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shift in the fiscal year, starting in 1965, from July-June to the calendar
year. For 1966, the administration has gpbmitted to Parliament a budget
6.3 per cent higher than the initial estimates for 1965. (The 1965
initial estimates were raised by 11 per cent after 11 moaths of amend-
ments. )

Actual cash outlays have followed the sharply upward course of
obligations. They rose at an annual avegage rate of 14 per cent in the
three caluendar years 1962-1964, including over 9 per cent in 1964 when
the public finances reflected a "slowingg of expenditures as part of the
stabilization rlan adopted in the closing weeks of 1963. The Bank of
Italy's reclassification of expenditures from administrative to economic
categories shows rising trends in most types of outlays. The largest
single category, wages and salaries of government employees, rose 40 per
cent from 1962 to 1964,

The rate of increase in total expenditures accelcrated very
sharply ir. 1965; outlays in the 12 months ending November 1965 were 24
per cent more than in calendar year 1964. Increases in all categories
of government enxpenditures have aided the economy, either directly or
indirectly through respending. Public consumption was the largest direct
beneficiary, inasmuch as compensation of employees and purchases of goods
and services from the private sector accounted for 36 per cent and 5 per
cent, respcctively, of total cash expenditures in 196i. But current
transfers (pensions, social security, interest, etc.) constituted a further
34 per cent of expenditures, and increases here have directly stimulated
private consumption., Increases in investment expenditures (15 per cent of

the total) would appear to have been felt mainly in the public works area.
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Budget deficits {cash basis) were small previously, but the
deficit vwidened greatly in 1965. The upsurge in expenditures was one
cause, arnd a notable lag in receipts--for which no explanation is
apparent--is another. A major means of financing the Lit. 1,240 billion
deficit incurred in the 12 months to November 1965 was a big increase,
to Lit. 450 billion lire, in net flotations of Treasury bonds and bonds
issued for Treasury account by the Credit Consortium for Public Works.
The Treasury also sold Lit, 100 billion (net) of l-year Treasury bills,
increased its overdraft at the Bank of Italy by Lit. 203 billion, and
issued Lit. 10 billion of currency. How the remaining Lit. 477 billion

1/

of the deficit was financed cannot yet be determined.=" However, the
support of the banking system was heavy, as seen from the increases of
Lit, 500 billion in commercial bank holdings of Treasury bonds and bills

and a Lit. 174 billion rise in total net credit from the central bank.

Easy monetary policy allows 15 per cent money supply increase

Monetary policy and monetary conditions in Italy did not undergo

important changes in the latter part of 1965, except as regards the banks'
operations abroad. The Bank of Italy has wanted to encourage the expansion
of economic activity since the summer of 1964. The degree to which they
have allowed monetary developments to help sustain demand can be judged

by the rate of money supply expansion. 1In November, the money supply was
14.7 per cent larger than a year earlier. After seasonal adjustmert by

the International Monetary Fund, the money supply rose erratically by

32 per cent (annual rate) in the fourth quarter of 1964, and at annual

. rates of 4.6, 17.5, and 11.7 per cent in the subsequent three quarters.

1/ A clear and complete picture of the Ttalian public finances is found
only in the annual veport of the Bank of Italy issued at the end of May of
each year.
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Italian monetary policy has been to allow the large external
surplus to provide the banks with additional reserves, and let the banks
"run with the ball" in response to market incentives. In the year ending
last November, the balance of payments surplus supplied the banks with
Lit. 1,072 billion of cash reserves which were further supplemented by
the Lit. 174 billion of additional Bank of Italy credit to the Treasury.
The banks used Lit. 295 billion of these reserves to purchase currency.
Because the internal demand for bank credit increased only slowly, the
banks had an incentive to improve their net foreign position which they
did to the extent of Lit. 616 billion. They also reduced their rediscounts
and advarces from the Bank of Italy by Lit. 87 billion, although the
downtrend in recourse to central bank credit seems to have halted now.
The above operations left about Lit. 250 billion of cash reserves to
serve as a base for a Lit., 2,009 million rise in loans and security
holdings.

The demand for bank credit has continued to show a surprisingly
slow rate of advance when compared with the pace of recovery of industrial
producticn. Outstanding loans rose 5.7 per cent in the year ended last
Movember, compared with a 9 per cent rise in industrial output., In
contrast, the banks' security portfolios increased 27 per cent, and even
in absolute terms the rise in securities (Lit. 1,270 billion) outstripped
by a wide margin the rise in loans (Lit. 732 billion). (The yearly rise
in securities was about evenly distributed as between the first and
second six months.) The public sector was the main direct beneficiary
of the expansion of security holdings. In addition to the Lit. 500

billion rise in their holdings of Treasury bonds and bills, the increase
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in other issues mainly involved boads of the government-run special
institutes for medium- and long~term credit (e.g., IMI) and the bonds of
the nationalized enterprises (IRI, ENI, and ENEL). These purchases of
non-Treasury public-sector bonds also materially eased the Treasury's
financing problems, because in recent years the extra~budgetary operations
of the Treasury have involved large indirect purchases of bonds issued by
the public sector, through the intermediary of the Cassa Depositi e
Prestiti. (The Cassa made net bond purchases totalling Lit. 335 billion
in 1963 and Lit. 286 billion in 1964.)

The Italian monetary expansion in 1965 had important effects on
bond yields. Following their sharp decline of around 85 basis points in
the second half of 1964 and the early weeks of 1965, bond yields were
nearly stable for six months. But, from July 1965 to January 1966, the
composite vield on all bonds (except Treasury bonds) dropped 34 basis
points to $.39 per cent (monthly average) in January. Over this period,

there was a 20-basis point decline in yields on Treasury boands.

Trade position deteriorates but external surplus remains large

Italy's trade balance improved continuously throughout 1964 and
the first half of 1965, but the process was reversed in the second half of
1965. After June, seasonally-adjusted exports tended to move sideways and
in November they were a shade under the June level, The rate of rise in
seasonally~adjusted imports quickened after mid-year, when the long declines
in imports of finished consumer and investment goods imports gave way to
recovery in those categories. Italy's trade balance (imports valued c.i.f.)

shifted from a $39 million surplus in the second quarter to a $119 million

deficit in the three months September-November,
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A study by I8CO of Italian import trends since late 1963 sheds
much light on the developments which have occurred. ISCO has adjusted the
separate large commodity group for both seasonal and accidential factors.
As of last October, total imports were still 14 per cent under their high
reached in December 1963. 1In October, imports of foodstuffs, raw materials,
and fuels had reattained or exceeded their previous peaks, but imports of
non-food finished consumer goods were 30 per cent under their peak(set in
December 1963) and imports of finished investment goods were only 50 per
cent of their amount in November 1963, their peak months The latter group
is quantitatively very important, such imports having accounted for over
one-third of total imports in 1963. These investment goods imports did
not stop declining until after May of 1965. They recovered 9 per cent
from May to October, a movement coinciding with the recovery of domestic
spending for equipment goods. Imports of finished consumer goods also
hit bottom in May, after which a slow recovery ensued,

Italy's balance of payments surplus for 1965 was $1,594 million,
up from $774 million in 1964. The quarterly surpluses last year were $63
million, $468 million, $796 million, and $250 million, and the quarterly
changes were caused for the most part by changes in tourist receipts. The
rise in the annual surplus last year principally reflected an improved
trade position, the improvement having occurred during the course of 1964
rather than in 1965. The trade deficit (imports partly c.i.f.) was reduced
$1,018 million from one year to the next. Substantial increases in net
tourist receipts and in emigrant remittances also occurred, but they were
somewhat more than offset by the shift in private (nonbank) capital flows

from a $43Z2 million net inflow in 1964 to a $96 million net outflow last



year, Details on capital movements for the first three quarters show little
change in recorded Italian investment abroad, but large declines in direct
investment in Italy and in loans from abroad.

The main use of the surplus was to reduce the Italian banks' net
foreign liabilitizs by $635 million, to $178 million at the year-end. The
banks' gross liabilities increased, but by less than assets abroad. The
banks' foreign position improved continuously in January-October, but
deteriorated $328 million in November-December (mostly the latter) when
the banks borrowed heavily abroad to meet year~end liquidity needs. Among
the official accounts, Italy's IMF (including GAB) position rose $403
million; gold heoldinzs wzre increased $297 million; foreign exchange holdings
were drawn dow: by {107 million; and other official net foreign agsets
rose $366 miilion.

In the first two months of 1966, Italy had a small $22 million
overall surplus which reflected the seasonal low in tourist receipts. It
was smaller than the $77 million suvrplus of a year earlier because of a
shift in private capital flows; a large $109 millicn net outflow occurred
in January-February of this year, compared with a $32 million net outflow
a year earlier.

A change in commercial bank practices regarding foreign operations
is evident from the recent data on this area of operations. The banks
improved their net foreign position by $187 million in January-February
(nearly all in the former), after the year-end liquidity needs were no
longer present. But this increase failed to make up for the deterioration
in the foreign position which had occurred in the final two months of 1965.
Thus, from end-October to end-February the banks' position deteriorated

$142 million. At the end of February the foreign position was almost in

balance, showing net assets of $9 million,






