, countrics.™

The novelty in Europe since 1958 was not just the Italian balance-of-
payments surplus but the massive, and mounting, West German surplus. With
economic expansion, West Germany was accumulating payments surpluses,
Now, at the urging of the Americans, whose interest in reducing their own
payments deficit was pressing, Germany should have tried to encourage
investment abroad. But after vears of restrictive monetary and credir policy,
with a high discount rate, West Germany sought to attain the desired objective
by cutting the discount rate in November 1960, Mcanwhile the United States
lowered its own discount rate to spur domestic é,l'()\\ th, just as large quantities
ol gold were leaving the country.

It is almost superfluous to add that the German objective was not attained.
German husinessmen proved reluctant to step up investment abroad. And failing
Lo achieve their purposes with the interest rate cut, on 4 March 1961 the West
German authorities revalued the Deutsche Mark. Although this breached the
fixed exchange rate system ruling the West since 1958 when external convertibility
of the European currencies was introduced, it helped Germany to foster imports
and reduce exports by the effect on domestic prices.™

Italy, like West Germany, could not remain indifferent to its mounting
balance-of-payments surplus. Foreign exchange receipts progressively swelled
central bank reserves and the country’s liquidity, which led to tight liquidity in

# “The problem of international Tigquidiry™, Rerdew, XV1, 1 January 1962), pp. 6-9.
» Jhid., pp. 5-0.
" Bresciani Turroni, “Some recent monctary cxperiences”, pp. 8-100
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other countries, especially some Common Market partners. The resulting
imbalance threatened to undercut foreign demand, so the Italian government
decided to inject liquidity into the international market. In November 1959 the
leading Italian banks were accordingly authorized to repay their debts to foreign
banks and invest in the international money market as well as to channel funds
into bank deposits abroad.”

11. Western Europe supports the dollar

Along with West Germany, the Netherlands also revalued, leading many
observers 1o predict imminent revaluation by Switzerland, France and [taly as
well, To allay fears of further international monetary disarray, at the meeting of
the BIS in Basel in March 1961, the central bank governors of Belgium, France,
ftaly, the Netherlands, Sweden, Switzerland, the United Kingdom and West
Germany declared that no more revaluations were in store and pledged to
neutralize any speculative movement.

In another effort 10 deter speculative attacks, the Americans reached an
agreement with the Western industrial nations to acquire convertible forcign
currency for use in the foreign exchange markets. The central banks and/or
governments of Switzerland, France, the Netherlands, Belgium, Canada and
West Germany plus the BIS thus lent the equivalent of over $820 million to the
0.8, Ttaly, through the Tualian Foreign Exchange Institute, opened a line of
credit for the United States of 150 billion lire, against lira-denominated 1.5,
Treasury paper.”

A third agreement, finally, wus reached at the third meeting of the
International Monetary Fund in Vienna in September 1961, The Fund would
be endowed with additional resources, whose amount was set at the Paris

* F, Masera, “Recent developments in the Italian balance of payments”, Reviets, XV, 6 (November
1962}, p. 300
» Specifically {in millions of dollars):

October 1961 Swiss government 46
January 1962 Ttalian government 25
March 1962 lralian government 50
March 1962 Bank of France 30
May 1962 Bank of England 50
June 1962 Bank of the Netherlands 50
June 1962 National Bank of Belgium 50
June 1962 Bank of Canada 250
July 1962 Swiss National Bank 100
July 1962 BIS 100
August 1962 Bundeshank (W.Germany) 50
821

Source: “The problem of international laquidity™, p. 9.
7 Masera, “Recent developments™, pp. 305-506. Bear in mind that the price of monetary gold of $35
per ounce, fixed at Bretton Woods, was still in cffect.
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meeting of finance ministers in December 1961 at $6 billion, divided between
Western Europe, Japan and the T7.8.%

The Paris agreement gave the IMF the means to defend the balance of payments
of the countries under speculative attack. But there was no shortage of observers
wheo felt that the agreement was an emergency measure. Other measures were
suggested to ensure a fully functioning international monetary system, including a
return o the gold standard, a guaranteed price for the dollar, the creation of a
superbank to take over the reserves of all the central banks.™ But all, for one reason
or another, were considered unsuited to the objective. Pragmatically, it was concluded
that the best course was to rely on the institutions and instramenys alreacly in being.”

The dollar’s troubles were not over, however, There were attacks on its
stability in the autumn of 1960, on the eve of the presidential clections, at the
end of 1962 and again in 1903. The U.S. payments deficit increased to a total of
$8.5 billion in the years 1960-62, and the carliest provisional figures for 1963
showed a fusther rise to $3.5 billion for that year alone. In part the deficit had
been covered by short-term borrowing and in part by IMF resources. Mcanwhile
U.S. gold reserves, which had stood at $24.4 billion in 1948, dropped to $15.5
hillion at the end of 1963. And as $12.5 billion was frozen by law to back domestic
currency, scarcely $3 billion was left (o meet short-term debt, which had risen
from $7.6 billion in 1948 to over $20 billion, 30 per cent of it with private partics
and the rest with central banks (mainly in Europe) and international agencies.

To be sure, this debt was guaranteed by American overseas investment, which
had now increased to 562 billion, but this was longer-term investment that could
not be mobilized to meet short-term obligations. Nevertheless, even though 1.8,
external liquidity had diminished by some $26 hillion since the end of the war,
the dollar ran no serious risk, Tt overcame not only the revaluation of the TOM and
the guilder but also the speculative attacks against the pound, the devaluation of
the: Canadian dollar, the Berlin crisis and the Cuban missile crisis, and the crisis in
British relations with the European Economic Community. The IMF continued to
recognize that both sterling and the dollar were sound, strong currencies.™

FThe quotas, in millions of dollars, were as follows:

s 200K
TK 1,000y
W.Germany 1,00
France 550
[taly 350
Japan 250
Canada 200
Netherlands 200
Belgium 150
Switrzerland (G

Source: “The problem of international liquidity®, p. 140

# *The problem of international liquidity”™, pp. 11-14.

® fhiel, pp. 14-16.

“ *The international monetary problems”, Rewee, XVIIL 1 (anuary 1964), pp. 7-8.
“ fbid., p. 14.
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