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CONFIDENTIAL 

• 
ACECT 74-)Q66: 
TAXATION OF SAVINGS 

Background  

[CONFIDENTIAL: not for use: 

Commission thinking 

The latest news from UKREP is 

have recommended to Delors: 

that DG XV and Lord Cockfield 

( i) 	an obligation for Member States to introduce a 

withholding tax on deposits by "Community non-residents" 

(eg deposits in London by French dentists). This would 

not apply to interbank or other commercial" payments of 

interest; and 

• (ii) tightening 

so that fiscal 

where there is 

of one of them. 

up of the 1977 Mutual Assistance Directive, 

authorities shall co-operate in any case 

prima facie fraud according to the laws 

Delors has been asked whether the tax should apply to 

eurobonds and what rate should apply. He has commended DG XV's 

general approach, but has not yet made up his mind on these 

key issues.] 

Italian position 

Italy imposes withholding taxes on residents' bank and savings 

accounts and on some bonds; but not (generally) otherwise. 

Non-residents pay similar withholding taxes, but the net goes 

rather wider. 

We have no firm knowledge of the position the Italians are • 	likely to take on the Commission proposals; UKREP and FIM both 
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suspect they will tend to take the French side but have less 

strong views (they only have frontiers with Switzerland, not 

Luxembourg as well!). 

Line to take 

5. There is no need to raise this subject. If Signor Amato 

raises it, points to make are: 

the UK abolished exchange controls many years ago. 

We have no evidence that increases in tax evasion followed; 

it would be pointless and damaging to drive financial 

business outside the Community; 

any increase in co-operation between tax authorities 

must be cost-effective and proportionate to the scale of 

the problem. 

• 

• 
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MIDDLE INCOME DEBTORS 

Line to Take 

i. 	Present approach remains valid. 

Our assessment of quota resources already available 

to the IMF suggests that the Fund could meet some 

increase in demand in the early 1990s even without 

an increase in quotas. We see no need for anything 

more than a moderate increase. There are risks in 
agreeing to a larger increase than necessary (which 

would result in pressure for larger progammes) 

especially given growing arrears to the Fund. 

(If raised) Argentina. We believe as a point of 

principle that an IMF macroeconomic package is a 

prerequisite for IFI support in circumstances such 

as these. Otherwise the debt strategy becomes 

undermined, the role of the IMF is devalued and the 

World Bank's own money is put at risk as well as 

that of other creditors. 

(Useful but not essential). 

Sound out the Italian attitude to recent Japanese 

and French debt proposals. 

Sound out the Italian view of a special quota 

increase for Japan. 

• 
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BACKGROUND 

Amato's Annual Meetings Speech 

At the Berlin meetings, Signor Amato said that at present there 

was no practical alternative to the existing debt strategy. But he 

emphasised that "what we are doing is not enough." Of the middle 

income debt issues he subsequently addressed, 

points to agree with are: 

voluntary debt conversion schemes can help reduce 

the stock of debt and foster private foreign investment; 

arrears to the Fund are a matter of great 

concern; 

the World Bank has been the most important source 

of new money to heavily indebted middle income countries 

in the last few years but its future lending would be 

best reserved for debtors who show genuine commitment to 

adjustment, supported by (voluntary) private sector 

inflows. 

Points with which you may not agree include: 

the need for an IMF quota increase of the order 

of 100 per cent. 

• 

• 



CONFIDENTIAL • 
AMATO, ONOREVOLE GIULIANO 

Minister for the Treasury and Deputy Prime Minister (Socialist) 

• Born at Turin in 1938, but lives in Rome. Professor of Constitut-
ional Law at Rome University since 1977. Joined the PSI in 1958 
and became a member of the Party Central Committee in 1978. Author 
of a number of books on constitutional.questions. Legal Adviser to 
the Minister for the Budget (Giolitti) in 1973. President of the 
Commission for the Review of the Office of the Prime Minister in 
1979 and President of the Commission for the Reform of State Hold-
ings in 1980. Has held university posts in the USA. 

Elected Deputy for Turin-Novara-Vercelli in June 1983. Small in 
stature, intelligent, efficient and very hard-working: known as 
"the subtle doctor". His big chance came after the 1983 elections 
when Craxi took him to Palazzo Chigi to be Secretary to the Council 
of Ministers (Cabinet). A follower of Giolitti and critic of Craxi 
during the 1970's, he has now burnt his boats with the PSI left and 
become Craxi's right-hand man. In the absence of any formal struct-
ure for interministerial coordination, Amato built up an active role 
for himself as PriMe Ministerial "Chief of Staff". Respected for 
his skills in negotiation and public presentation of policy, he play-
ed a central role at times of crisis (such as the Achille Lauro hi-
jacking in 1985), and had general oversight under Craxi of coordina-
tion of action against terrorism. Discreet. A workaholic. One of 
Craxi's most successful Ministers and now playing a key role in Goria's 
first government (July 1987). 

II/ Speaks English well. Married with one son and one daughter. 

British Embassy, Rome 
28 August 1987  
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Date : 29 October 1987 

cc 	Sir P Middleton 
Sir T Burns 
Mr Cassel 
Mr C W K lly 
Mr Matt ews 
Mr Hud4on 

WORLD ECONOMY : NEXT STEPS : LETTER TO BAKER 

I have one or two thoughts on the last few paragraphs of your 

draft, and attach a possible redraft. 

D L C PERETZ 
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DRAFT PASSAGE 

When we met in Washington last month, I argued for a 

further period of stability in the dollar. However, the 

sharp fall in equity prices in recent weeks is relevant 

to this judgement, also. 	Worries about a possible 

recession in the US, or at least a period of slow 

growth, having intensified. At the same time, worries 

about US inflation must be less. 	Against this 

background a lower dollar must carry less risk for 

inflation; and at the same time, with domestic demand 

less buoyant in the US next year, it might have a larger 

impact on the trade balance than we thought likely a 

month or so ago. 

These arguments, and the intense pressures now being 

felt in the markets, suggest that it may be right to 

consider a further small step down in the dollar. That 

is not to argue for any substantial fall : as usual many 

of the numbers being tossed about are much too large. 

But the economic analysis suggests that it might be 

right to consider a modest dollar realignment as part of 

an overall package. 

The other important elements of a package are clearly :- 

a) 	agreement between the US Administration and 

Congress on a new budget. 	To impress the 
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markets I believe there will have to be cuts 

in the deficit of more than the $23 billion 

provided in Gramm Rudman II, and also some 

element of increased taxes. Anything less is 

likely to be judged by the markets as too 

little and too late. 

b) 	lower interest rates in Japan and Germany. I 

have already reduced interest rates in the UK, 

but would be prepared to consider a further 

cut, particularly if the Germans and Japanese 

were prepared to move also. 

Once such a package were announced, we would of course 

need to be prepared to intervene in the exchange markets, 

and set interest rates as necessary to maintain currency 

stability at the new levels. 

When we spoke on the telephone, we agreed it would be a 

great mistake to rush into a meeting of Ministers, until 

we have established a clear understanding and an 

agreement that would act to reassure an not alarm 

markets. Let us try to work towards such an agreement 

as quickly as we can. I am keeping in close touch with 

my European colleagues, so as to keep up the pressure on 

Germany. 	If time allows, the next step could be a 

meeting of our Deputies, to prepare the ground for an 

agreement, against the background of an analysis of 

recent stock market movements of the kind suggested by 

[M. Balladur]. 

• 
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INFO SAVING WASHINGTON BONN PARIS TOKYO OTTAWA UKREP BRUSSELS 

INFO SAVING IMF/IBRD, UKDEL OECD 

THE ITALIAN ECONOMY: NOVEMBER 1987 

SUMMARY: 
DESPITE CONTINUING INTERNATIONAL FINANCIAL TENSIONS, A 

DOMESTIC POLITICAL CRISIS OVER THE 1988 BUDGET, SIGNIFICANT LABOUR 

UNREST, UNEASE OVER THE LONG TERM ECONOMIC CONSEQUENCES OF THE 

ANTI-NUCLEAR VOTE IN THE REFERENDUM AND SOME ADVERSE ECONOMIC 

INDICATORS, THERE 13 STILL GENERAL CONFIDENCE THAT THE ITALIAN 

ECONOMY WILL TURN IN ABOVE OECD AVERAGE PERFORMANCES IN 1987 AND 

1988. 

DETAIL: 
POLITICAL TURBULENCE OVER THE 1987 FINANCIAL LAW AND 1988 

BUDGET DOMINATED THE ECONOMIC SCENE. AT THE END OF OCTOBER THE 

SENATE ASKED THE GOVERNMENT TO REVISE THE LAW AND BUDGET IN THE 

LIGHT OF THE STOCKMARKET CRASH. THE SECOND DRAFT, PRESENTED TO 

PARLIAMENT ON 10 NOVEMBER, CUT THE TARGET FOR THE PUBLIC 

SECTOR DEFICIT FROM 109,500 BILLION LIRE TO 103,50U BILLION, 
DROPPED POTENTIALLY INFLATIONARY INCREASES IN VAT AND POSTPONED 
FOR A YEAR A REVISION OF INCOME TAX BANDS TO COMPENSATE FOR FISCAL 

DRAG. HEALTH CHARGES OVERALL WERE INCREASED AND EMPLOYERS LOST 
1,000 BILLION LIRE RELIEF ON THEIR SOCIAL CONTRIBUTIONS. THE 
LIBERAL PARTY, THE SMALLEST OF THE FIVE PARTIES IN THE GOVERNMENT 

COALITION, REFUSED TO SUPPORT THE CHANGES (DESPITE A GENERALLY 

FAVOURABLE REACTION BY A VISITING IMF TEAM) 	CHIEFLY ON THE GROUNDS 

THAT STRUCTURAL DEFICIENCES IN PUBLIC SPENDING HAD NOT BEEN 

TACKLED AND THE FISCAL BURDEN WAS INQUITABLE. THE LIBERAL PARTY'S 

WITHDRAWAL FROM THE COALITION ON 13 NOVEMBER LED TO THE GOVERNMENT'S 

RESIGNATION BUT IT WAS RECONSTITUTED WITHIN A WEEK AROUND AN 

AGREEMENT ON 1,500 BILLION LIRE INCOME TAX RELIEF IN JULY 1988 

PROVIDED THAT THE YEAR ON YEAR INFLATION RATE IN JUNE DOES NOT 

EXCEED 4.5 PERCENT. A COMMITTEE OF 7 WISE MEN WILL ADVISE 

WITHIN 4 MONTHS ON A CORRESPONDING CUT IN PUBLIC EXPENDITURE WITHIN 

A BROADER EXAMINATION OF GOVERNMENT SPENDING PRACTICE. THE SENATE 
BUDGET COMMISSION THEN RESUMED CONSIDERATION OF THE GOVERNMENT'S 
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SECOND DRAFT, OTHERWISE UNCHANGED. CONSIGNING IT AT THE END OF 

THE MONTH TO THE WHOLE SENATE WITH SOME 1,000 TABLED AMENDMENTS 

(MOST OF WHICH WILL BE LOST OR WITHDRAWN). WHEN VOTING IS 
COMPLETED (FORECAST AROUND 10 DECEMBER) THE BILLS GO TO THE 

CHAMBER OF DEPUTIES. FINAL APPROVAL IS NOT EXPECTED THIS YEAR IN 

WHICH CASE ITALY WILL START 1988 ON A SYSTEM OF PROVISIONAL 

TWELFTHS. 

	

3. 	THE ANTI-NUCLEAR VOTE IN THE 8/9 NOVEMBER REFERENDUM CAUSED 

ATTAGLIA, INDUSTRY MINISTER, PUBLICLY TO EXPRESS HIS CONCERN ABOUT 

HOW THE ECONOMY'S ELECTRICITY NEEDS WOULD BE MET IN THE MID-1990'S. 
THE STANDING TECHNICAL COMMISSION ON ENERGY HAS BEEN REACTIVATED TO 

RECOMMEND WITHIN 4 MONTHS REVISIONS TO THE 1985 NATIONAL ENERGY 

PLAN IN THE LIGHT OF THE REFERENDA. 

	

4. 	INTERNATIONAL DEVELOPMENTS ARE BEING CLOSELY FOLLOWED, 

PARTICULARLY AS THEY AFFECT EXCHANGE RATES. THE GOVERNMENT AND BANK 

F ITALY HAVE SO FAR FIRMLY SLAPPED DOWN TENTATIVE BIDS BY 

INDUSTRIALISTS FOR A LIRA DEVALUATION IN THE EMS. 
THE STOCK-MARKET HALTED ITS DOWNWARD DRIFT AND INDEED RALLIED 

BRIEFLY AT THE END OF THE MONTH BUT ENTHUSIASM OVER THE PROVISIONAL 

AGREEMENT ON THE US BUDGET DEFICIT SOON WANED AND THE MARKET HAS 

FALLEN AGAIN AT THE BEGINNING OF DECEMBER. 

	

5. 	THE 10 MONTH FIGURE FOR THE TREASURY DEFICIT IS 94,050 BILLION 

IRE AGAINST A 1987 TARGET OF 110,000 BILLION. THE LATTER IS LIKELY 

TO BE EXCEEDED BUT PERHAPS NOT BY MUCH: TAX RECEIPTS CONTINUE 
HIGHER THAN FORECAST. THERE HAS BEEN NO PROBLEM IN FUNDING THE DEBT 

DOMESTICALLY WITH SALES OF TREASURY BONDS GENERALLY BUOYANT. 

	

6. 	THE OVEMBER INFLATION RATE WAS 5.2 PERCENT, ONE POINT LOWER 

THAN OCTOBER. THIS WAS WELCOME NEWS, GIVEN THE UNDERLYING STEADY 

RISE THIS YEAR IN WHOLESALE PRICES AND A SERIES OF INFLATIONARY 

PUBLIC SECTOR PAY SETTLEMENTS. LABOUR UNREST CONTINUES WITH THE 

iRANSPORT SECTOR BADLY AFFECTED. PRIME MINISTER GORIA HAS SET HIS 
FACE FIRMLY AGAINST ANY CONCESSIONS: HIS SOCIALIST MINISTER OF 

LABOUR IS MORE CONCILIATORY OVER THE DISPUTE BETWEEN THE CONFEDERAL 

UNIONS AND ALITALIA/ATI WHILE SUPPORTING A HARD LINE AGAINST THE 

UNOFFICIAL COMITATI DI BASE. THE FOUR-HOUR GENERAL STRIKE ON 25 

OVEMBER ORGANISED BY THE CONFEDERAL UNIONS TO PROTEST AGAINST THE 

SECOND DRAFT BUDGET WAS NOT SOLID AND HAS BEEN SHRUGGED OFF BY THE 

OVERNMENT, ALTHOUGH THE UNIONS CLAIMED A SUCCESS. 

7. ITALY'S EXPORT PERFORMANCE AND GROWING PROPENSITY TO IMPORT 
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CONTINUES TO CAUSE CONCERN. ANOTHER TRADE DEFICIT WAS RECORDED IN 

OCTOBER BRINGING THE CUMULATIVE DEFICIT THIS YEAR TO 9,359 BILLION 

LIRE, MORE THAN DOUBLE LAST YEAR'S 10 MONTH FIGURE. BUT THE 
GOVERNMENT CAN TAKE SOME COMFORT FROM THE OCTOBER BALANCE OF 

PAYMENTS SURPLUS (728 BILLION LIRE), THE FIRST SINCE THE MAY 

MEASURES LIBERALISING CAPITAL MOVEMENTS. INVESTMENT CAPITAL 

SHOWED A NET INFLOW. 

ISTAT'S SEASONALLY ADJUSTED INDEX FOR INDUSTRIAL PRODUCTION 

IN SPETEMBER WAS 101.9, THE THIRD HIGHEST MONTHLY FIGURE THIS 

YEAR (AFTER MAY AND JULY). BUT IRS REPORTED THEIR S.A. INDEX SHOWING 
THIS AS THE AUTUMN PEAK WITH PRODUCTION SUBSEQUENTLY SLOWING. 

CAR SALES REGISTERED THEIR 15TH SUCCESIVE MONTHLY INCREASE BUT 

GROWTH IN GENERAL DOMESTIC DEMAND SEEMS TO BE SLOWING. 

NEVERTHELESS, DESPITE INTERNATIONAL TENSIONS AND DOMESTIC 

DIFFICULTIES, MOST FORECASTERS EXPECT THE ITALIAN ECONOMY TO TURN 

IN AN ABOVE OECD AVERAGE PERFORMANCE IN 1987 AND 1988. 

THOMAS 

YYYY 
DISTRIBUTION 	153 

MAIN 	 153 

MONETARY 	 SED 
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SAVING BY BAG 

BY BAG 

FROM ROME 

TO FCO 

SAVING NO 13 

UNCLASSIFIED 

FRAME ECONOMIC 

TO FCO SAVING TELEGRAM NO 13 OF 11 DECEMBER 1987 AND INFORMATION 
SAVING 
WASHINGTON, PARIS, BONN, OTTAWA, UKDEL IMF/IBRD, UKDEL OECD, 
UKREP BRUSSELS, CONSULATES IN ITALY. 

MONTHLY ECONOMIC REPORT : ITALY : NOVEMBER 1987 

SUMMARY 

Second draft of Finance Bill provokes brief Government crisis. 
Indirect tax increases rescinded at expense of income tax relief for 
fiscal drag. 1988 PSBR target now 103,500 billion lire. 

Industrial production may have peaked in September but confidence 
generally still high. Industrial troubles continue with air services 
particularly badly hit. Inflation down slightly at 5.2%. Trade balance 
continues adverse but payments in surplus again in October, including a 
net inflow of investment capital. No difficulty in selling Treasury bonds 
to fund deficit. 

Italy's economic performance still expected to be above OECD average in 
1987/1988. 

DETAIL 

ECONOMIC ACTIVITY (Tables 1 and 2) 

ISTAT's unadjusted industrial production index showed a year on year 
increase in September of 2.4%, with the same number of working days. The 
seaonsally adjusted index figure was 101.9. IRS said in late November 
their s.a. index suggested industrial production had slowed since 
September. A fall in footwear production, reportedly down 8% in the first 
9 months of 1987 while imports rose by 33.9%, provoked manufacturers to 
seek protection from Asian imports. 

Electricity consumption showed a 5% year on year increase in November (as 
in October) bringing the 11 month figure to +5.1%. This appears to 
support the impression that production growth has levelled off. 

According to ISTAT industrial invoicing rose by 10.4% in August while 
orders fell by 7.4%. Domestic orders fell sharply -12.7% while export 
orders rose by 4.5% but August figures are often atypical. 

1 



Car sales rose slightly in October for the 15th month running. The less 
rapid increase could indicate some overall slowdown in domestic demandlipt 
this may be only a short term phenomenon due to the government's end 
August 4% increase in VAT (from 18% to 22%) on motor vehicles (and some 
other consumer durables) which is due to lapse at end December. 

Although the combination of the August measures to reduce internal demand 
and September measures to support the lira seem to have lowered 
businessmen's expectations slightly, the overall tone is still quite 
confident. 

3. LABOUR AND SOCIAL AFFAIRS 

November was a particularly troubled month with a wave of strikes in the 
transport industries and other public services and a short general strike 
called by the confederal unions in protest at the terms of the revised 
Finance Bill. For the first time ever, the Diplomatic Service was called 
out on a one day token strike on 30 November. 

The other official union action was mainly concerned with renewal of 
contracts, and affected air, rail and other public services. There was 
continuing unofficial action by the Comitati di Base (COBAS) which 
affected rail services particularly badly. They are concerned with wages 
and conditions but above all with recognition rights. 

Lucchini, President of Confindustria, continued to stress the importance 
of holding down labour costs and retaining competivity. Pay rates 
increased by 8% between September 1986 and September 1987, which is well 
above the rate of inflation. 

HOURLY CONTRACTUAL PAY RATES 
(1982=100) 

Sector Increase Sep 87/ Sep 86 	Increase due to scala mobile 
indexation system 

Whole Economy 8.0% * N/A 

Industry 6.6% 3.3% 

Commerce 6.8% 3.3% 

Transport & 
Communications 4.6% 2.8% 

Banking & 
Insurance 9.1% 2.1% 

Public 
Administration 11.1% 2.7% 

Agriculture 6.1% 3.6% 

*Increase in cost-of-living index over same period 5.0%. 

2- 



4IONDUSTRIAL ACTION 

Air Services  

Alitalia lost on average 50 flights per day because of official union 
action either by pilots or by ground crews and baggage handlers. The 
dispute was over the renewal of contracts and the two sides are still far 
apart. Mediation was begun by the Minister of Labour, Formica and after 
some hopeful signs was stopped by the Prime Minister, on the grounds that 
it seemed to be heading for an expensive settlement, reaching a total of 
28% over three years. This provoked a furious reaction from the unions 
but mediation was resumed at the end of the month with Goria repeating his 
hard line and Formica accusing Alitalia of excessive rigidity. The 
figures quoted by the two sides and the government vary substantially, and 
positions are becoming very entrenched. 

Rail Services  

Action on the railways was taken mainly by the Comitati di Base (COBAS) 
and was effective in bringing chaos to the railway system although to date 
no concessions have been made. There was limited action by the autonomous 
union which represents some train drivers. In a referendum of railway 
workers on a new contract some 65% voted to accept but these probably 
excluded drivers who see themselves as being in a special position. The 
COBAS action is aimed at securing recognition and representational rights 
which they would undoubtedly use to full advantage in obtaining a better 
deal for their supporters. A similar situation exists in the education 
service where COBAS are appearing in large numbers. COBAS activities are 
being strongly resisted by the government, by the railway authorities and 
above all by the confederal unions who see this as the most serious threat 
for years to their standing. 

Further action 
COBAS will not 
which prevents 

is threatened and there is also a possibility that the 
honour the generally accepted self regulation agreement 
unions from taking strike action over the holiday period. 

General Strike 

  

   

A 4 hours general strike was called by the confederal unions on 25 
November in protest at the terms of the revised Finance Bill which omitted 
promised reductions in personal taxation and increases in family 
allowances. The strike was reasonably well supported to the relief of the 
unions and probably also of the government - failure would merely have 
provided additional ammunition for the COBAS. 

Hours lost because of strike action totalled 14.6 million from January to 
August 1987, a -reduction of 4.4% compared to the same period in 1986. 
Overall figures for 1986 at 10.3 hours per capita were little higher than 
in 1985 despite contract negotiations. 

Strike Legislation 

There is growing pressure for legislation to control strikes and a 
of proposals have been put forward. Discussion of a Bill drafted 
Giugni, a leading labour lawyer, was held up in the Senate by PCI 
opposition, and there are differences within the government about 
form the legislation should take. The confederal unions are also 
on whether legislation or self-regulation is the right solution. 
it seems likely that some legislative action will be taken. 

number 
by Sen. 

what 
divided 
However, 
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Work Training Contracts and Job Creation 
	 • 

ISFOL research showed that Work Training Contracts had been successful. A 
sample survey revealed that 65.9% of those taken on under the scheme 
between 1984 and 1985 were still with the same firm, 22% were working 
elsewhere and 2.6% were self-employed. Only 5.8% were unemployed and 1.6% 
had unstable jobs. However the level of training provided was 
unsatisfactory and only 17% had had real training courses. 

Under the scheme for youth self employment in the Mezzogiorno 1,572 
applications had been received and 60 projects authorised so far, 
involving investment of 100 billion lire and 937 jobs. 

Social Affairs  

For the past few weeks Rome has been suffering from an invasion of several 
thousand gipsies who have parked their caravans in the suburbs and refused 
to move. No official sites are available and the gipsies have repeatedly 
blocked the main ring road and one main railway line in protest. There 
are allegations of racism and police brutality, and so far no signs of a 
solution. 

Maternity benefits are to be introduced for self-employed traders, 
artisans and farmers from 1 January 1988. Benefits will be 80% of the 
minimum contractural rate for the appropriate category of employed people. 

A demonstration against the Finance Bill attracted a minimum of 100,000 
pensioners on to the streets of Rome. The unions claimed an attendance of 
200-250,000. For the first time since the introduction of the present 
adjustment system in 1983 there is a negative balance between the salary 
index rise and the cost-of-living increase so there will be no pension 
increase in January 1988. 

4. INFLATION 

Wholesale prices rose in September by 0.5% over August, the ninth 
consecutive monthly increase. The year on year rate went up from 4.1% in 
August to 4.3% in September, the highest rate since January 1986. 
Increased taxes on oil refining are responsible for part of the increase. 

Preliminary figures from the large northern cities indicated a 0.4% rise 
in the cost of living index in November. In the event ISTAT's figure for 
the whole country was 0.3% and the year on year rate fell in November to 
5.2% with the average 12 month rate stationary at 4.5%. The inflationary 
effect of the Government's end-August measures to depress demand thus seem 
to have come to an end. 



COST-OF-LIVING INDEX (NOVEMBER) 
(1985 = 100) 

Sector of index 
	

% change over 	% change over 
Oct 1987 	 Nov 1986 

General index: 113.3 	+0.3 	 +5.2 

Food 	 +0.1 	 +4.7 

Clothing 	 +0.8 	 +5.8 

Housing 	 +0.3 	 +5.3 

Fuel & Elec. 	 +0.4 	 +7.4 

Miscellaneous 	 +0.4 	 +5.3 

In the light of the second draft of the Finance Bill the Bank of Italy has 
revised its views on inflation in 1988 and now regards the Government's 
4.5% target as attainable. 

5. TRADE (Table 6) 

In October there was a deficit on trade of 690 billion lire compared with 
a small surplus of 260 billion in October last year. The 10 month 
cumulative deficit is 9,359 billion, more than doulde that for the same 
period last year. Year on year, imports rose 10.6% in October and exports 
by only 3.5%. The energy deficit was 1,452 billion: the surplus in other 
sectors was 762 billion despite a growing deficit on food/agricultural 
items which is now running at around 1,400 billion per month. 

Ii Sole 24 Ore published a survey of trade in the first 9 months of 1987 
which provided gloomy reading. Exports to the Middle East fell by 24%, to 
North Africa by 16.9%, to North America by 10%, to Latin America by 2.2% 
to Asia by 7.4%. Exports to Europe grew by 5.7% but this was more than 
outweighed by a growth in imports of 11.5% producing a deficit of 6,250 
billion lire against 1,800 billion for the same period last year. Even 
the continuing surplus on trade with the US covered a 10.7% drop in 
exports. One of the few positive notes was an increase of 2.4% in exports 
to Japan (worth some 1,800 billion lire) but even this was overshadowed by 
an 8.7% increase in imports (worth 2,500 billion lire). A 54% increase in 
imports from the Soviet Union (2,601 billion lire) was due largely to 
oil. The ISTAT figures on which the survey is based exclude those for 
reserved items - arms, and those where there are less than 3 operators in 
the market e.g. gas. These items are said overall to show a surplus of 
300 billion against a deficit of 2,000 billion last year. The quantity of 
this trade is said to have diminished by 24% (or 1,300 billion lire) in 
exports, and by 72% (or 1,000 billion) in imports. 

s . 



The reasons given for this poor performance are familiar: loss of 	411 
competitivity, the high cost of money and labour, the inflation 
differential and the explosion of internal demand which sucked in 
imports. A survey by ICE and Doxa of 2,114 importers in the USA, Japan, 
FRG, France Spain and UK across 15 market sectors showed that purchases 
the second half of 1987 were expected to slow further. Neither price no 
quality were regarded as significant factors but there was some criticis: 
of delivery times. The overall impression was of general loss of edge ii 

world markets difficult to attribute to any specific problem. 

The balance of payments in October recorded a surplus of 728 billion lir( 
compared with a deficit of 651 billion in October 1986. The cumulative 
month figure is -925 billion compared with -2,376 billion in 1986. 
Capital inflows exceeded outflows and for the first time since the May 
liberalisation measures investment capital recorded a net inflow (100 
billion lire). At end October the foreign indebtedness of the banking 
system stood at 33,000 billion lire (end September 32,000 billion). The 
reserves rose from 66,190 billion to 69,210 billion lire. 

OFFICIAL RESERVES 
(Billion Lire) 

Month 	Total net reserves 	Gold 	Convertible 	ECU 

September 	66,190 	 37,646* 	20,405** 	5,142*' 

October 	69,210 	 37,646 	 16,455 	 12,193 

*Quarterly revaluation. 
** Changes presumably due in part to swap Ecu/convertible currencies. 

6. FINANCIAL DEVELOPMENTS (Tables 4 and 5) 

The sale of Treasury bonds to finance the public sector debt went smoothl 
with the early December 5 year CCT and mid November 1 year BTE issues 
receiving a particularly favourable response. 



13,000 
3,000 

(Billion Lire) 

1,646 
441 

- 

9,500 800 900 

9,000 322 
2,000 533 - 
8,000 168 - 

7,500 850 21 
1,500 503 - 
7,500 1,645 - 

730 (7-yr) - - 
1,800 (5-yr) - - 
1,000 (5-yr) - oversubscribed 

740 - - 
730 - - 	- 

3-mth BOT 
end-Oct 
mid-Nov 
end-Nov 

6-mth BOT 
end-Oct 
mid-Nov 
end-Nov 

12-mth BOT 
end-Oct 
mid-Nov 
end-Nov 

CCT 
October* 
November* 
December 

3-yr BTP* 
September 
October 

10.48% 
10.48% 

10.30% 
10.34% 
10.34% 

10.40% 
10.46% 
10.44% 

10.49% 
10.49% 
10.46% 

• 
GOVERNMENT SECURITIES 

Effective 
Total issue 
	

Taken by B/Italy 	Unplaced 	Net yield 
(compound) 

November 	(not issued) 

1-yr BTE (373 days) 
October 	500m Ecu 
	

150m 
	

223m 	 7.88% 
November 	750m Ecu 	 oversubscribed 	7.66% 

*No pre-announced issue limit; amount depends on demand and on Treasury 
requirements. 

Another step to fulfil the recommendations is the Sarcinelli report 
"Financial Wealth, Public Debt and Monetary Policy" published in March 
1987 was taken by Treasury Minister Amato's decision to seek the revision 
of a 1913 regulation on financial markets which would allow the creation 
of an efficient second market in government bonds with licensed market 
makers, "prime dealers", not confined to the major credit institutions. 
The initial reaction of the Bankers' Association (ABI) was cool. Fiscal 
changes (abolition of stamp duty) and a smaller spread of interest rates 
would be necessary preconditions for the new market's success. 

Interest rates rose slowly but steadily between August and October: 
according to Bank of Italy figures the average rate on loans in August was 
13.27% and in October (provisional) 14.15%. ABI figures for average rates 
on loans are 13.27% August, 13.67% October and on deposits 6.73% August, 
6.84% October, the rises being attributed to the government's measures to 
bring down the expansion of domestic credit. According to ABI, interest 
rates began to ease again at the end of October and continued this trend 
in the first half of November although the trend could not be regarded as 
firm until the Financial Law completed its parliamentary passage. 

-3- 



The annual rate of increase in bank credit in October was 7.5% (down den 
14.9% in August and 9.8% in September). Only a few small banks are now 
exceeding the Bank of Italy's credit ceiling. Deposits rose by 9% in 
October as savings returned to the banks after the stockmarket crash. 
Investment funds recorded a net outflow of 2,002 billion lire in November. 

The stockmarket was jittery throughout November with occasional small 
rallies wiped out by further falls. In the last week it rose decisively 
(+6.78%), cheered by the President's agreement with Congressional 
representatives on cutting the US budget deficit, but lost ground again in 
early December as other markets reacted adversely to the fall in the value 
of the dollar. 

The lira came under some pressure in the EMS as the D-mark rose to new 
heights against the US dollar. Government and Bank of Italy sources 
continued to discourage industrialists from hoping to recover ground in 
export markets through a lira devaluation. 

EXCHANGE RATES - NOVEMBER 
(in Lire) 

Currency 	Highest parity 	Lowest parity 	end-month parity 

	

2,213.125 	 2,187.325 

	

(30 Nov) 	 (17 Nov) 

	

1,255.775 	 1,208.850 

	

(16 Nov) 	 (30 Nov) 

DM 	 740.500* 	 732.825 

	

(3 Nov) 	 (16 Nov) 

2,213.125 

1,208.850 

739.035* 

Change in weighted value against other EC currencies since 9 February 
1973: end-October -63.02%; end-November -63.11%. 
*Record high. 

Coordinated action by European countries to cut interest rates in early 
December was generally perceived as helpful but if the beneficial effects 
were to endure a positive US response would be necessary. The Italian 
Treasury decided to do its bit by knocking a few points off the next bond 
issues. The papers follow closely the rumours of possible G7 meetings and 
there is a risk of arousing too great expectations of the Group's ability 
to manage events. Italy's membership of the "top club" is now taken for 
granted. 

The Ferruzzi group placed 3 year bonds for US $100 million on the London 
international market. 

Finsider the state steel company is expected to lose over 1,200 billion 
lire this year. 



110. FISCAL POLICY 

The Treasury borrowing requirement for the first 10 months was 94,050 
billion lire (same period 1986 89,321 billion). The Government's original 
target of 100,000 billion has been much revised but the end year forecast 
is now about 111,000 billion. 

Tax revenue continues to exceed expectations, in October 18,906 billion, 
up 25% on the same month last year. For the first 10 months the figure is 
166,419 billion, a 14.8% increase over 1986. Tax inspectors are said to 
have discovered 2,400 billion worth of tax evasion Jan-Oct 1987. Some 
347,000 tax payers are said to be waiting for reimbursements totalling 
16,000 billion lire from the Ministry of Finance: much of this relates to 
VAT. 

The Minister for Finance Gaya, announced that the forfait tax regime would 
be extended for another 12 months for firms with an annual turnover up to 
780 million lire. A new decree law extending the "condono edilizio" 
(pardon for illegal building) was approved. Estimated revenue from this 
source by end September is 5,570 billion lire. Before the end of 1988 the 
Government is expected to propose a bill allowing legalisation of illicit 
capital transactions on payment of a fine, perhaps 10% of value declared. 

Gaya also promised the shoe industry that VAT would be halved from 18% to 
9% in the face of the industry's falling exports and declining share in 
the domestic markets. 

The Treasury Minister Amato stated that insurance companies should have a 
greater role in meeting the costs of natural disasters. 

The Cassese Commission is reported in the press to have presented its 
finding on the wealth of the state to Prime Minister Goria. The value of 
state holdings principally of land and buildings is put at some 651,000 
billion lire. The options for improved management of this estate 
identified by the Commission include sale (in part) to the private sector 
but also rationalisation within state ownership. 

8. ASSESSMENTS OF ECONOMIC PROSPECTS 

Prometeia, although revising its forecasts downwards after the October 
stockmarket crash, retains an overall favourable outlook on the prospects 
for European economies 1987/88. GDP growth will average 2.2% in 1987 and 
1.7% in 1988 while demand for consumption goods will grow by 3.1% this 
year and 2.4% next. Depending on the final shape of the Finance Bill, 
inflation in 1988 is expected to be around 5.8%. 

IRS predict an average annual inflation rate in 1988 of 5.1%. They do not 
believe that 1% VAT increases in the first draft of the Financial Law 
would have had as injurious effects on prices as the decision to increase 
employers' social contributions and thus the cost of labour. The final 
outcome rests much on government sucess in holding wages at the targeted 
inflation rate of 4.5%. 



On 8/9 November Italians voted in favour of abrogating parts of some gli 
specific laws governing nuclear power generation. In the light of the 
vote the government has decided that the 1985 National Energy Plan, which 
envisaged a growing role for nuclear power, should be revised. The 
building of conventional power stations has also been subject to delays 
through opposition of local and environmental groups. The Industry 
Minister Battaglia has expressed his concern about the effects on the 
economy of a possible shortfall of generating capacity in the mid 1990's: 
the forecast requirement is for an additional 4,300 megawatts. 

9. FINANCIAL LAW AND 1988 BUDGET 

At the end of October the Finance Commission of the Senate asked the 
Government to redraft the Finance Bill in the light of the stockmarket 
crash. 

On 10 November the Government presented its revised proposals. The aim is 
to cut the public sector deficit from the original target of 109,500 
billion lire to 103,500 billion with the intention of taking further steps 
in 1988 to bring it below 100,000 billion. The main changes were: 

(a) the 1% VAT increase is dropped but the loss of revenue in 1988 is 
compensated by delaying for 1 year promised income tax relief for fiscal 
arag. 

the health tax payable by the self employed will be reduced by 
1.25% (a compromise between the Government's original 0.5% and a Liberal 
amendment adopted in the Senate in October of 2%). 

prescription charges go up from 1,000 to 2,000 lire and to 4,000 
for the second prescription within 48 hours. 

the public utilities SIP and ENEL will have ro raise 3,000 billion 
from the markets in place of planned government subventions. 

1,000 billion lire relief on employers' social contributions is 
rescinded. 

The Liberal Party withdrew from the governing coalition on 13 November and 
the Prime Minister offered his Government's resignation to the President. 
The Government was reconstituted unchanged on 18 November with the 
following changes to the Finance Bill in response to Liberal criticism of 
public expenditure abuses and unfair tax burdens. 

A Committee of "wise men" will be appointed immediately to look 
at public expenditure and within 4 months to identify cuts in 1988 of 
1,500 billion lire. 

1,500 billion lire income tax relief will be given from 1 July 
1988 provided year on year inflation in June is not above the government 
target of 4.5%. 

At the end of the month the revised Finance Bills had cleared the Budget 
Commission and been sent for voting by the Senate as a whole. 

THOMAS 
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1985 Q1 104,580 	64,938 16,464 
Q2 105,178 65,633 16,549 
Q3 106,242 66,357 16,705 
Q4 107,065 66,775 16,846 

	

1986 Q1 106,770 	67,212 16,957 
Q2 108,891 67,654 17,099 
Q3 109,381 68,268 17,181 
Q4 109,640 69,059 17,298 

	

1987 Q1 109,755 	70,075 17,327 
Q2 111,324 70,791 17,363 

23,163 
23,204 
23,066 
23,235 

23,168 
23,599 
23,605 
23,434 

23,539 
24,039 

TABLE 1: EXPENDITURE ON GNP 

Source: ISTAT, New National Accounts (revised data). 

All figures seasonally adjusted. Billions of lire; (1)-(7) 1980 prices, (8) current prices. 

Consumer 	 Domestic 	 Nominal Real GDP 	Expenditure 	Investment 	Stockbuilding 	Demand* 	Exports 	Imports 	GDP 

Private Govt 

(1) 	 (2) 	 (3) 	 (4) 	(5) 	(6) 	(7) 	(8) 

1983 	397,720 251,328 63,029 
1994 	411,743 256,359 64,308 
1935 	423,064 263,753 66,564 
1986 	434,682 272,194 68,534 

85,927 
89,709 
92,667 
93,796 

1,328 
8,307 
9,107 
11,503 

401,612 
419,198 
432,091 
446,027 

	

84,089 	87,981 

	

90,400 	97,920 

	

94,098 	103,125 

	

96,997 	108,342 

631,575 
720,682 
805,754 
894,362 

	

106,816 	23,344 	25,579 	193,103 

	

107,816 	23,009 	25,647 	193,883 

	

108,279 	23,324 	25,361 	204,829 

	

109,182 	24,421 	26,538 	208,939 

	

110,199 	23,656 	27,085 	212,864 

	

110,276 	24,989 	26,374 	222,116 

	

112,455 	25,054 	28,129 	227,774 

	

113,097 	23,297 	26,754 	231,608 

	

3,261 	114,203 	23,532 	27,980 	233,715 

	

4,024 	116,217 	23,841 	28,732 	240,606 

2,201 
2,430 
2,151 
2,326 

2,862 
1,934 
3,401 
3,306 

NB Figures for 1987 provisional. 



TABLE 2: PRODUCTION AND EMPLOYMENT 	 • 
Source ISTAT 	Figures not seasonally adjusted unless so indicated. 

Ind. 	Invoices 	Orders 
Prod. 
Total 	Dom. Export 	Dom. Export 
(1) 	(2) 	 (3) 

Employ- 
ment 

'000s 
(4) 

Unem- 
ploymt 
'000s 
(5) 

Unem- 
ploymt 
rate 
(6) 

(1980=100) (1980=100) 
1983 92.0 141.0 151.0 133.0 153.0 520,704 52,278 9.0 
1984 
1985 

95.4 
96.5 

157.8 
172.4 

180.1 
197.6 

152.0 
169.4 

175.5 
195.4 

520,648 
520,742 

§2,578 
52,327 

9.9 
10.1 

1986 99.2 175.9 195.0 189.2 194.5 520,856 52,611 11.1 

1986 Q1 
Q2 

99.8 
99.9 

173.8 
181.5 

197.8 
203.6 

194.1 
195.6 

203.3 
203.0 

20,686 
20,696 

2,535 
2,477 

10.9 
10.7 

Q3 
Q4 

99.4 
101.3 

161.4 
187.0 

180.7 
201.7 

165.2 
201.9 

172.8 
198.8 

21,009 
21,049 

2,530 
2,771 

10.7 
11.6 

1987 Ql 
Q2 
Q3 

100.9 
102.6 
101.7 

178.0 
195.9 

196.4 
212.5 

201.6 
207.7 

202.5 
201.4 

20,723 
20,672 
21,049 

2,803 
2,725 
2,871 

11.9 
11.6 
12.0 

(a) 
'85 OCT 96.4 197.6 217.8 199.1 213.6 

NOV 97.9 181.4 202.1 180.7 203.3 
DEC 97.3 185.6 204.5 198.2 182.0 

'86 JAN 97.2 165.6 194.0 173.5 197.7 
FEB 99.1 175.3 200.7 200.3 195.5 
MAR 100.1 180.5 198.7 208.5 216.6 
APR 100.4 186.2 203.5 205.4 203.3 
MAY 98.6 179.5 199.1 187.2 210.8 
JUN 100.8 178.7 208.3 194.4 194.8 
JUL 100.3 196.3 241.6 189.9 214.9 
AUG 98.7 90.9 90.1 81.1 82.1 
SEP 99.3 197.1 210.5 224.6 221.5 
OCT 101.0 199.3 213.5 210.7 224.6 
NOV 101.2 175.7 190.6 188.2 178.3 
DEC 101.7 185.9 201.1 206.8 193.6 

'87 JAN 100.8 153.2 172.1 170.2 186.7 
FEB 100.7 172.7 194.8 207.6 198.9 
MAR 101.1 208.0 222.4 227.0 221.8 
APR 101.8 196.4 198.8 211.6 196.6 
MAY 104.3* 189.7 206.7 192.6 183.3 
JUN 101.6* 201.8 231.9 218.9 224.2 
JUL 102.5* 211.3 257.6 219.7 224.2 
AUG 100.7* 
SEP 101.9* 

Strikes 
'000 hrs 

lost 
(7) 

98,021 
58,232 
26,815 
37,673 

9,523 
3,733 
1,416 

23,001 

9,112 
4,092 

6,735 
6,819 
2,497 

5,512 
1,569 
2,442 
1,758 

881 
1,094 

56.8 
50 
798 

6,504 
9,997 
6,500 

2,925 
4,482 
1,705 
1.528 
842 

1,722 
1,339 

39 

(a) Seasonally 
adjusted 

* Provisional 

§average annual Quarterly series surveys 
carried out end Jan,Apr,Jul,Oct. 



TABLE 3: PRICES AND EARNINGS  

Surce: ISTAT. Annual and quarterly series Bank of Italy based on ISTAT. 
r cent change on a year earlier; not seasonally adjusted 

Consumer 
Prices 

(1) 

Cost of 
Living 
Index 
(2) 

Wholesale 
Prices 

(3) 

Hourly Pay 
(Contractual) 

(4) 

1983 
1984 
1935 
1986 

14.7 
10.8 
9.2 
5.9 

14.9 
10.6 
3.6 
6.1 

9.7 
10.4 
7.3 

-0.9 

14.6 
12.0 
10.3 
4.6 

1985 Q3 9.1 8.5 6.9 10.2 Q4 8.9 8.6 5.9 9.9 

1986 Q1 7.5 7.6 2.5 5.8 
Q2 6.0 6.4 -1.4 4.9 
Q3 5.5 5.9 -2.2 3.7 Q4 4.5 - 	4.7 -2.4 4.0 

1987 Ql 4.3 4.3 -0.4 5.2 
Q2 4.4 4.2 +2.4 6.8 
Q3 11.6 +4.1 8.0 

1985 NOV 
DEC 

8.9 
8.8 

8.6 
8.6 

5.8 
5.9 

9.7 
9.7 

1986 JAN 8.2 8.0 4.8 6.9 
FEB 7.3 7.6 2.5 5.4 
MAR 7.0 7.2 0.3 5.3 APR 
MAY 

6.4 
5.1 

6.6 
6.4 

-0.8 
-1.8 

5.3 
4.7 

JUN 5.7 6.3 -1.8 4.8 
JUL 5.5 5.9 -2.2 4.8 
AUG 5.6 5.9 -2.1 3.0 SEP 5.3 5.8 -2.3 3.3 OCT 
NOV 

4.7 
4.4 

5.1 
4.7 

-2.4 
-2.3 

3.3 
4.3 

DEC 4.3 4.3 -2.5 4.3 

1987 JAN 4.2 4.5 -1.7 4.6 FEB 4.4 4.2 -0.2 5.4 MAR 4.2 4.2 0.6 5.6 APR 4.4 4.2 1.6 6.0 
MAY 4.4 4.2 2.7 7.1 JUN 4.5 4.1 2.9 7.2 JUL 4.7 4.4 3.8 3.0 AUG 4.8 4.5 4.1 8.1 SEP 
OCT 

5.0 
5.3 

4.3 8.0 

NOV 5.2 

If,. 



TABLE 4: MONETARY AGGREGATES 
	 • 

Source: Bank of Italy. Per cent change on a year earlier. 

Monetary 
Base 
(1) 

M1 

(2) 

M2 

(3) 

M3 

(4) 

Total 
Domestic 
Credit 
(5) 

1984 
1985 
1986 

12.6 
16.6 
10.6 10.2 

12.3 
14.0 
8.9 

14.6 
14.4 
8.8 

21.3 
19.2 
16.2 

1986 	Ql 12.2 10.0 9.7 11.0 16.5 Q2 11.2 10.8 8.8 9.2 16.3 
Q3 9.9 9.2 7.9 7.1 16.0 Q4 8.8* 10.9 9.5 8.1* 15.9 

1987 Ql 9.6* 9.9*. 10.3* 7.7* 
_ 

15.6* Q2 11.4* 10.8* 12.0* 9.0* 15.2* 

1985 Nov 
Dec 

15.2 
17.3 

13.6 
10.4 

13.3 
11.1 

13.3 
11.7 

17.9 
18.0 

1986 Jan 11.3 9.7 10.1 11.1 16.5 Feb 11.7 10.0 9.7 10.8 16.7 Mar 13.7 10.4 9.3 11.0 16.4 Apr 11.1 10.3 8.8 9.9 16.9 May 11.2 11.5 9.1 9.4 16.7 Jun 11.3 10.5 8.4 8.2 15.3 Jul 11.4 9.1 7.9 7.4 16.1 Aug 9.4 8.9 7.6 7.0 16.0 Sep 8.9 9.5 8.2 7.0 15.9 Oct 9.1 10.6 9.1 7.9 16.3 Nov 10.2 11.3 9.9 8.2 16.1 Dec 7.2 10.7 9.4 8.2 15.2 

1987 Jan 10.7* 9.9* 9.6* 7.8* 15.9* Feb 9.7* 10.1* 10.4* 7.7* 15.7* Mar 8.3* 9.8* 10.8* 7.7* 15.3* Apr 11.9* 10.4* 11.6* 8.6* 15.0* May 10.9* 10.5* 12.1* 9.0* 15.0* Jun 11.3* 11.5* 12.4* 9.5* 15.5* Jul 11.7* 11.5* 12.0* 10.1* 14.7* Aug 11.5* 11.5* 14.8* 

*Provisional 



1,751.7 

1,599.6 
1,538.9 
1,436.9 
1,389.5 

1,306.2 
1,299.8 
1,331.1 

2,515.0 

2,302.3 
2,321.9 
2,141.3 
1,985.8 

2,016.2 
2,135.1 
2.151.8 

36.7 

88.6 
88.1 
89.7 
91.9 

92.8 
91.5 

411Durces: 

TABLE 5: EXCHANGE AND INTEREST RATES  

(1)(2)(3) Bank of Italy; ()4)Banca Commerciale Italiana; 
(5) Ufficio Italiano Cambi. 

Exchange rates 
(Average) 

Lira/US$ Lira/Ester 

1983 
1934 
1985 
1986 

One-month 
Interbank 

rates 

(1) 

17.66 
16.86 
14.93 
13.00 

Govt 
securities 

12-month 
CCT 
	

BOT 
(2) 
	

(3) 

	

19.82 
	

18.05 

	

16.98 
	

15.43 

	

14.68 
	

13.63 

	

12.41 
	

10.92 

Lira real 
effective 
exch rate 
(1980=100) 

(4) 

92.4 
89.9 
87.1 
89.6 

1,519.2 
1,756.5 
1,909.7 
1,483.6 

2,301.7 
2,339.8 
2,462.5 
2,176.8 

(5) 

	

1985 Q4 	15.23 	14.39 

	

1936 Q1 	16.31 	14.44 

	

Q2 	12.44 	13.44 

	

Q3 	11.46 	11.47 

	

Q4 	11.79 	10.63 

	

1987 Q1 	11.29 	10.22 

	

Q2 	10.71 	9.89 

	

Q3 	 10.92  

13.17 

13.05 
11.13 
10.38 
10.03 

9.78 
9.66 
10.88* 

1985 Dec 15.31 	14.28 	13.14 
	

87.2 	1,713.4 
	

2,480.9 

16.19 
17.69 
15.06 
12.81 
12.19 
12.31 
11.56 
11.44 
11.38 
11.00 
12.50 
11.88 

11.88 
11.63 
10.38 
9.88 

11.13 
11.13 

1986 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

1987 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 

	

14.14 	13.19 

	

14.65 	13.08 

	

14.53 	12.88 

	

14.01 	11.84 

	

13.12 	11.00 

	

12.19 	10.57 

	

11.74 	10.56 

	

11.58 	10.26 

	

11.10 	10.31 

	

10.79 	10.07 

	

10.60 	10.02 

	

10.51 	10.01 

	

10.39 	9.93 

	

10.24 	9.74 

	

10.04 	9.68 

	

9.89 	9.65 

	

9.87 	9.66 

	

9.91 	9.68 

	

10.25 	10.56* 

	

11.18 	10.62* 

	

11.33 	11.45* 
12.17* 
12.14* 

1,665.3 
1,587.9 
1,542.3 
1,556.9 
1,528.7 
1,531.5 
1,478.5 
1,420.8 
1,408.2 
1,386.6 
1,402.1 
1,380.3 

1,314.70 
1,299.60 
1,304.60 
1,292.20 
1,291.10 
1,316.00 
1,337.10 
1,345.80 
1,310.30 
1,278.45§ 
1,208.85§ 

2,372.0 
2,268.7 
2,262.7 
2,329.3 
2,325.5 
2,310.8 
2,232.2 
2,110.9 
2,073.9 
1,997.9 
1,996.2 
1,984.6 

1,983.10 
1,982.50 
2,076.90 
2,106.20 
2,153.70 
2,145.50 
2,152.10 
2,149.00 
2,154.40 
2,199.17§ 
2,213.12§ 

88.3 
88.6 
88.8 
88.2 
88.0 
88.1 
83.5 
89.9 
90.6 
91.7 
91.8 
92.4 

93.1 
93.1 
92.3 
92.2 
91.3 
91.1 

(1)Bid-offer average. (2)gross yield expected if interest rates unchanged. 
(3)gross yield on end month issues. 
End month rates. 	*Provisional. 



Imports 
C. i.f. 

(1) 

Exports 
f.o.b. 

(2) 

Trade 
Balance 

(3) 

Overall 
Balance 

(Current + 
Capital 	Current 

movements, 	Account 
errors and 
omissions) 

(4) 	(5) 

billions of lire 

1983 
1984 

122,002 
148,162 

110,537 
129,027 

-11,465 
-19,135 

+3,793 
+ 	57 

+ 	706 
-7,254 

1985 172,816 149,701 -23,115 -8,352 -7,761 
1986 149.045 145,323 - 	3,722 -2,965 + 	665 

1986 Ql 41,792 36,117 - 	5,675 -6,696 -3,389 
Q2 37,734 36,665 1,069 +4,506 + 	834 
Q3 32,029 34,612 + 2,584 + 	465 +5,593 
Q4 37,491 37,929 438 -1,240 -2,373 

1987 Q1 38,368* 34,379* - 	3,989* +1,988 - 	882 
Q2 40,605* 35,471* - 	5,134* -3,789* - 	881* 
Q3 37,954* 38,412* 458* - 	660* 

1985 Nov 15,091 12,098 - 	2,993 -1,931 - 	693 
Dec 19,547 17,515 - 	2,032 -1,433 -2,025 

1986 Jan 13,888 10,816 - 	3,072 -3,044 -1,265 
Feb 14,370 12,862 - 	1,508 -1,578 -1,202 
Mar 13,534 12,439 - 	1,095 -2,074 - 	922 
Apr 13,015 12,672 343 +2,287 - 	737 
May 12,798 11,726 - 	1,072 +1,555 + 	221 
Jun 
Jul 
Aug 

11,921 
12,415 
7,314 

12,267 
13,632 
9,424 

346 
+ 	1,217 
+ 	2,111 

+ 	664 
+1,459 
+ 	703 

+1,350 
+1,935 
+2,831 

Sep 12,300 11,556 744 -1,697 + 	827 
Oct 13,512 13,772 260 - 	651 + 	791 
Nov 11,920 11,763 157 - 	133 - 	404 
Dec 12,059 12,394 335 - 	456 -2,760 

1987 Jan 11,641* 10,054* - 	1,587* - 	380 + 	612 
Feb 12,505* 10,548* - 	1,957* +1,442 - 	768 
Mar 14,222* 13,777* 445* + 	926 - 	726 
Apr 
May 

13,332* 
13,120* 

11,951* 
11,685* 

- 	1,381* 
- 	1,435* 

+1,579 
-2,865* 

+ 	357 
-1,511* 

Jun 
Jul 

14,154* 
14,563* 

11,835* 
15,380* 

- 	2,319* 
820* 

-2,503* 
- 	553* 

+ 	273* 

Aug 8,531* ,691*  9 + 	1,159* -1,026* 
Sep 14,860* 13,345* - 	1,515* + 	919* 
Oct 14,940* 14,250* 690* + 	728* 

Import 
	

Export 
Volume 
	

Volume 

(6) (7) 

1980=100 

	

93.3 	108.4 

	

101.8 	115.6 

	

110.8 	124.2 

	

115.8 	126.4 

117.2 122.2 
117.5 129.0 
105.6 122.7 
122.8 131.9 

123.9 119.4 
128.9 122.4 

118.4 120.6 
155.5 175.0 

110.9 108.5 
120.0 130.5 
120.7 127.5 
118.6 133.0 
120.7 123.1 
113.3 130.9 
122.1 144.7 
75.0 100.6 
119.8 122.9 
131.7 143.8 
116.6 122.5 
120.1 129.3 

114.7 105.9 
121.0 109.9 
136.1 1142..4 
127.1 1123.3 
125.7 1121..9 
133.9 122.1 

TABLE 6. TRADE/BALANCE OF PAYMENTS  

Source ISTAT; (4)&(5) Bank of Italy. Figures not seasonally adjusted. 
• 

*Provisional 
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ANGLO/ITALIAN SUMMIT 

SUMMARY: 

THE ITALIANS CONSIDERING ARRANGEMENTS FOR THE NEXT BILATERAL 

SUMMIT WHICH THEY HOPE WILL BE IN SPRING 1988. 

DETAIL: 

VISCONTI, DEPUTY DIPLOMATIC ADVISER TO THE PRIME MINISTER, 

HAS TOLD U3 INFORMALLY THAT THOUGHT IS NOW BEING GIVEN TO THE 

ARRANGEMENTS FOR NEXT YEAR'S BILATERAL SUMMIT, WHICH IT IS THE 

ITALIAN TURN TO HOST. THE ITALIANS ARE CONSIDERING DATES IN 

APRIL/MAY 1988 AND ARE LIKELY TO SUGGEST THAT ATTENDANCE SHOULD 

FOLLOW THE PATTERN OF THE LAST SUMMIT AND BE CONFINED TO THOSE 

MINISTERS ON EACH :SIDE WHO HAVE REAL BUSINESS TO DISCUSS. 

WE HAVE WELCOMED VI3CONTI'3 APPROACH BUT STRESSED THAT THE 

ITALIANS SHOULD SUGGEST POSSIBLE DATES 300N, GIVEN THE SPEED WITH 

WHICH THE PRIME MINISTER'S DIARY FILLS UP. 

IT WOULD BE HELPFUL TO KNOW WHETHER THE GENERAL TIMING THE 

ITALIANS HAVE IN MIND 13 FEASIBLE AND WHETHER THERE ARE PARTICULAR 

PERIODS DURING NEXT APRIL AND MAY WHICH CAN ALREADY BE RULED OUT. 
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I enclose a copy of a message 
to the Prime Minister from the Italian 
Prime Minister about his recent visit 
to Washington. I should be grateful 
for a draft reply in due course. 

I am sending a copy of this letter ,  
and enclosure to Alex Allan (H.M. 
Treasury), John Howe (Ministry of 
Defence), Alison Brimelow (Department 
of Trade and Industry) and to Trevor 
Woolley (Cabinet Office). 
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TEXT OF THE MESSAGE ADDRESSED TO THE PRIME MINISTER, MRS MARGARET 

THATCHER, MP, FROM THE PRESIDENT OF THE ITALIAN COUNCIL OF MINISTERS, 

SIGNOR GIOVANNI GORIA. 

Signora Primo Ministro e Cara Amica, 

Vorrei informarLa sull'esito molto positivo delle mie conver-

sazioni con il Presidente Reagan e con autorevoli membri della sua 

Amministrazione e dei due rami del Congresso. 

Tema principale è naturalmente stato quello dell'accordo 

di disarmo sulle FNI firmato dal Presidente degli Stati Uniti e dal 

Segretario Generale del PCUS in occasione del recente vertice di 

Washington. 

Ii Presidente Reagan ne ha rilevata tutta l'importanza di 

"precedente" per analoghi trattati, anche per il nuovo modello di 

verifiche convenuto e vi Si è riferito piu di Una volta quale esempio 

di successo della solidarietA tra alleati occidentali. Ha indicato 

i primi progressi realizzati sui "sottotetti" per le armi nucleari 

strategiche in vista del prossimo vertice di Mosca, che dovrebbe orien-

tarsi per una riduzione del 50% degli ICBM. Si & riferito all'SDI, 

indicando che "la retorica sovietica e un po' cambiata", ma che l'obiet-

tivo resta lo stesso: quello di compromettere (cripple) ii programma 

americano, su cui peraltro Washington intende tener duro (hold firm) 

e che non intende affatto barattare (no bargaining chip). 

Ho da parte mia espresso apprezzamento per la conclusione 

del negoziato, che non ho esitato a definire "storico". Si & in effetti 

trattato di un evento che ha costituito una "inversione di tendenza", 

e di una tendenza molto pericolosa. Si tratta di un accordo innovativo 

sotto piu aspetti: dai controlli alle asimmetrie corrette con riduzioni 

di diverso ammontare. Ho ritenuto di riferirmi anche ai consensi al-

l'Accordo raccolti presso i miei colleghi europei, sia in occasione 

delle mie brevi visite nelle capitali dei Paesi della ComunitA, sia 

al comunicato del Consiglio Europe() di Copenaghen sui rapporti Est-Ovest. 

Ho auspicato progressi nei negoziati START, e per quelli sulle armi 

chimiche e convenzionali, insistendo sull'esigenza di consolidare, 

rilanciare e migliorare la cooperazione tra Stati Uniti ed Europa. 
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Ii Presidente Reagan, cosi come il Segretario di Stato Shultz 

ed ii Segretario alla Difesa Carlucci, cosi come i membri del Congresso, 

mi hanno confermato a piu riprese l'indissolubilite dei legami tra 

Europa ed America. Ii Presidente degli Stati Uniti mi ha anche assicu-

rato grande cautela fin tanto che non si avre parite nell'armamento 

convenzionale. La strategia della risposta flessibile permane. Gil 

Stati Uniti saranno molto fermi sul disarmo convenzionale e chimico, 

e ulteriori progressi sulle armi nucleari strategiche e tattiche non 

potranno prescindere da progressi in campo convenzionale. D'altronde 

lo stesso Gorbaciov avrebbe per primo parlato di problemi del disarmo 

convenzionale e chimico. 

Analoga flessibilite sovietica Reagan avrebbe riscontrato 

per l'Afganistan e per il Golfo Persico. A quest'Ultimo proposito Reagan 

ha detto pero di non credere a forze navali sotto bandiera ONU, mentre 

Shultz non ha del tutto escluso progetti anche di natura navale socie-

taria purche facciano seguito a precisi orientamenti politici apertamen-

te condivisi dall'URSS. 

Sui diritti umani ii Presidente Reagan ha ammesso che non 

si era potuti andare molto lontani, anche se qualche progresso era 

stato pur registrato nel consentire l'espatrio di singoli cittadini 

dall'URSS. 

Ho inoltre trattato dei temi del Golfo (ne ho anche discusso 

con il Segretario Generale delle Nazioni Unite, Perez de Cuellar) rile-

vando l'esigenza di curare la causa della instabilite nell'area che 

e la guerra tra Iran e Iraq. Garantire la navigazione del Golfo - e 

del nostro contributo gli interlocutori americani mi hanno dato ripetu-

tamente e ampiamente atto - equivale solo a curare gli effetti di tale 

causa e non la causa stessa. Ho trovato ii Governo americano anch'esso 

convinto della esigenza sempre piU impellente di affrontare la causa 

pii che i suoi effetti. 

Con molti dei miei interlocutori ho avuto occasione di par-

lare della strategia economica internazionale, del dollaro e della 

cooperazione fra i maggiori paesi industrializzati. 
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In ordine al primo argomento ho espresso preoccupazione 

per l'abbassamento del tasso di crescita nel mondo industrializzato 

- e di riflesso in quello in via di sviluppo - a causa dell'incertezza 

seguita al ridimensionamento delle quotazioni di borsa. 

Relativamente al secondo tema, ho insistito sulla necessit& 

di evitare di puntare su un ulteriore deprezzamento della moneta ameri-

cana come rimedio per lo squilibrio esterno, affermando invece l'esi-

genza di coordinare le politiche della domanda interna in funzione 

della situazione dei conti con l'estero. 

Nel terzo ho fermamente rappresentato la nostra opposizione 

all'opzione protezionistica, la cui diffusione potrebbe riportare 

l'economia mondiale verso una depressione che gi& fu conosciuta negli 

anni trenta. Ho riportato l'impressione che i miei interlocutori ab-

biano recepito ii messaggio, anche se da parte di alcuni non sono man-

cati riferimento alle esigenze della situazione politica ed istituzio-

nale americana. 

L'occasione mi e gradita per rinnovarLe le espressioni della 

mia piu viva cordialitA, che accompagnano gli auguri per il prossimo 

Natale e per un felice 1988. 

Signed: Goria. 



From: Signor Giovanni Goria, Italian President of the Council of Ministers 

III To: The Rt. hon. Margaret Thatcher, MP 
Date: Rome, 22nd December, 1987 

ROUGH TRANSLATION 

I would like to inform you about the very successful outcome 

of my talks with President Reagan and with authoritative members 

of his Administration and of the two parts of the Congress. 

The main theme was, of course, the disarmament agreement 

on INF, signed by the President of the United States and by the 

the Secretary General of the Soviet Communist Party, during the 

recent Washington Summit. 

President Reagan pointed out its importance as a "precedent" 

for similar Treaties, also considering the new model of control 

agreed, and he more than once referred to it as a successful example 

of the solidarity among Western Allies. He indicated the initial 

porgress achieved on the nsub-ceilings" for strategic nuclear weapons 

in view of the next Moscow Summit, which should tend towards a 

50% 	reduction of the ICBM. He referred to SDI, pointing out 

that the "Soviet rhetoric has slightly changed", but that its aim 

is still the same: to cripple the American programme, on which 

Washington intends, in any case, to hold firm, with no bargaining 

chip. 

On my part, I expressed my appreciation for the conclusion 

of the negotiations, which I didn't hesitate to define "historical". 

It has in fact been an event representing a turnabout of a very 

dangerous trend. It is an innovative agreement from several points 

of view: from the reciprocal inspections to the imbalances rectified 

with reductions of different amounts. T thought I should also refer 

to the assent to the Agreement gathered from my European colleagues, 

both on the occasion of my short visits to the EEC capitals, and 

to the Communiqué of the Copenhagen European Council on East-West 

relations. I expressed my hope for progress in the START negotiations 

and for the agreement on chemical and conventional weapons, urging 
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the need for consolidating, relaunching and improving the co-operation 

between the United States and Europe. 

President Reagan, as well as Secretary of State Shultz, 

Secretary of Defence Carlucci and the Members of Congress confirmed 

several times the indissolubility of the ties between Europe and 

America. The President of the United States also assured me of 

great caution adopted until there is a balance in conventional 

armaments. The strategy of the flexible answer remains. The United 

States will hold firm on conventional and chemical disarmament, 

and further progress on strategic nuclear weapons and on tactical 

arms cannot neglect the achievements in the conventional field. 

On the other hand, Mr. Gorbachov himself first talked about the 

problems concerning conventional and chemical disarmament. President 

Reagan has noticed similar Soviet flexibility as regards Afghanistan 

and the Persian Gulf. Concerning this last matter, President Reagan 

however, declared not to believe in the U.N. naval forces, whilst 

Shultz hasn't completely excluded combined projects, also of a 

naval nature, provided that they be the result of particular political 

trends openly shared with the Soviet Union. 

On the problem of human rights, President Reagan has admitted 

that the achievements in this field have not gone far enough, despite 

some progress in granting the expatriation of some Soviet Union 

citizens. 

I also dealt with the issues of the Gulf (having discussed 

this topic with the Secretary General of the United Nations, Perez 

de Cuellar), stressing the need to tackle the cause of the instability 

in the area which is the Iran-Iraq war. My American interlocutors 

have in several occasions taken note of our contribution to the 

action of protecting free navigation in the Gulf. But this represents 

an action taken to deal with the effects of this cause and not 

with the cause itself. I learnt that the American Governments 

is itself convinced of the ever increasing need to tackle the cause 

rather than its effects. 
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I had the opportunity to discuss with many of my interlocutors 

the topics of the international economic strategy, of the dollar 

and of the co-operation between the most industrialized countries. 

With reference to the first issue, I expressed concern 

on the reduced level of the growth rate in the industrialized countries, 

and consequently in the developing countries, due to the uncertainty 

related to the fall of the share prices in the Stock Market. 

With reference to the second issue, I insisted on the need 

to avoid trends towards the devaluation of the American currency 

as a solution against external imbalances. This goal can be better 

achieved, in my opinion, by coordinating the internal demand policies 

in relation to the situation of the balance of payments. 

On the third point, I firmly made known the opposition 

of our Government to the protectionistic policies, the diffusion 

of which could lead the world economy towards a dcpression similar 

to that of the 1930s. 

I got the impression from my interlocutors that they had 

received the message, even if some of them did not forego the opportu-

nity to make reference to the needs ot the American political and 

institutional situation. 

I avail myself of this opportunity to renew to you the 

expression of my warmest and cordial best wishes together with 

every good wish for Christmas and for happy 1988. 

Giovanni Goria" 
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PS /CHANCELLOR 

ITALY: BALANCE OF PAYMENTS 

You asked for a brief explanatio 
.04k  
the concepts behind Columns 4 

and 5 of the table on the Italian Balance of Payments (Table 6, 

attached) in the Embassy's Monthly Economic Report (Telegram 

number 13 of 19 January). 

2. 	The structure of the Italian Balance of Payments presentation 

is summarised by the OECD as: 

1. 	Balance of Trade 	 (Column 3 in the Telegram) 

2. 	Balance on Invisibles 

= 	3. 	Current Balance 	 (Column 5) 

4. 	Net inflow of non-monetary capital 

5. 	Errors and Omissions 

= 	6. 	Balance on non-monetary transactions 	(Column 4) 

7. 	Net inflow of private short-term monetary capital 

- 	8. 	Change in official reserves 

= 	9. 	Zero 

(Source: Bank of Italy OECD) 

The 'Overall Balance' referred to in the telegram is row 6 in the 

table above. 	This equals the current balance plus net non- 

monetary capital flows,including errors and omissions. 	It does 

not correspond to any concept used in the UK 'Pink Book' summary 

tables. Ayt)  51% kg IlevPr.  
3. 	It is misleading to describe the 'overall balance' as the 

balance of payments. The most natural variable to focus on is the 

current account, which records payments for traded goods and 

services and also net returns on overseas assets and liabilities. 

The 'overall balance' has little behavioural significance, and 

does not, as far as I am aware, have a counterpart in other 

countries' statistics. 
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4. 	The OECD's latest estimates of the Italian current balance 

is: 

Year 	 Current surplus (+)/deficit (-) 

as a percentage of GDP 

1986 	 0.4 

1987 	 -0.1 

1988 (partly forecast) 	 -0.5 

1989 (forecast) 	 -0.6 

(Economic Outlook) 

1 
6raff de, 

5. 	I will speak to the Embassy in Rome and pass on to them the 

thoughts set out above. 

,9. ectvvvo-a' 
P EDMONDS 



6 	 TABLE 6. TRADE/BALANCE OF PAYMENTS 

Source ISTAT; (4)&(5) Bank of Italy. Figures not seasonally adjusted. 

• 	 

Imports 
C. i.f. 

Exports 	Trade 	Capital 	Current 	Import . Export 
f.o.b. Balance movements, Account Volume Volume 

errors and 
omissions) 

(1) (2) 	(3) (4) (5) (6) (7) 
billions of 	lire 1980=100 

1985 
1986 
19-87 

172,816 
148,994 
161,597 

149,701 
145,331 
150,445 

-23,115 
- 	3,663 
-11,143 

-8,352 
-2,965 
+1,202 

-7,761 
-1,311 
-3,144 

110.8 
115.8 
127.5 

124.2 
126.4 
129.4 

1986 Ql 41,792 36,117 - 5,675 -6,696 -3,389 117.2 122.2 02 37,734 36,665 - 	1,069 +4,506 + 	834 117.5 129.0 
03 32,028 34,612 + 	2,584 + 	465 +5,593 105.6 122.7 
04 37,444 37,937 + 	493 -1,240 -2,373 122.8 131.9 

1987 01 38,368 34,379 - 	3,989 +1,988 - 	882 123.9 119.4 02 40,605 35,471 - 	5,134 -3,789 - 	881 128.9 122.4 
03 37,953 38,409 + 	463 - 	660 +1,686 117.6 132.9 
04 44,670 42,196 - 	2,474 +2,713 -3,067 139.5 142.6 

1988 01 42,005* 35,570* - 	6,425* + 	524 -3,377 
Q2 45,816* 44,062* - 	1,754* -3,084* -3,362 

L987 Jan 11,641 10,054 - 	1,587 - 	380 + 	612114.7 105.9 Feb 12,505 10,548 - 	1,957 +1,442 - 	768 121.0 109.9 
Mar 14,222 13,777 - 	445 + 	926 - 	726 136.1 142.4 
Apr 13,332 11,950 - 	1,382 +1,579 + 	357 127.1 123.3 
May 13,120 11,686 - 	1,434 -2,865 -1,511 125.7 121.9 
Jun 14,154 11,834 - 	2,320 -2,503 + 	273 133.9 122.1 
Jul 14,563 15,376 + 	813 + 	110 + 	645 136.1 159.7 
Aug 8,532 9,691 + 	1,159 -1,011 +1,020 79.0 101.6  
Sep 14,858 13,342 - 	1,516 +1,172 + 	21 137.7 137.4 
Oct 14,942 14,251 - 	691 + 	237 - 	226 138.6 144.4 
Nov 14,328 13,480 - 	848 +1,656 -1,630 134.1 137.9 
Dec 15,400 14,465 - 	935 + 	839 -1,211 145.8 145.7 

1988 Jan 12,020* 9,680* - 	2,330* +1,704 - 	116 
Feb 13,675* 12,460* - 	1,215* - 	887 -1,463 
Mar 16,310* 13,430* - 	2,880* - 	293 -1,783 
Apr 14,475* 13,810* 665* -3,042 -1,896 
May 15,425* 15,100* 325* - 	853 -2,505 
Jun 15,916* 15,152* 764* + 	548 + 	374 
Jul 15,161* 16,215* + 	1,054* +3,581* 
Aug 10,107* 10.222* + 	115* +3,049* 
Sep 16,597* 14,005* - 2,592* -2,306* 
Oct 16,877* 16,091* 786* +2,012* 
Nov 16,739* 15,606* - 	1,133* - 	826* 

*Provisional 

N. 

Overall 
Balance 

(Current + 

2C-c) 
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Rome, 23 February, 1988 

near Colleague, 

the reading of M. Ealladur's useful paper on the "European 

Monetary Construction" has induced me to put in writing my thoughts on a 

subject which is both fascinating and challenging. May I draw your 

attention to the attached note, which has to be regarded as a contribution 

to a needed debate; not only immediate objectives but also long term goals 

have to find a place in it, if the single market is to succeed in changing 

the structure of the Community economy, as well as adapting policy-making 

to the requirement of "real" and financial integration. 

With my highest regards 

sincerely yours 

Mr Nigel LAWSON 

Chancellor of the Exchequer 
H.M. Treasury 
Great George Street 
London SW1 



ON "EUROPEAN MONETARY CONSTRUCTION" (1); 

THE ITALIAN POSITION 

1. The EMS has achieved important and certainly positive 
results. 	However, a number of imperfections and shortcomings 
undoubtedly still exist within the system and should be addressed 
in order to make the system work better and correct, as far as 
possible, those aspects which produce an asymmetry in the 
distribution of the adjustment burdens. 

Indeed, there is a "fundamental" problem in the EMS, which 
can be attributed to the fact that there is no "engine of 
growth". 	Not only is 

fundamentally undervalued, 

  

the 

but 

pivot currency of the system 
the grouth of domestic demand in 

 

Germany is lower than the average; the result is that that 
country has structural surpluses also visa vs the rest of the 
EEC. These surpluses, both commercial and current, on the one 
hand induce tension in the exchange system, pushing up the D- 
mark, particularly when the dollar drops, and, 	on the other 
hand, they remove growth potential from the other nations. 	In 
the long term, the cohesion of the system could suffer. 

It is difficult to think of solving the operative, 
fundamental and institutional problems raised in the French 
document, without taking into account that those issues are 
closely interdependent and without a strategy based on a well 
delineated critical path. In fact, what must be appropriately 
evaluated is whether a fixed exchange rate system can 	coexist 
with the full liberalisation of capital movements, while economic 

policies continue in point of fact to be unconstrained. In 

particular, one must remember that it is not possible for fixed 

(1) Note of minister Balladur to his colleagues, dated January 
8, 1988. 
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exchange rates to be made compatible with the exercise of 

autonomous monetary policies by individual member countries, in 

the context of a single market for persons, goods, services and 

capital. 

2. 	On the two essentially operative iseues - the liberalisation 

of capital and the harmonisation of the conditions for 

participation in the EMS - the Italian position coincides largely 
with the French one, although it seems opportune to put forward 

the following considerations: 

a) 	14)pera1isation and internationalisation of the monetary and 

financial ziarkets  

The fact that the process for the creation of one single 

market is already underway, and the need to adapt the financial 

and monetary markets to the new requirements which will emerge 

from unification, have led the governments of a number of member 

states to approve measures for reducing exchange rate controls. 
The political commitment of Italy in this direction has been 

reaffirmed by the recent withdrawal of the measures temporarily 

adopted in September of last year to defend the lira's exchange 
rate. However, there continues to be an awareness, on the part of 

the Italian government, of the risks implicit in this process of 
integration in the absence of efficient measures to coordirate 
the economic policies of the member countries, resulting from 
sudden movements of short term funds with conseq-Lent 
destabilising effects. 

A condition necessary for the realisation of the single 
market in the financial sector is, therefore, that efforts be 
intensified to promote greater cooperation between the member 
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countries, with particular reference to their 	respective 

economic and monetary policies, and a minimum degree of 

convergence in the sectors of taxation, supervision and other 

forms of regulation. 

It is also worth considering the possibility, in addition to 

the coordination of monetary objectives, as well as interest 

rates changes, of identifying what systemic modifications could 

be made, so as to avoid possible destabilising effects on the 

EMS. 
The strengthening of the financing mechanisms of intra-

marginal interventions, agreed on in Basle and in Nyborg, while 

being a significant at forward, has not solved all the problems 

related to closer monetary cooperation. 	First and foremost, 

what seems particularly necessary is a reform of the financing 

mechanisms and the strengthening of the role of FECOM in managing 

the EMS. 	In this context, so as to counter the tensions which 

can derive from capital movements in the short term, not 

justified by the trend of the basic economic variables, 

consideration can be given to the creation of a recycling 

mechanism, through FECOM, which could borrow funds on the market 

and reallocate them in such a way as to compensate the inflow and 

outflow of capital among the countries involved. 

In any event, and in addition to a possible mechanism of the 

kind referred to in the previous paragraph, the safeguard clause, 

foreseen in the project of the EEC directive on the complete 

liberalisation of capital movements, remains a fundamental point 

of reference. We believe this "safety net" is indispensable in 

the transition to the single market: the convergence of economic 

results can reduce the risk of destabilising capital movements, 

but it cannot eliminate that risk as long as the EMS has fixed, 

but adjustable, exchange rates. 

n•-Jr.c-ItuTLi TT!..T P. R7 17--1 
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b) 
	

E2Eggenlaation of tille_122111 2:12111a.SOnditions of the EMS and 
the extension of the system to all EEC countries 

Parallel to efforts to arrive at the complete intocration of 

the European financial markets, action must be taken to ensure 

that the conditions of participation of each member country in 

the European monetary system are homogenous; in this regard, the 

Italian government believes that a distinction should be made 

between the EEC nationa which are not part of the exchange rate 

agreements (ERA), or of the EMS, and those, including rtaly, who 
enjoy a particular treatment within the system. 

The need to extend the European monetary system to all the 

nations of the Community, albeit in the complete respect of the 

accession Treaties, is related to the liberalisation of capital 

flows, the realisation of the single market, and the consequent 
need to harmonise monetary policies. 

In fact what should be assured is a greater coherence 
between participation in the benefits deriving from the complete 

mobility of capital, and the Inclusion of the currency in the ECU 
basket, on the one hand, and the acceptance of the exchange 
constraint, on the other. In this context, one can note that the 
nations not adhering to the exchange agreements would gain from 

the complete liberalisation of the capital market in. Europe, 

without being subject to the restrictions which it places on 

domestic economic policies. The presence of the currencies of 

these nations in the ECU basket also has negative repercussions 

on the ECU's development, since it becomeo less attractive as an 
international reserve instrument and as a financial .instrument 
in operations between private parties. 

In the event of full meabership of the other EEC nations in 
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the exchange rate agreements, in particular the entra.nce of the 
United Kingdom, one should then take into consider:ation the 

possibility, given the persistent, thot:gh decreasing, nature of 
international currency and of "petrol currency" in part held by 
sterling, of enlarging somewhat the ncrmal band of fluctuation 

within the EMS, so as to prot' 	th 	ygtam from additional 
shocks. 

If this hypothesis of greater flexibility of the system were 
implemented, it would not be incompatibile with the final design 
for fixed exchange rates in the context of the construction of a 
European central bank, as it could be a step towards the 
harmonisation of conditions necessary to achieve that oiojective. 

However, apart from the considerations outlined earlier, a 
system extended to the EEC countries which are not members of the 
exchange rate agreements, or of the EMS, could encounter 
increased difficulty. 	Hence, greater emphasis needs to be 
placed, at the Community level, on the coordination of economic 
policies. In this respect, procedures would perforce_ have to 

include ways of identifying divergent countries - whatever the 
direction of the imbalance - from whom to require a greater 
effort of adjustment. 

In a context in which the said conditions and objectives 
were achieved, there would be no reason for raintaining 

differential treatments within the EMS, including the lira's wide 
band. 

3. Other themes require careful consideration of fundamental and 

institutional aspects. They concern: 

C) 	The  internal functioning of the system and the asymmetry 
the burdens it involves for  different countrles  

FtS11,t•tIV IiC  :6)S31HIN ET:1T ES, 88 
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As we have already remarked, the Italian authorities agree 
with the French on the fact that the distribution mechanism of 

the EMS intervention obligations on the exchange market place a 

greater burden on the country whose currency is less sought after 
in international markets, even when the cause of an imbalance is 
to be attributed to the "less growth-oriented" policy of the 
nation whose currency is in greater demand. This asymmetry of 
obligations implies the acceptance on the part of other member 
countries of equally restrictive monetary policies if they wish 
to respect the exchange rate constraint. This notably is a point 
which could explain the reluctance of Great Britain to become a 
member of the EMS. 

The asymmetry which derives from the role of the 
"dominating" currency, and the deflationary bias Which results 
therefrom, means that the system itself is particularly 
vulnerable to external shocks, which can lead to considerable 
appreciation of strong currencies. Moreover, this makes the hold 
of the band of weaker currencies and the process of structural 
adjustment in the 

These in fact may 

burden they are 

Thus they acquire 

which, however, 

inflation and the 

adjustment. 

issuing countries comparatively more difficult. 
be  driven to devalue because of the greater 

called to bear to defend exchange rate parity. 

margins of competitivity in the short term 
are subsequently eroded by the higher imported 

slowing down of the processes of internal 

In the present institutional context, not even a greater 
symmetry of the system, obtained, for example, by imposing on the 

nation which issues the more sought after currency to intervene 
on the markets to help the weaker currencies in the EMS, seems in 
itself desirable even if it were politically possible. 	In its 
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extreme form, it would lead the system to defend the exchange 
rate relations within the agreed band, without being able to 
pursue a monetary rule and, therefore, the stability of the 

internal value of the currency. Without a common and homogenous 
attitude towards inflation, the System n would become biased 
towards monetary instability. 

In the final analysis, the need referred to at the beginning 
for an "engine for growth' which would favour real adjustment 
remains. An effective solution of the asymmetry issue implies an 
institutional transformation, capable of leading to the common 
identification of the objectives of economic policy, which 
include the stability of prices, but also growth. 

d) Tjle need to draw qapsimmyll policies vis a vis the currencies  
of tbird countries  

With the presence of the four major EEC nations in the Group 

of the 7 most industrialised nations, the issue of a common 
policy vis a vis the other two world currencies, the dollar and 
the yen, has found a forum in which a Joint evaluation of the 
correspondence of the exchange rate trends or levels with the 
requirements of international adjustment can be lade, if a G-3 
were to enucleate itself from the G-7, a problem of coordination, 
not resulting in the acceptance of the decisions of the authority 
issuing the strongest currency, would again present itself. 	In 
this case as well, the most efficient, albeit not the easiest, 
solution would be to aim decidedly for a European central bank. 
In the meantime, an increasing use of ECU as a reference or 
intervention currency could be of help in determining a common 
policy vis A vis third currencies. 
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e) 	The..3uxopean central bank 

Of all the issues taken into consideration, the problem 

related to the insufficient degree of convergence of economic 

results, due to the lack of policy coordination between the EEC 

countries, is a fundamental one. This is to be attributed to the 

lack of harmonisation of the objectives of individual national 

governments on employment, inflation, and economic growth. Thus, 

it is necessary to identify ways to help to overcome possible 

conflicts between the objectives. 

The creation of institutional frameworks of reference, 

capable of expressing objectives common to the whlole of the 

Community, undoubtedly would be a step in this direction. 	In 

particular, the creation of a European central bank able to 

propose and implement et common monetary policy in compliance with 

the joint objectives of the Community, would considerably 

simplify coordination in the monetary sector, and also favour the 

convergence of the fiscal and structural policies of each nation. 

To the 	de facto reduction in the autonomy of monetary 

policies, which the "dominating" currency exercises through the 

exchange rate constraint, is undoubtedly to be preferred an 

agreed loss of autonomy, through the creation of a European 

central bank, which would guarantee adequate consideration to 

national objectives in the context of EEC objectives. 

Clearly a process for the creation of an institution of this 

kind can only be a gradual one and 

process aimed to realise more general 

strengthening of Community structures 

member nations. 

The full implementation of a 

implies fixed exchange rates between  

must be considered in a 

objectives, related to the 

and the Integration between 

single nerket necessarily 

the member countries of the 

- 	 ktra.1 CI-T. • ) T  
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Community and a high degree of coordination of monetary policies; 

as the common central bank becomes the most efficient instrument 

for ensuring both of them, logic would require its institution to 
be brought closer rather than postponed. 

4. 	In conclusion, the Italian government, in confirming its 

total adhesion to the objective of an integrated financial area 

in Europe, believes that careful consideration of the following 

problems is necessary: 

complete capital liberalisation must be accompanied by 

the preparation of an appropriate mechanism for the 

recycling of funds, which makes it possible to offset 

eventual destabilising short term capital movements, 

and, at least in the transition to the single market, 

by the introduction of a new safeguard clause, as the 

one foreseen in the EEC project of directive, (cfr. 

par. 2, point a); 

membership conditions of the EMS must be made 

homogenous for all member countries, who must also be 

assured that there is complete correspondence between 

the benefits which derive from participation in the 

system and from monetary and currency liberalisation, 

and the constraint implicit in the exchange rate 

agreements, (cfr. par. 2, point b); 

within the system, there must be a greater symmetry in 

the distribution of adjustment burdens between 

countries in surplus and those in deficit; this is to 

be sought both at the monetary level (exchange market 
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interventions, changes in interest rates, coordLnation 

of monetary objectives), and at the "real level with 

equal responsibility to correct external imbaLances, 

while awaiting an institutional transformation capable 

of eliminating the imbalances between the countries of 

the Corranunity, (cfr. par. 1, par. 2, point a, and par. 

3, point c); 

a common policy vis & vis the currencies of third 

nations to be realised by systematic consultative 
procedures and favouring the use of the ECU as a 
reference and intervention currency, (cfr. par, 3, 

point d); 

the institutional phase of the EMS must be set toff in 
the near future; in the process of arriving at a 

European central bank, (cfr. par. 3, point e), concrete 

steps must be identified, as of now, for strengthening 

monetary coordination, for 	attributing to FECOM 
specific functions which increase its autonomy, and for 
promoting the role of the ECU as an instrument of 
official reserve and as a financial instrument in 

operations between private parties, (cfr. par. 2, point 

b). 
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EUROPEAN MONETARY CONSTRUCTION: 	ITALIAN VIEWS 

SUMMARY 	 y3j-?61̀  

ITALIAN RESPONSE TO BALLAD0R'S IDEAS ON STRENGTHENING EUROPEAN 

MONETARY CONSTRUCTION DESCRIBED BY TREASURY MINISTER AMATO. 

DETAIL 

WHEN I PAID A COURTESY CALL ON AMATO, TREASURY MINISTER, ON 

23 FEBRUARY HE SAID THAT, LOOKING TOWARDS 1992 AND THE DECISIONS 

WHICH WERE NEEDED IN THE PERIOD IMMEDIATELY AHEAD, WE MUST MAKE 

THE MOST OF THE GERMAN PRESIDENCY. HE HAD JUST SENT A PAPER TO 

BALLADUR SETTING OUT ITALIAN VIEWS ON THE FRENCH PROPOSALS ON 

STRENGTHENING EUROPEAN MONETARY CONSTRUCTION. HE WOULD BE SENDING 

A COPY, IN ENGLISH, TO THE CHANCELLOR OF THE EXCHEQUER WITHIN 

A FEW DAYS. MEANWHILE HE AGREED TO GIVE ME A COPY WHICH WE WILL 

PUT IN THE BAG OF 26 FEBRUARY FOR TURNER ECD(I). 

THE PAPER, REAFFIRMING THE ITALIAN GOVERNMENT'S COMMITMENT 

TO THE OBJECTIVE OF AN INTEGRATED FINANCIAL AREA IN EUROPE, 

PROPOSES CONSIDERATION OF 5 MAIN ISSUES: 

DEVELOPMENT OF A SYSTEM FOR RECYCLING FUNDS TO OFFSET 

POTENTIALLY DESTABILISING SHORT TERM CAPITAL MOVEMENTS. 

ALL COUNTRIES SHOULD JOIN THE ERM SO THAT BENEFITS DERIVING 

FROM COMPLETE MOBILITY OF CAPITAL AND THE BURDENS OF CONSTRAINTS 

ON EXCHANGE RATE POLICY ARE FAIRLY SHARED. 

WITHIN THE EMS, ADJUSTMENT BURDENS MUST BE MORE FULLY SHARED 

BETWEEN SURPLUS AND DEFICIT COUNTRIES. 

A COMMON POLICY TOWARDS THIRD COUNTRY CURRENCIES TO BE 
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SYSTEMATICALLY DEVELOPED ENTAILING USE OF THE ECU AS A REFERENCE 

AND INTERVENTION CURRENCY. 

E) PROGRESS TOWARDS ESTABLISHING A EUROPEAN CENTRAL BANK 

INVOLVING INCREASING USE OF THE ECU AS A RESERVE CURRENCY AND 

FOR PRIVATE TRANSACTIONS. 

4. AMATO EMPHASISED TO ME THAT ITALY WOULD BE PREPARED TO RENOUNCE 

ITS BROADER BAND IN THE ERM WHEN, BUT NOT BEFORE, STERLING 

JOINED. 	I WENT OVER THE PRACTICAL DIFFICULTIES WHICH STOOD IN THE 

WAY OF THE POUND ENTERING THE ERM. AMATO SAID HIS PAPER SUGGESTED 

THAT IF STERLING JOINED THE NORMAL BAND OF FLUCTUATION MIGHT BE 

ENLARGED SOMEWHAT WHICH HE bELIEVED MIGHT EASE ANY RESIDUAL 

PROBLEMS ARISING FROM STERLING'S ROLE AS A RESERVE AND PETRO 

CURRENCY. 	THE OTHER ASPECT OF ITALIAN THINKING TO WHICH HE DREW 

MY ATTENTION WAS THE NEED TO FIND A WAY, PERHAPS THROUGH 

DEVELOPMENT OF A CENTRAL EUROPEAN BANK, TO DILUTE THE DOMINANT 

II

ROLE OF THE DEUTSCHMARK. HE SAID HE WOULD BE VERY HAPPY TO 

DISCUSS ANY OF THESE ISSUES WITH ME IF WE WOULD THIS HELPFUL. 

THOMAS 
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YOUR TELNOS 219 AND 244 TO ATHENS: INDIRECT TAX APPROXIMATION 

SUMMARY: 

1. 	ACTION TAKEN. ITALY IN FAVOUR OF TAX APPROXIMATION IN 
PRINCIPLE. HAS DIFFICULTIES WITH SOME DETAILS OF COMMISSION 

PROPOSALS, PARTICULARLY ON EXCISE DUTIES. OPEN TO CONSIDERATION 
OF BRITISH IDEAS BUT PREDISPOSED IN COMMISSION'S FAVOUR. 

DETAIL: 

WE DELIVERED YESTERDAY (5 SEPTEMBER) AFTERNOON ON RECEIPT 

THE CANCELLOR'S LETTER AND PAPER ON TAXATION IN THE SINGLE 
MARKET TO THE HEAD OF AMATO'S PRIVATE OFFICE. HOWEVER AS COLOMBO, 
MINISTER OF FINANCE, IS RESPONSIBLE FOR ALL TAX QUEMTIONS WE 

ALSO SENT A COPY TO COLOMBO'S PRIVATE OFFICE. AMATO WILL 
DEFINITELY ATTEND THE INFORMAL ECOFIN ON 17-18 SEPTEMBER: IT IS 

NOT YET KNOWN WHETHER COLOMBO WILL BID TO BE PRESENT FOR 
DISCUSSION OF FISCAL ITEMS. 

EARLIER IN THE DAY WE HAD DISCUSSED THE COMMISSION PROPOSALS 

WITH OFFICIALS IN THE MINISTRY OF FINANCE - FORTE AND MORREALE. 
THIS DISCUSSION CONFIRMED THAT ITALIAN VIEWS REMAIN LARGELY AS 
DESCRIBED IN YOUR TELNO 186 TO UKREP BRUSSELS AND AS EMERGED IN 
THE PARLIAMENTARY DEBATE WITH COLOMBO REPORTED IN ELMES' LETTER OF 
1 AUGUST TO DUFFIELD, ECD(I). 

ITALY FINDS THE COMMISSION'S DETAILED PROPOSALS ON VAT 

EASIER TO ACCEPT THAN THOSE ON EXCISE. FORTE SAID THE IDEA OF 

TWO VAT RATE BANDS AND THE LEVEL AND SPREAD OF THOSE PROPOSED 

BY THE COMMISSION WERE BROADLY ACCEPTABLE TO ITALY. ITALY UNDERSTOOD 
THE DIFFICULTY FOR THE UK IF THERE WERE TO BE NO ZERO RATE. 
ITALY BASICALLY SUPPORTED THE COMMISSION POSITION BUT ACCEPTED 

THIS WOULD HAVE TO BE HANDLED AS A POLITICAL NOT A TECHNICAL 
411 ISSUE. FORTE INDICATED THAT THEY WERE THINKING IN TERMS OF A 

LONG BUT NEVERTHELESS LIMITED DEROGATION. FORTE AGREED THAT THE 

a 
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CLEARING HOUSE SYSTEM COULD BE DIFFICULT TO ADMINISTER BUT HE 
INDICATED, IN ACCORDANCE WITH THE GENERAL APPROACH OUTLINED ABOVE, 
THAT ITALY ACCEPTED IT IN PRINCIPLE AS A NECESSARY PART OF THE 

COMMISSION'S PROPOSED MOVE TO TAXATION IN COUNTRY OR ORIGIN. 

MORREALE SAID THE COMMISSION'S PROPOSALS ON STANDARDISED 
EXCISE RATES GAVE ITALY MUCH MORE DIFFICULTY. THE CHIEF PROBLEM 

WAS WINE. AT PRESENT VAT IS CHARGED AT 9 PER CENT ON 
WINE IN ITALY AND THERE IS NO EXCISE DUTY. ITALY WOULD THEREFORE 
LIKE TO SEE WINE INCLUDED IN THE VAT REDUCED RATE BAND AS A FOOD 
ITEM AND EXCLUDED FROM EXCISE ALTOGETHER. ON EXCISE DUTIES 
GENERALLY ITALY WAS THINKING IN TERMS OF TARGET RATES TO BE SET 

BY THE COMMISSION WITH UPPER AND LOWER LIMITS. THIS WOULD GIVE A 
RANGE WITHIN WHICH ITALIAN CONCERNS COULD BE ACCOMMODATED. 

AN ITALIAN GOVERNMENT WOULD BE LIKELY TO SET EXCISE DUTIES AT 

THE LOWER END OF THE RANGE ON TOBACCO AND ALCOHOLIC DRINKS 
AND AT THE TOP END OF THE RANGE ON MINERAL OILS. MORREALE SAID 

ITALY UNDERSTOOD THE IMPORTANCE THE UK ATTACHED TO SPECIAL 
MEASURES ON ALCOHOL AND TOBACCO BUT HE WONDERED IF OUR CONCERNS 

COULD ALSO BE MET BY THIS APPROACH. 

COMMENT: 
ITALIAN THINKING IS GROUNDED IN THE BELIEF THAT ANYTHING 

WHICH CONTRIBUTES TO EUROPEAN UNION IS IN ITSELF DESIRABLE AND 
THAT ANYTHING PROPOSED BY THE COMMISSION, AS THE KEEPERS OF THE 
EUROPEAN IDEA, MUST BE ASSUMED TO BE IN EUROPE'S BEST INTERESTS 

UNLESS PROVED OTHERWISE. THIS ACCOUNTS FOR THEIR PRESENTING 

THEIR SUBSTANTIAL DIFFICULTIES WITH THE EXCISE PROPOSALS AS 

AMENDMENTS TO AN OTHERWISE SOUND INITIATIVE. IT ALSO MEANS THAT 
OUR BEST CHANCE OF CARRYING ITALY WITH US IS IF WE CAN SELL OUR 

THINKING TO THE COMMISSION AS WE DID ON AGRICULTURAL STABILISERS. 

ITALIAN ATTITUDES TO TAX APPROXIMATION ARE, HOWEVER, ALSO AFFECTED 
BY A VERY REAL CONCERN THAT ITALY'S DEFICIENT ADMINISTRATIVE AND 

FISCAL STRUCTURES WILL PUT IT AT A DISADVANTAGE IN THE SINGLE 
MARKET UNLESS THERE ARE SAFEGUARDS. THE COMMISSION" REGULATED 

APPROACH IS SEEN AS SUCH A SAFEGUARD AND THE ITALIANS WILL NEED 

A LOT OF CONVINCING THAT THEY WOULD NOT SUFFER DISPROPORTIONATELY 

FROM A MORE MARKET BASED APPROACH. 

THE ITALIANS DO NOT SEEM TO HAVE GIVEN ANY THOUGHTS AT 
PRESENT TO INTERIM OR PARTIAL MEASURES. 

THOMAS 
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ANGLO-ITALIAN SUMM : 21 OCTOBER 1988 

Thank you f 	copying to me your letter of 19 September to 
-Rabin—Butler about the forthcoming Anglo-Italian Summit. 

I agree that the Summit will be a useful occasion on which 
to discuss progress on the single market and to seek Italian 
support for our priorities. With the GATT Mid Term Review 
almost upon us the meeting is also a timely opportunity to 
underline the need to make substantive progress at Montreal. 
This is an issue which the Minister for Trade, Alan Clark, 
who will accompany the Prime Minister, could also usefully 
discuss with his opposite number, Foreign Trade Minister 
Ruggiero.  Mr  Clark could also touch on bilateral points 
such as Italian acceptance of UK-made Nissan cars, and on 
trade questions in general. 

I have three suggestions of "good news" items which the 
Prime Minister could mention at the post-Summit press 
conference. These are the bilateral seminar on 
deregulation scheduled to take place in Bologna in November; 
the joint Anglo-Italian bid for the Rihand power station 
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'contract; and increased co-operation between the CBI and 
Confindustria in preparing for 1992. The last two items 
were suggested by the Embassy in Rome. We will let you 
have further details in due course. 

I am copying this letter to recipients of yours. 

IN BR IAN HAYES 

(crt,occ1.1 /4:et.  
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TO  

ANGLO-ITALIAN SUMMIT:  
THE PRIME MINISTER'S MEETING WITH THE ITALIAN PRIME MINISTER  

The Anglo-Italian Summit was held at the Villa Taranto in 
Pallanza on Lake Maggiore on 21 October. The Summit consisted 
of a number of bilateral meetings between British and Italian 
Ministers: but because the Prime Minister's meeting with 
Signor De Mita ran over the allotted time, there was no 
plenary session. You will be receiving separately the 
transcript of the subsequent Press Conference. I enclose a 
copy of the introductory statement which the Prime Minister 
used at the Press Conference, although she embroidered on it 
in delivery. 

The Prime Minister's meeting with Signor De Mita lasted 
about an hour and a quarter. Most of this was devoted to 
East/West relations, although they also touched briefly on 
the Italian economy, credit for the sale of Tornado to Jordan, 
Libya and Operation Cleansweep in the Gulf. The two Foreign 
Ministers then joined the meeting to discuss the proposal to 
hold a human rights conference in Moscow and a number of 
European Community questions. 

Italian Economy  

Signor De Mita gave a generally bullish account of the 
Italian economy. The main problem was the public sector 
deficit, but the government was firmly resolved to deal with 
this. Another major task was to reform Italy's public 
administration before 1992. Although there were some tensions 
within the coalition government, he expected it to survive. 
It was the only feasible combination. 

East/West Relations   

The Prime Minister invited Signor De Mita to tell her 
about his visit to Moscow. Signor De Mita said that his visit 
had included some ten hours of discussion with President 
Gorbachev. Much of their talk had been of a very general, 
philosophical nature. President Gorbachev was indeed an 
extraordinary personality who did not fit the classical 
Marxist pattern. He was clearly committed to changing the.  
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system. But relatively little had been achieved so far. Many 
of those around Gorbachev did not seem to grasp fully the 
scale and seriousness of the Soviet Union's problems. This 

411 	
applied even to Ryzhkov, the Prime Minister. Gorbachev 
himself seemed to have a better understanding of the problems 
than the others. 

In their discussions, Gorbachev had laid great stress on 
the urgency of further arms control agreements. This seemed 
to stem from his need to reduce military spending. He was 
willing to take full account of Europe's interest in these 
matters and had denied any intention to separate Europe from 
the United States. He had spoken a good deal about the Common 
European Home and had complained bitterly about a recent 
article by Henry Kissinger which asserted that the boundaries 
of Europe ended at Poland's eastern border. He wanted the 
United Nations to have a much more active role. He had also 
distanced the Soviet Union from the activities of foreign 
Communist parties. They should not be seen as instruments of 
Soviet power. They were simply part of the internal politics 
of other countries. Gorbachev had also spoken a great deal 
about the Mediterranean and urged Italy to take the initiative 
in holding a conference on the Mediterranean. De Mita had 
pointed out in reply the complexity of the Mediterranean, 
which made a conference embracing all its problems 
impractical. 

De Mita concluded that his overall impression was that 
GorbachPv could be the beginning of a new process in the 
Soviet Union. But it was too early to conclude that this was 
definitely so. We were clearly dealing with someone who 
wanted to reach agreements, but we had to be careful and 
realistic and avoid hasty judgements. It was very important 
to maintain a co-ordinated Western approach to the Soviet 
Union. There was no point in any one country trying to obtain 
individual advantage, particularly in the commercial sphere. 
But we should encourage economic and commercial contacts with 
the Soviet Union and Eastern Europe, be prepared to invest in 
them and offer help with training in management and other 
techniques: this was what he had intended in speaking about a 
Marshall Plan. There should also be a shift in the emphasis 
of Western policy. Since World War Two our whole effort had 
been devoted to avoiding war: now we needed to think in terms 
of achieving peace. 

The Prime Minister said that President Gorbachev was 
indisputably a major event in Russian hisLory. It was in our 
interest that he should succeed. Any feasible successor was 
likely to be worse from the West's point of view. But we 
could not yet assume that his position and policies were 
irreversible. Moreover, he had so far only scratched the 
surface when it came to changing the Soviet system. The 
Soviet Union was not remotely a free society. People still 
expected to be told what to do. They felt insecure about the 
future. It was not impossible that they would want to return 
to the more regimented, but also more secure, system which 
they had enjoyed under Brezhnev. 

CONFIDENTIAL 



CONFIDENTIAL 

3 

In the light of all this, continued the Prime Minister, 
we must maintain our defences. In considering further arms 
control agreements we had to start from a recognition that the 
Soviet Union was a world power only because of its military 
strength. They would not easily give this up. We needed to 
examine all proposals very carefully and realistically. Her 
own expectation was that arms control negotiations would 
continue to be very difficult. We must not chase after quick 
agreements. There was particular cause for concern over 
chemical weapons, where it was quite clear that the Soviet 
Union had deceived us about its own stocks and programmes. We 
also had to recognise that Mr. Gorbachev's ambitions did not 
go beyond a one-party state in which the Communist Party was 
supreme. We were entitled to hope that a more plural society 
might develop, but there was little evidence to sustain this. 
The conclusion she drew was that Signor De Mita was absolutely 
right to say that we must be cautious and realistic in our 
approach, giving priority to maintaining our defences and 
keeping the United States firmly linked to Europe. British 
and Italian views were not very far apart, though there was 
some difference of emphasis. 

Signor De Mita said that he agreed with much of the Prime 
Minister's analysis. He recalled telling Ryzhkov that Italy's 
strength lay in its hundreds of thousands of small family 
businesses. Ryzhkov's immediate reaction had been to ask how 
on earth the Government managed to control them. That said a 
lot about his approach. He agreed that the military strength 
and solidarity of the West must not be called into question. 
Equally, we should not under-estimate the pressures on 
Gorbachev to cut defence spending and achieve arms control 
agreements. 

Conference on Human Rights  

The Prime Minister said that she was very concerned about 
the apparent readiness of some governments to accept the 
proposal to hold a conference on human rights in Moscow 
without insisting on proper conditions. Many people in the 
Soviet Union and Eastern Europe who had fought bravely for 
human rights would feel that the West had allowed itself to be 
hoodwinked if it accepted such a proposal. The reality was 
that there were still political prisoners and prisoners of 
conscience in the Soviet Union, together with restrictions on 
religion and emigration. We should only consider a conference 
on human rights in Moscow once the Soviet Union had fully met 
our criteria on human rights. 

Signor De Mita said that he did not dissent from this 
He had understood that the Prime Minister was altogether 
opposed to such a conference on grounds of principle. The 
position she now put forward was a more sustainable one, 
namely that we could agree to a conference in Moscow if clear 
progress was being made in extending basic human rights. If 
there was not sufficient progress, then the West would not 
attend and it would be the Russians' own fault. The Prime 
Minister pointed out that this was not quite what she had 
said. The Soviet Union wanted the accolade of having a human 
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rights conference in Moscow without actually guaranteeing full 
human rights. Her point was that the most we could do was say 
that we would provisionally accept the proposal for a 
conference if certain agreed criteria for the Soviet Union's 
human rights performance had actually been met. It was not 
enough to talk about progress or steps in the right direction: 
the Soviet Union must actually have implemented its 
commitments under the Helsinki Agreements in full. The 
balance of probability must be that the Soviet Union would not 
achieve this, in which case there should be no conference in 
Moscow. Signor De Mita said that he agreed that there could 
only be a conference if the Soviet Union had improved its 
performance. 

The issue was pursued further when Foreign Ministers 
jointed the meeting. Signor Andreotti argued that many of the 
West's criteria for Soviet human rights performance had 
already been met. We should need to obtain guarantees about 
the conduct of a conference, but should not be too exigent. 
The Prime Minister said that it would be a calamity to have a 
conference in Moscow unless the Soviet Union had already 
implemented its obligations. Once again she had to say that 
talking of improvements was not enough. We must set out clear 
criteria and not compromise on them. Signor Andreotti said 
that the Soviet Union had never had human rights. It would be 
sufficient to say that they were on the right path. A 
conference would itself be a means of taking forward the 
process. The Prime Minister's position might make it 
impossible to bring the Vienna meeting to a successful 
conclusion. Signor De Mita said that he was comfortable with 
a conclusion to the effect that it was possible to envisage 
holding a human rights conference in Moscow provided that 
specific improvements in the Soviet Union's human rights 
performance had been registered. In practice it would be 
clear in three years' time whether or not there had been 
genuine improvements. 

Tornado For Jordan 

The Prime Minister said that she was discouraged at the 
fAillire of the Italian Government so far to agree credit 
arrangements for the sale of Tornado to Jordan. it was 
already bad enough that Germany had failed to provide credit 
cover. The UK could not bear the burden alone. There would 
be implications for future collaborative projects. 

Signor De Mita said that the Italian Government faced a 
parliamentary problem not a financial one. He had discussed 
the matter with the Finance Minister, who had suggested that 
Italy's 12 per cent share should be exempted from the 
arrangements for credit cover. It would be difficult to get 
Parliament's agreement to repeal the existing ban on credit 
for arms sales overseas. The Prime Minister said this was not 
good enough. She really must appeal to Signor De Mita to make 
an effort to resolve the problem in a way which did not leave 
the United Kingdom alone to bear the burden. Signor De Mita 
said that he did not exclude being able to persuade Parliament 
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of the need to help in this case. But they would be worried 
about creating a precedent. 

Libya  

The Prime Minister said that she hoped that, before 
taking any steps to improve relations with Libya, the Italian 
Government would reflect on Libya's record of supplying arms 
to the IRA, which were used to indiscriminately kill people in 
Northern Ireland. 

The Gulf   

The Prime Minister welcomed the Italian Government's 
decision to take part in Operation Cleansweep, to clear mines 
in the main shipping lanes in the Gulf. 

European Community 

This was discussed when Foreign Ministers joined the 
meeting. After the Foreign Secretary had reported on their 
discussions, Signor Andreotti expressed the hope that the 
Prime Minister would rally to the concept of European union. 
The Prime Minister asked Signor Andreotti to define what it 
meant. Signor Andreotti listed three points: giving more 
power to the European Parliament; seeking convergence in the 
foreign policies of Member States; and speaking with a single 
voice on the greatest possible number of issues. The Prime 
Minister said that this was a rather limited definition. She 
had no problem with the two latter points which had featured 
in her speech in Bruges (from which she proceeded to read an 
excerpt). She reminded Signor Andreotti that the original 
idea of a Treaty on political co-operation had been ours. But 
she was against giving any extra powers to the European 
Parliament. 

Signor Andreotti countered that the Single European Act 
had committed the members of the Community to create a 
European union. The Prime Minister retorted that the only way 
to move forward in Europe was by practical steps and here the 
United Kingdom was well ahead of most other Member States. 
But she was worried by a number of proposals which were being 
made. It was neither practical nor 	desirable to harmonise 
taxes. Anyway it would require unanimity and that would 
not be forthcoming. The biggest obstacles to the Single 
Market were the hidden barriers to trade which no regulation 
could reach. The demands made in some quarters for 
reciprocity in the field of trade were a veil for 
protectionism. Signor Andreotti said there could not be a 
Single Market without tax harmonisation. Moreover, the Single 
European Act imposed a juridical obligation to gradual 
harmonisation of policies across the board. Signor De Mita 
interjected that it was clearly difficult to agree on 
principles. There was no need for the Community to decide on 
political union now, but we must not forget that it was the 
eventual goal. There were a number of practical problems such 
as tax harmonisation, a single European currency and a 
European Central Bank which would need to be discussed at the 
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European Council in Madrid. In his own view, you could not 
have a Single Market without a single currency and a political 
union. But all these matters must be discussed in a practical 
spirit. The Prime Minister said that the credentials which 
one brought to such a discussion were important. 

I am copying this letter to Alex Allan (HM Treasury), 
Philip Mawer (Home Office), Brian Hawtin (Ministry of 
Defence), Neil Thornton (Department of Trade and Industry) and 
Trevor Woolley (Cabinet Office). 

4.,:_c„reAA  

Charles Powell  

• 

• Lyn Parker, Esq., 
Foreign and Commonwealth Office. 
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(Geoffrey Littler) 

Amato is likely to bring with him just Sarcinelli and Vento 

(the latter is a diplomatic adviser in Amato's cabinet). I forgot 

to ask whether they would expect a London Embassy man to join them 

but I guess they would be happy for us to invite the Ambassador. 

They will expect their Embassy to meet and transport them here and 

to arrive in Downing Street around 11 a.m. (coming from Rome that 

morning) and leave with no particular rush after lunch. 

Sarcinelli said these plans had not been settled with Amato yet 

but we could confidently make our arrangements on this basis. 

I said I thought it would suit the Chancellor to have a 

meeting beginning around 11, lunch around 1, finish between 2.30 

and 3. 	I thought our team would be Chancellor, myself, Lankester 

and a Private Secretary - we would not have any posse of experts - 

we might add an extra name or so for lunch (I had in mind that the 

Chancellor sometimes asks Peter Middleton or Terry Burns), but we 

would continue working discussion at lunch. All acceptable. 

We agreed ad referendum the attached list of subjects. 

I said we would confirm arrangements and agenda by fax. 

• 
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MONTHLY ECONOMIC REPORT : ITALY: OCTOBER 1988 

410. SUMMARY 

Italy's economy continues to perform robustly. August industrial 
production figures were the best for 10 years. The number of strikes in 
the public sector diminished sharply in October. The July survey showed 
employment at record levels: unemployment continues to fall slowly but the 
gap between south and north is widening. Inflation in October fell to 
4.7%. 	July and August both recorded trade surpluses after 10 months of 
deficits. The September balance of payments deficit of 2,306 billion lire 
reflected pressure on the lira in that month. There was again strong 
demand in October for short and long term government securities. 

The Finance Bill was approved by the Budget Committee at the end of the 
month with only minor changes and a recommendation for some further 
revenue raising measures e.g. a higher tax on diesel and reintroduction of 
health diagnostic charges. The bill now goes to the floor of the Chamber 
of Deputies. 

2. ECONOMIC ACTIVITY (Tables 1, lA and 2) 

According to the latest ISTAT figures GDP at 1980 prices grew by 0.6% in 
Q2 over Q1 and by 3.1% over Q2 1987 (for other year on year figures see 

1A). 	Imports of goods and services grew by 6.7% over the previous 
Wafter but exports by an amazing 16.1%. ISTAT officials say the results 
are true and not influenced by introduction of the Single Administrative 
Document. Gross fixed investment grew by only 0.4% with a 2.7% increase 
in equipment but a fall of 1.9% in transport and of 1.4% in construction. 
This followed two quarters of significant investment in all three 



sectors. 	Consumer expenditure rose by 1.1%, composed of 1.2% private7 and 
0.7% government. There was a marked increase in purchase of semi-durable 
(+2.4%) and non-durable (+1.5%) goods. 

410 
ISTAT's seasonally adjusted industrial production index at 110.4 reached 
its highest level in August since the base year was adjusted to 1980 (this 
represented a 1.5% increase over the July record of 108.8). The 
unadjusted index showed a 14% rise over August last year with only 40 
working day more. The fact that many factories still shut down for Augu 
holidays means the figures should be treated with caution but other 
evidence tends to support the impression that the economy is enjoying a 
substained period of growth. Sectors reporting increased activity include 
vehicles, office machinery, rubber, electrical equipment, precision 
instruments, metal and plastic products. Poor results were reported by 
clothing, oil processing, mining and first working of metals. 

According to ENEL electricity consumption in October rose year on year by 
4.4%. The largest increases in demand this month were in Palermo (+6.7%), 
Milan (+5.5%) and Naples (+5%). On an annual basis Milan leads the table 
with +6.4%. 

On the basis of the ENEL figures, IRS predict a seasonally adjusted rise 
of 5% in their industrial production index in October. 

The July figures for orders and invoices show a slowing of the rise in 
demand due to seasonal factors but foreign demand continues to hold up 
well. Invoicing was up 4.4% year on year and orders by 4% (0.4% domestic, 
12.1% export). In the first 7 months orders rose by 11.8% year on year 
(domestic +10.3%, export 16.5%). 

There was a record number of new car registrations in September at 163,418 
bringing the number of cars sold in Italy in the first 9 months of the 
year to 1,672,348. 

41,  
Both business and family surveys by ISCO in October reported a further 
increase in the already high level of optimism about the economy. 

3. LABOUR AND SOCIAL AFFAIRS (Tables 2 and 3) 

Labour Affairs  

Strike action was threatened by. air traffic controllers and airport 
firecrews during the month but was called off following positive 
discussions between the unions and government. 

A 48 hours strike by train drivers was averted when the Minister of 
Transport used his power of "precettazione" (direction to work normally). 
About 80% of trains operated. While the Minister's use of his powers was 
successful in this case it may lead to COBAS deciding to work to rule 
rather than to strike in future, which would rule out the possibility of 
"precettazione". 

There were problems at some frontier posts when customs staff unexpectedly 
took strike action to draw attention to the need for rapid approval of the 
bill to reform administration. The unions were divided on the issue and 
the strike was not wholly effective. 

The bill to control strikes which had already passed through the Sen4110e 
was introduced in the Chamber of Deputies and has run into difficulties. 
A number of amendments.  have been proposed and if these are accepted the 
bill will need to be returned to the Senate. 
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Otivity rates 
Male 
Female 

Unemployment rates 
Male 
Female 
North 
Centre 
South 

11.7% 
7.9% 
18.5% 
6.4% 
9.8% 
20.6% 

42.8% 
55.9% 
30.4% 

11.9% 
8.0% 
18.7% 
6.7% 

10.1% 
20.2% 

42.2% 
55.3% 
29.8% 

12.0% 
8.2% 
18.7% 
7.5% 
9.8% 
19.8% 

42.2% 
55.2% 
29.9% 

4 najor split developed within COIL, the largest of the three Italian 
confederations which is mainly Communist. The leadership of Pizzinato is 
being challenged and in a vote on a policy document he survived only 
because the Socialist element of the union gave him full suport. 	The 
leaders of the sector unions which form the confederation in general are 
opposed to Pizzinato. This is a very damaging development for the union 
at a time when relations between CGIL and the other confederations are 
till strained after the disagreements over the Fiat contract. 

A number of contracts of various types were agreed during the month but a 
proposal by Olivetti to introduce profit-related pay rises was rejected by 
CISL. Agreements at Iveco and Pininfarina introduced greater flexibility 
in the use of labour. 

According to an investigation by ASAP private sector workers' pay has 
increased over the past 7 years in line with increased productivity 
whereas in the public sector pay has also increased but productivity has 
fallen. Talks between Confindustria and the trade unions on the 
continuation and amendment of the scheme of work/training contracts were 
resumed and are continuing. There is a general feeling on both sides that 
greater flexibility is required if Italy is to benefit fully from the 
opportunities of 1992 and beyond. 

ISTAT's July survey shows employment at a record 21,468,000, an increase  
of 419,000 year on year. Service employment grew by 416,000 and there was 
a welcome increase of 106,000 in manufacturing while agriculture declined 
by 103,000. The increases were heavily concentrated in the north, and the 
south increased by only 3,000. 

Unemployment nationally continued to fall slowly, but the gap between 
north and south is growing steadily wider with no real signs that the 
government is able to do anthing about it. The number of young people 
illinder 29) looking for their first job remains extremely high. 

ISTAT LABOUR FORCE SURVEY 

July 1988 
	

April 1988 	July 1987 

(thousands) 

In employment 	 21,468 	 21,113 	21,049 

Unemployed 	 2,853* 	 2,857 	 2,871 

Total Labour Force 	 24,321 	 23,970 	23,920 

1,424,000 were young people looking for their first job. 1,635,000 were 
women. 72% of total were under 29. 
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The increase in contractural pay rates over the whole economy was 7';; in 
September year on year, with the highest rates as usual appearing in the 
public sector. 

HOURLY CONTRACTUAL PAY RATES 
(1982=100) 

Sector 
	

Increase Sep 83/ Sep 87 	Increase due to scala mobile 
indexation system 

Whole Economy (171.4) 	7.0% * 	 N/A 

Industry 	 6.2% 	 3.2% 

Commerce 	 6.3% 	 3.1% 

Transport & 
Communications 	 5.7% 	 2.8% 

Banking 	 & 
Insurance 	 6.7% 	 2.0% 

Public 
Administration 	 7.9% 	 2.6% 

Agriculture 	 7.2% 	 3.5% 

*Increase in cost-of-living index Over same period 4.8%. 	 • 
ISTAT reported that 4.1 million hours were lost during July because of 
strike action, mainly in the transport industries, a sharp increase over 
the 1.6 million hours recorded in June 1988 and 14 million in July 1987. 
However the cumulative figure for the first 7 months of 1988 (13.942 
million) was down by just over 1 million hours compared with 1987. 

Social Affairs  

There are major problems with the budget for INPS for 1989 which at 37,500 
billion lira leaves a gap of 7,000 billion lira in estimated expenditure. 
The balance is to be found by Budget manoeuvers but this may still leave a 
shortfall. The current reform of the INPS system is being held up by the 
Treasury which feels that the reforms may not be sufficient to prevent a 
complete financial breakdown of the system. State transfers to INPS for 
1988 are now estimated to exceed the budget of 36,000 billion lira fixed 
by the Finance Act by 2,914 billion lira because of provisions approved by 
Parliament during the year. 

INPS own estimates show that by the year 2010 the contributions necessary 
for employees pensions will be 39% of wages compared with an estimate made 
2 years ago of 37%. Confindustria is demanding a complete reform of the 
system on the grounds that the level of increase in contributions is no 
longer acceptable. 
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4. 'INFLATION 

The cost of living index rose by 0.8% in October over September and by 
4.7% year on year. The average 12 month rate falls to 4.9% after 3 months 
at 5%. 	The year on year rate is the lowest this year despite the high 
monthly increase. The inflationary impact of raising the 18% VAT rate to 
19% and increases in petroleum prices in July seems to have been 

Wsorbed. The main reason for the high monthly rise is seasonal 
creases in clothing prices and the quarterly revision of rents. The low 

year on year figure reflects the effect on last October's rate of the 
government's autumn 1987 economic manoeuvre. 

COST-OF-LIVING INDEX (OCTOBER) 
(1985 - 100) 

Sector of index 
	

% change over 	% change over 
Sep 1988 	 Oct 1987 

General index (118.3) 	+0.8  

Food 	 +0.5 	 +3.8 

Clothing 	 +1.9 	 +6.1 

Housing 	 +2.1** 	 +7.3 

Fuel & Elec. 	 -0.3 	 +3.1 

• 	Miscellaneous 	 +0.7 	 +5.0 

* +4.5% for monitored/controlled prices and tariffs, +4.8% 
for other prices and tariffs. 

**Quarterly review of rents. 

Wholesale prices rose in August by 0.7% over July, the highest monthly 
rise this year. The August year on year figure was 5%, the highest since 
December 1985. The August figures reflect the government's summer fiscal 
measures, with diesel up 7.2% and fuel oils up 7.9%. Other sectors 
showing significant increases include livestock products (+1.7%), fresh 
and processed meat (+1.3%) and iron and steel (+1.1%). Decreases were 
recorded in animal foodstuffs (-2.1%) and dressed skins (-0.1%). 	ISTAT's 
breakdown of the year on year figures according to economic destination 
showed the index for final consumption goods rose by 5.3%, for fiscal 
investment goods by 5.1%, and that for intermediate goods by 4.7%. The 
production price index for industry excluding construction rose by 0.8% in 
August over July and by 3.8% year on year. 

Confindustria's index of raw material prices shows that in August there 
Aws a rise of 1.9% over July in lira terms: in dollar terms there was a 
1,11 of 0.8%. The year on year figures are: lira +8.1%, US dollar +4.4%. 



5. TRADE (Table 6) 

In July the trade balance showed a surplus after 10 months in deficit. 
There was a much smaller surplus in August. This dampened July's euphoria 
and concern was again expressed about the level of imports (given the low 
oil price) and the competitivity of exports over the medium term. 

The July trade surplus was 1,054 billion lira, compared with +813 billie 
in July 1987. 	The 1988 7 month figure is -7,399 billion lira compared 
with -8,311 billion in the same period last year. The energy deficit was 
1,409 billion and there was a surplus on other items of 2,463 billion. 
Year on year July imports rose by 4.1% and exports by 5.5%. Textiles and 
clothing showed strong export performance after disappointing figures in 
the first half of the year and engineering products also did well. 
Imports for use in industrial production were also up sharply, for example 
a 25% increase in ferrous and non-ferrous metals, 15% in engineering 
products 6%, in chemicals. Many commentators thought these trends would be 
confirmed in August and that Italy's strong domestic performance was now 
also reflected in its external trade. 

The August trade surplus of 115 billion lira was less than expected. In 
August 1987 there was a surplus of 1,150 billion. 	The 1988 cumulative 
figure for the first eight months - 7,288 billion lira is very close to 
that for the same period of 1987, -7,153 billion lira. The energy deficit 
in August was 1,262 billion lira with a surplus on other goods of 1,377 
billion. This compares with a an energy deficit of 1,381 billion in 
August 1987 and a surplus of 2,541 billion on other goods. Year on year 
1988 imports were up by a surprising 18.5% while exports rose only by 
5.5%. 	While the rise in imports was partly accounted for by the 
requirements of industry, increases seem to have been reported in most 
sectors and private consumption will have played a significant role. 

De Mita's visit to Moscow coincided with a large trade fair "Italia 2040 
attended by most of Italy's top industrialists. At least 20 new 
contracts/joint ventures are reported to have been signed and a new credit 
lire of 680 million ecu made available by the Italian government to the 
Soviet Union. Italian businessmen have been concerned by Italy's drop in 
the first half of 1988 from 3rd to 5th place in the table for exports to 
the USSR behind FRG, Finland, USA and Japan. 

After two months well in surplus, the balance of payments recorded in 
September a deficit of 2,306 billion lira. But the 9 month cumulative 
figure is still well in the black at 1,878 billion lira compared with a 
deficit of 1,529 billion in the same period last year. The fluctuation of 
the lira/dollar exchanges in the first half of September led exporters to 
delay banking receipts and importers to anticipate payments. 	The second 
half of the month and early indications for October showed the situation 
rapidly returning to normal. The Bank of Italy pointed to the sound 
underlying trend of the trade figures and the international economy. 
Inward and outward flows of capital "above the line" were broadly in 
balance. 	Investment abroad by Italians amounted to around 1,300 billion 
lira, of which 800 billion represented portfolio operations. There was a 
net inflow through the banks (below the line) of 363 billion lira. 
Foreign indebtedness in the banking system was around 40,700 billion lira 
on the last day of the month. The reserves fell from 79,807 billion lira 
at end August to 78,578 billion at end September. 
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79,807 37,500 28,499 10,906 

78,518 37,924* 26,719 10,939 

ugust 

September 

OFFICIAL RESERVES 
(Billion Lire) 

Month 	Total net reserves 	Gold 	Convertible 	ECU 

*Quarterly review 

Estimates of the balance on current account to end September are around 
4,000-4,500 billion. 	Not only has there been a slight deterioration in 
Italy's trade position but the traditional large surplus on tourism is 
being steadily eroded as tourism expenditure in Italy has slightly 
declined while Italian expenditure on tourism abroad has sharply increased 
(up 33% in the first half of 1988). 	But the current deficit is 
compensated by the large scale investment from abroad in government 
securities lured by an interest rate some 5-6 points above that available 
in Germany. 

6. FINANCIAL DEVELOPMENTS (Tables 4 and 5) 

Confidence in Italy's economic future and high rate of interest have fully 
restored demand for 2 and 4 year BTP and BTE with virtually all issues 
heavily oversubscribed. Demand was.also sustained for 3, 6 and 12 month 
BOT. 	Only the 5 year OCT remains in disfavour and the Treasury has *dicated it may temporarily suspend issues although there are some signs 

secondary market interest. 

GOVERNMENT SECURITIES 

Effective 
Total issue 	Taken by B/Italy 
	

Unplaced 	annual yield 
(compound)(1) 

(Billion Lire) 
	

gross 	net* 
3-mth BOT 	 - 

end-Sep 	8,250 	 - 	oversubscribed 11.01 9.55 
mid-Oct 	4,000 	 1,026 
	

11.12 
	

9.73 
end-Oct 	9,000 	 733 
	

11.47 
	

9.95 

6-mth BOT 
end-Sep 
mid-Oct 
end-Oct 

12-mth BOT 
end-Sep 
mid-Oct 

110 	
end-Oct 

5-yr COT 
Aug 
Sep 
Oct 
Nov  

12,000 
2,000 

12,000 

9,000 
2,000 

10,500 

2,500 
3,500 
3,500 
1,500 

945 	 11.42 
	

9.89 
oversubscribed 11.23 9.83 

750 	 281 	11.31 
	

9.80 

oversubscribed 11.89 10.25 
11.73 10.11 
11.73 10.11 

	

1,190 
	

12.58 10.97 

	

980 
	

13.15 11.47 

	

900 
	

13.15 11.47 
13.15 11.47 



BTP • 

1 Sep(2-yr) 5,000 oversubscribed 12.38 10.80 
(4-yr) 3,000 Tt  13.31 11.61 

14 Sep(2-yr) 1,500 220 11.82 10.31 
16 Sep(4-yr) 1,500 oversubscribed 13.31 11.61 
3 Oct(2-yr) 5,500 It  12.38 10.80 

(4-yr) 7,000 13.31 11.111 
13 Oct(2-yr) 1,000 12.38 10.1r 

(4-yr) 5,000 tt 13.31 11.61 
2 Nov(3-yr) 3,000 12.22 10.66 

(5-yr) 5,000 t? 13.15 11.47 

BTE 
Apr 	(373 days) 	1,000m Ecu 
Jun 	(378 days) 	1,000m Ecu 
Aug 	(378 days) 	750m Ecu 

CTE 
May 	()4-yr) 	1,000m Ecu 	_ 

Jul 	(5-yr) 	1,000m Ecu 	_ 

Sep 	(5-yr) 	1,000m Ecu 	_ 

Oct 	(5-yr) 	1,000m Ecu 	_ 

oversubscribed 

tt 

_ 
_ 
_ 
_ 

7.49 
7.80 
8.93 

8.50 
8.75 
8.75 
8.65 

6.55 
6.68 
7.80 

7.43 
7.66 
7.66 
7.56 

(1)Simple interest for BTE and CTE. 
* Net of 12.50% tax deducted at source. 

(Total BOT in circulation at end-September: 2)43,525 bn lire) 

According to preliminary Bank of Italy figures, bank lending in Septembl, 
grew by 14.5% on an annual basis but the figure is swollen by the effects 
of the bank credit ceiling in force in September 1987. 

The Bank of Italy has pubaished proposed new rules for banks' compulsory 
reserves which will give the banks some flexibility in their deployment 
within quantitative and temporal limits. 	The proposals now go for 
approval to the Ministerial Committeee on Credit and Savings (CICR) 	and 
are expected to enter into force in mid 1989. The banks have generally 
welcomed the Bank's initiative. 	The Treasury Ministry's proposals on 
greater transparency in relations between banks and their clients have 
been greeted with much more reserve. 	These, with other proposals on 
transparency, are currently under discussion in Parliament. Meanwhile 
ABI, the bankers' association, is going ahead with its own ideas. 

Ciampi has also called for new legislation defining the roles and 
permissable relationship of industrial holdings and credit institutions 
whose separation was decreed under Italy's 1936 Banking Law which is still 
in force. 

The banks are also under heavy pressure from the Bank of Italy to press on 
with improvements to the payments system. All in all, the process of 
modernisation of Italy's financial sector in preparation for 1992 is 
picking up speed. In the process Parliament is being largely bypassed or 
asked to approve very broad framework laws such as that on forei 
financial dealings which are then fleshed out by the Treasury and Bank IP 
Italy. 

es, 



October was a fairly tranquil month for the lira in the 77,RM. As more 
months from the last realignment (12 January 1987) elapse, there is a 

. general expectation that there must be another realignment within, say, a 
year but there does not seem to be any particular pressure for such at 
present. 

EXCHANGE RATES - OCTOBER 
(in Lire) 

Currency 	Highest parity 	Lowest parity 	end-month parity 

	

2,373.450 	 2,331.850 

	

(12 Oct) 	 (24 Oct) 

	

1,392.700 	 1,316.450 

	

(7 Oct) 	 (31 Oct) 

DM 	 746.265 	 744.000 
(21 Oct) 	 (31 Oct) 

2,342.225 

1,316.450 

744.000 

Change in weighted value against other EC currencies since 9 February 
1973: end-August -63.51%; end-September -63.61%; end-October -61.99%. 

One year exactly from the 19 October 1989 stockmarkets crash, the Milan 
bourse recorded its highest level this year (590.35). But although it has 
recovered most of the ground lost then, it is still far below the heady 
days 	of 1986. 	There are now' 210 companies quoted with a total 

ili
apitalisation of around 152,700 billion lira. Many more companies would 
e eligible but the market has not yet succeeded in convincing them that 
it can operate independently of manipulation by the handful of major 
companies led by FIAT. Investment funds had a slightly better month in 
October but still recorded net withdrawals of 927 billion lira despite 
1,500 billion new subscriptions. 

7. FISCAL POLICY 

The SSBR for the first nine months of the year is now put by the Treasury 
at 94,216 billion lira, more than 10% above the corresponding figures for 
1987. 	To achieve the latest end year target of 118,000 billion the Q4 
figure must be restrained to 24,000 billion which will be difficult given 
that the Q4 1987 figure was 30,000 billion. 

Tax revenue in August was up 22.7% over August 1987 and for the period 
January-August up 13.5% against a forecast increase for the year of 10%. 

The Financial Law and Budget were approved by the Budget Commission of the 
Chamber of Deputies at the end of the month and go to the floor of the 
house on 7 November. After approval by the Chamber of Deputies as a whole 
they will then go to the Senate. Changes amounting to some 600 billion 
lira were made by the Budget Commission but compensating savings were 
apparently found for all increased expenditure leaving the SSBR unaltered 

117,350 billion lira. The Commission however seemed doubtful about the 
erall costing of the budget and recommended consideration of some 

additional revenue raising provisions principally increased tax on diesel 
and a charge on diagnostic health tests, also possibly a re-evaluation of 
the property register. 



But the greatest difficulty facing the government on the Budget is, as' was 
predictable, the relationship between it and the 9 official accompanying 
measures as well as the 4 other relevant bills. It is difficult to se 
how sufficient Parliamentary time can be found: this will become a real 
difficulty in November when the bills are taken by the Chamber of Deputies 
as a whole. 

8. ASSESSMENT OF ECONOMIC PROSPECTS 

IRS has corrected downwards its previous forecasts for 1989. World growth 
will slow but so will inflation. Italy's GDP growth is put at 3.7% in 
1988 and 2.9% in 1989; other elements are (percentage increase): 

1988 	1989 

Gross fixed investment 	 5 	 3.2 

Domestic consumption 	 4.2 	3.2 

Exports 	 6.3 	4.5 

Imports 	 8 	 5.5 

Current A/C 	 -4,391 bn -6,709 bn 

Retail price index 	 4.8 	4.4 

Prometeia's autumn forecast is relatively optimistic assuming that current 
government strategy can be maintained, oil prices remain low and that 
there is no sharp reduction in world demand: 

4110' 

1988 	1989 	1990 

GDP 	 3.6 	3.1 	3.2 

Imports 	 8.4 	5.3 	5.3 

Total Domestic Demand 	 4.3 	3.3 	3.5 

Exports 	 5.8 	4.6 	4.1 

Current A/C 	 -4,938 bn -9,042 bn -12,476 bn 

Consumer prices 	 5 	 5.5 	5.8 

SSBR 	 120,186 bn 123,897 bn 130,262 bn 

Interest 3m BOT 	 11 	11.5 	11.7 

Average bank interest rate 	 13.6 	14.1 	14.3 

M2 	 8.4 	7.9 	7.7 • 
THOMAS 
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TABLE 1: EXPENDITURE ON GNP 

Source: ISTAT, New National Accounts. 
All figures seasonally adjusted. Billions of lire; (1)-(7) 1980 prices, (8) current prices. 

Real GDP 

(1) 

Consumer 
Expenditure 

Private 	Govt 

(2) 

Investment 

(3) 

Stockbuilding 

(4) 

Domestic 
Demand* 

(5) 

Exports 

(6) 

Imports 

(7) 

Nominal 
GDP 

(8) 

1983 399,987 252,068 63,092 87,159 1,529 403,848 84,069 87,930 633,571 
1984 412,680 258,165 64,722 91,764 5,162 419,813 90,752 97,586 727,798 
1985 424,581 265,793 67,004 94,074 5,927 432,798 93,928 102,145 815,630 
1986 436,831 275,225 69,102 95,367 6,933 446,627 97,161 106,958 902,238 
1937 450,398 287,132 71,433 100,364 8,469 467,398 100,644 117,644 982,595 

1985 Q3 106,410 66,819 16,831 23,384 1,250 108,284 23,184 25,059 207,025 
Q4 107,328 67,297 16,967 23,617 1,360 109,241 24,359 26,272 210,789 

1986 Ql 107,100 67,846 17,126 23,307 2,029 110,308 23,624 26,833 214,752 
Q2 109,179 68,277 17,258 23,750 1,003 110,288 25,070 26,179 224,000 
Q3 110,111 69,075 17,276 24,062 2,369 112,782 25,052 27,723 230,145 
Q4 110,441 70,027 17,442 24,248 1,532 113,249 23,415 26,223 233,341 

1987 Q1 111,206 70,850 17,641 24,449 1,807 114,747 24,838 28,379 236,672 
Q2 112,295 71,836 17,811 25,439 2,711 117,797 24,215 29,717 243,882 
Q3 113,257 72,227 17,972 24,936 1,086 116,221 26,065 29,029 248,985 
Q4 113,640 72,219 18,009 25,540 2,865 118,633 25,526 30,519 253,055 

1988 	Q1 115,061 73,568 18,054 26,231 1,779 119,632 24,861 29,431 N/A 
Q2 115,793 74,473 18,181 26,341 -659 118,336 28,862 31,406 N/A 

NB: Figures are revised each quarter. 



TABLE 1A: EXPENDITURE ON GNP  

Source: ISTAT, New National Accounts. (All figures seasonally adjusted.) 
Percentage changes (year-on-year); (1)-(7) 1980 prices, (8) current prices. 

Real GDP 
Consumer 

Expenditure 

Private 	Govt 

Investment Stockbuilding 
Domestic 
Demand* Exports Imports 

Nominal 
GDP 

(1) (2) (3) (4) (5) (6) (7) (8) 

1983 0.5 0.4 2.8 -1.6 -0.4 2.3 -1.6 15.9 
1984 3.5 2.2 2.0 4.4 4.4 7.6 11.3 14.1 
1985 2.9 3.0 3.5 2.5 3.1 3.8 4.7 12.1 
1986 2.9 3.5 3.1 1.4 3.2 3.4 4.7 10.6 
1987 3.1 4.3 3.4 5.2 4.6 3.6 10.0 8.9 

1985 Q3 2.9 3.6 3.8 0.4 2.7 0.4 2.3 12.7 
Q4 3.0 3.6 3.2 1.3 3.1 4.6 3.0 11.4 

1986 Ql 2.0 3.6 3.5 -1.0 - 3.0 1.3 5.6 9.7 
Q2 3.2 3.1 3.6 0.9 - 1.9 8.7 3.0 10.9 
Q3 3.5 3.4 2.6 2.9 - 4.1 8.1 10.6 11.2 
Q4 2.9 4.0 2.8 2.7 - 3.7 -3.9 -0.2 10.7 

1987 Q1 3.7 4.6 3.0 5.4 - 4.0 -0.9 4.9 10.2 
Q2 2.9 5.2 3.2 7.1 - 6.8 -3.4 13.5 8.9 
Q3 2.9 4.6 4.0 3.6 - 3.0 4.0 4.7 8.2 
Q4 2.9 3.1 3.3 5.3 _ 4.7 9.0 16.4 8.4 

1988 Q1 3.5 3.8 2.3 7.3 4.3 0.1 3.7 N/A 
Q2 3.1 3.7 2.1 3.5 0.5 19.2 5.7 N/A 

*(2)+(3)+(4). 	NB: Figures are revised each quarter. 
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TABLE 2: PRODUCTION AND EMPLOYMENT 

Source ISTAT 
	

Figures not seasonally adjusted unless so indicated. 

Ind. 	Invoices 	Orders Employ-  Unem- Unem- Strikes 
Prod. 	 ment 

	
ploymt ploymt '000 hrs 

Total Dom. Export Dom. Export 
	

000s 
	

000s 	rate 	lost 
(1) 	(2) 	 (3) 
	

(4) 
	

(5) 	(6) 	(7) 
(1980=100) (1980=100) 

1985 96.5 172.4 197.6 169.4 195.4 	§20,742 	§2,327 	10.1 26,815 
1986 99.2 175.9 196.0 189.2 194.5 	§20,856 	§2,611 	11.1 39,506 
1987 103.1 32,240 

1986 Ql 100.2 173.8 197.8 194.1 203.3 	20,686 	2,535 	10.9 9,523 
Q2 104.4 181.5 203.6 195.6 203.0 	20,696 	2,477 	10.7 3,733 
Q3 88.7 161.4 180.7 165.2 172.8 	21,009 	2,530 	10.7 1,416 
Q4 103.3 187.0 201.7 201.9 198.8 	21,049 	2,771 	11.6 23,001 

1987 Ql 103.3 178.0 196.4 201.6 202.5 	20,723 	2,803 	11.9 9,411 
Q2 109.6 195.9 212.5 207.7 201.4 	20,672 	2,725 	11.6 4,178 
Q3 91.1 176.1 191.8 184.6 181.0 	21,049 	2,871 	12.0 2,469 
Q4 108.4 212.8 220.4 217.1 216.1 	20,901 	2,930 	12.3 16,182 

1988 Q1 111.1 198.2 221.4 236.7 239.5 	20,778 	2,945 	12.4 4,292 
Q2 105.9 21,113 	2,857 	11.9 5,491 
Q3 21,468 	2,853 	11.7 

(a) 
'86 OCT 99.9 199.3 213.5 210.7 224.6 6,504 

NOV 100.6 175.7 190.6 188.2 178.3 9,997 
DEC 102.2 185.9 201.1 206.8 193.6 6,500 

'87 JAN 101.5 153.2 172.1 170.2 186.7 2,957 
FEB 101.2 172.7 194.8 207.6 198.9 4,733 
MAR 101.7 208.0 222.4 227.0 221.8 1,721 
APR 102.8 196.4 198.8 211.6 196.6 1.541 
MAY 104.2 189.7 206.7 192.6 183.3 842 
JUN 102.1 201.8 231.9 218.9 224.2 1,795 
JUL 102.1 211.3 257.6 219.7 224.2 1,370 
AUG 102.0 101.3 95.4 70.8 85.8 40 
SEP 103.1 215.7 219.7 263.4 232.6 1,059 
OCT 104.8 219.3 224.7 230.0 233.6 1,154 
NOV 103.8 201.8 218.1 204.9 196.4 13,682 
DEC 103.5 217.2 218.4 216.5 218.4 1,346 

'88 JAN 108.8 169.3 192.0 205.7 212.7 914 
FEB 106.0 197.2 222.3 233.4 228.1 1,609 
MAR 104.8 228.1 249.9 270.9 227.8 1,769 
APR 107.2 198.6 208.6 218.8 229.4 1,471 
MAY 104.9 2,479 
JUN 105.8 1,541 
JUL 108.8* 4,100* 
AUG 110.4* 

(a) Seasonally adjusted. §Average annual Quarterly series surveys 
carried out end Jan,Apr,Jul,Oct. 

* Provisional. NB August figures distorted by holiday closures_ 



TABLE 3: PRICES AND EARNINGS  

Source: 	ISTAT. 	Annual 
Per cent change on a 

and quarterly 
year earlier; 

series 
not seasonally 

Bank of Italy based on ISTAT. 
adjusted 

Consumer 
Prices 

(1) 

Cost of 
Living 
Index 
(2) 

Wholesale 
Prices 

(3) 

Hourly Pay 
(Contractual) 

(4) 

1985 9.2 8.6 7.3 10.3 
1986 5.9 6.1 -0.9 4.6 
1987 4.7 4.6 2.6 7.1 

1986 Q1 7.5 7.6 2.5 5.8 
Q2 6.0 6.4 -1.4 4.9 
Q3 5.5 5.9 -2.2 3.7 
Q4 4.5 4.7 -2.4 24.0 

1987 Q1 4.3 4.3 5.2 
Q2 4.4 4.2 +2.4 6.8 
Q3 4.9 4.6 +4.1 8.0 
Q4 5.4 5.2 +4.6 8.1 

1988 Ql 5.1 4.9 14.1 9.2 
Q2 5.0 4.9 14.5 7.9 
Q3 4.9 6.9 

1986 OCT 4.7 5.1 -2.4 3.3 
NOV 4.4 4.7 -2.3 4.3 
DEC 4.3 4.3 -2.5 4.3 

1987 JAN 4.2 4.5 -1.7 4.6 
FEB 4.4 4.2 -0.2 5.4 
MAR 4.2 4.2 0.6 5.6 
APR 4.4 4.2 1.6 6.0 
MAY 4.4 4.2 2.7 7.1 
JUN 4.5 4.1 2.9 7.2 
JUL 4.7 4.4 3.8 8.0 
AUG 4.8 4.5 4.1 8.2 
SEP 5.2 5.0 4.3 8.0 
OCT 5.5 5.3 4.5 8.2 
NOV 5.4 5.2 4.6 8.2 
DEC 5.2 5.1 4.7 8.3 

1988 JAN 5.2 5.0 3.9 9.7 
FEB 5.0 4.9 4.2 8.8 
MAR 5.2 4.9 4.3 9.1 
APR 5.1 5.0 4.4 8.7 
MAY 5.0 4.9 4.5 7.5 
JUN 5.0 4.9 4.5 7.7 
JUL 4.9 4.7 6.6 
AUG 5.0 5.0 7.0 
SEP 4.8 7.0 
OCT 4.7 

r 



TABLE 4: MONETARY AGGREGATES  

Source: Bank of Italy. Per cent change on a year earlier. 

Monetary 
Base 
(1) 

M1 

(2) 

M2 

(3) 

M3 

(4) 

Total 
Domestic 
Credit 
(5) 

1985 16.6 10.4 11.0 14.4 19.2 
1986 10.6 10.7 9.4 8.8 16.2 
1987 7.6 8.4 

1986 Q1 12.2 10.0 9.7 11.0 16.5 
Q2 11.2 10.8 8.8 9.2 16.3 
Q3 9.9 9.2 7.9 7.1 16.0 
Q4 8.8 10.9 9.5 8.1 15.9 

1987 Ql 9.5 9.9 10.3 7.7 15.6 
Q2 11.4 10.8 12.0 9.0 15.2 

Q3 12.3 10.9 10.5 10.5 14.5 
Q4 10.8 8.6 9.3 11.5 13.2 

1988 Q1 8.8 7.0 7.1 11.9 12.8 
Q2 6.5 6.8 13.2 

1986 Sep 8.9 9.5 8.2 7.0 15.9 
Oct 9.1 10.6 9.1 7.9 16.3 
Nov 10.2 11.3 9.9 8.2 16.1 
Dec 7.2 10.7 9.4 8.2 15.2 

1987 Jan 10.3 10.0 9.6 7.7 15.9 
Feb 9.4 10.1 10.4 7.7 15.7 
Mar 8.9 9.8 10.8 7.6 15.2 
Apr 11.9 10.4 11.5 8.6 15.0 
May 10.9 10.6 12.0 9.0 15.0 
Jun 11.3 11.5 12.4 9.4 15.5 
Jul 11.7 11.5 12.0 10.0 14.8 
Aug 12.4 11.2 11.6 10.4 14.8 
Sep 12.7 10.2 10.8 11.2 13.9 
Oct 12.9 10.0 10.3 11.4 13.5 
Nov 9.7 8.5 9.3 11.9 13.1 
Dec 10.0 7.4 8.3 11.4 13.1 

1988 Jan 9.2 7.1 7.5 11.5 13.0 
Feb 8.6 7.0 7.1 12.1 12.5 
Mar 8.8 6.9 6.9 12.3 12.9 
Apr 6.5 6.9 6.8 11.9 12.9 
May 6.6 6.1 6.4 11.9 13.2 
Jun 6.6 7.2 13.5 
Jul 7.4 8.2 13.4 

NB: Figures are revised periodically. 



TABLE  5: EXCHANGE AND INTEREST RATES  

Sources: (1)(2)(3) Bank of Italy; (4)Banca Commerciale Italiana; 
(5) Ufficio Italiano Cambi. 

One-month 	Govt 	 Lira real 
Interbank 	securities 	effective 

rates 	 12-month 	exch rate 
CCT 	BOT 	(1980=100) 

Exchange rates 
(Average) 

Lira/US$ Lira/Zsterir 
(1) (2) (3) (4) (5) 

1985 14.93 14.68 13.63 87.1 1,909.7 2,462.5 
1986 13.00 12.49 10.92 89.6 1,490.8 2,187.1 
1987 11.32 10.66 10.55 91.7 1,296.4 2,122.4 

1986 Ql 16.31 14.44 13.05 91.2 1,599.6 2,302.3 
Q2 12.44 13.44 11.13 89.7 1,538.9 2,321.9 
Q3 11.46 11.47 10.38 91.3 1,436.9 2,141.3 
Q4 11.79 10.63 10.03 93.6 1,389.5 1,985.8 

1987 Ql 11.29 10.22 9.78 94.5 1,306.2 2,016.2 
Q2 10.71 9.89 9.66 92.8 1,299.8 2,135.1 
Q3 12.25 10.92 10.88 91.0 1,331.1 2.151.8 
Q4 11.05 11.60 11.88 92.0 1,248.5 2,188.3 

1988 Ql 10.96 10.70 10.54 1,235.6 2,219.6 
Q2 10.50 11.14 10.96 1,268.1 2,334.5 
Q3 11.58 1,385.6 2,348.2 

1986 Dec 11.88 10.51 10.0.1 94.1 1,380.3 1,984.6 

1987 Jan 11.88 10.39 9.93 94.8 1,314.70 1,983.1( 
Feb 11.63 10.24 9.74 9)1.8 1,299.60 1,982.50 
Mar 10.38 10.04 9.68 94.1 1,304.60 2,076.90 
Apr 9.88 9.89 9.65 94.0 1,292.20 2,106.20 
May 11.13 9.87 9.66 93.0 1,291.10 2,153.70 
Jun 11.13 9.91 9.68 91.6 1,316.00 2,145.50 
Jul 11.63 10.25 10.56 90.9 1,337.10 2,152.10 
Aug 12.88 11.18 10.62 90.8 1,345.80 2,149.00 
Sep 12.25 11.33 11.45 91.3 1,310.30 2,154.40 
Oct 10.63 11.58 12.17 90.8 1,303.10 2,164.50 
Nov 11.88 11.91 12.14 91.2 1,239.40 2,199.70 
Dec 10.63 11.30 11.33 94.0 1,202.90 2,200.60 

1988 Jan 10.88 10.92 10.56 94.0 1,215.00 2,190.20 
Feb 11.00 10.62 10.50 93.7 1,250.30 2,196.30 
Mar 11.00 10.58 10.56 1,241.40 2,272.40 
Apr 10.00 10.86 10.96 1,242.20 2,330.50 
May 10.63 11.21 10.99 1,258.66 2,352.81 
Jun 10.88 11.34 10.93 1,303.43 2,320.07 
Jul 11.42 1,366.46 2,329.20 
Aug 11.42 1,397.87 2,371.54 
Sep 11.89 1,392.50 2,343.86 
Oct 11.73 1,316.45§ 2,342.23§ 

(1)Bid-offer average. (2)gross yield expected if interest rates unchang 
K3)gross yield on end month issues. (4) Wholesale prices. 
§End month rates. 
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11,641 	10,054 

	

12,505 	10,548 

	

14,222 	13,777 

	

13,332 	11,950 

	

13,120 	11,686 

	

14,154 	11,834 

	

14,563 	15,376 

	

8,532 	9,691 

	

14,858 	13,342 

	

14,9142 	14,251 

	

14,328 	13,480 

	

15,400 	14,465 

	

12,020* 	9,680* 

	

13,675* 	12,460* 

	

16,310* 	13,430* 

	

14,475* 	13,810* 

	

15,425* 	15,100* 

	

15,916* 	15,152* 

	

15,161* 	16,215* 

- 1,587 
1,957 

445 
1,382 
1,434 
2,320 
813 

1,159 
- 1,516 

691 
848 
935 

- 2,330* 
- 1,215* 
2,880* 
665* 
325* 
764* 

1,054* 

• TABLE 6. TRADE/BALANCE OF PAYMENTS 

 

Lpurce ISTAT; (4)&(5) Bank of Italy. Figures not seasonally adjusted. 

(1) (2) 	(3) 

Overall 
Balance 

(Current + 
Capital 
movements, 
errors and 
omissions) 

(4) 

Current Import Export 
Account Volume Volume 

(5) 	(6) 	(7) 

Imports Exports Trade 
C. i.f. 	f.o.b. 	Balance 

billions of lire 
	

1980=100 

1985 
1986 
1987 

	

172,816 	149,701 

	

148,994 	145,331 

	

161,597 	150,445 

-23,115 
- 3,663 
-11,143 

-8,352 
-2,965 
+1,183 

-7,761 
-1,311 
-3,144 

110.8 
115.8 
127.5 

124.2 
126.4 
129.4 

	

1986 Q1 	41,792 	36,117 

	

Q2 	37,734 	36,665 

	

Q3 	32,028 	34,612 

	

Q4 	37,444 	37,937 

	

1987 Q1 	38,368 	34,379 

	

Q2 	40,605 	35,471 

	

Q3 	37,953 	38,409 

	

Q4 	44,670 	42,196 

	

1988 Ql 	42,005* 	35,570* 

	

Q2 	45,816* 	44,062*  

5,675 
- 1,069 

2,584 
493 

3,989 
5,134 

463 
2,474 

6,425* 
- 1,75.4* 

	

-6,696 	-3,389 	117.2 	122.2 
+4,506 + 834 117.5 129.0 

465 +5,593 105.6 122.7 

	

-1,240 	-2,373 	122.8 	131.9 

+1,988 - 882 123.9 119.4 
3,789 - 881 128.9 122.4 
660 +1,686 117.6 132.9 

	

+2,713 	-3,067 	139.5 	142.6 

524 -3,377 

	

-3,084* 	-3,362 

-987 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

1988 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 

380 + 612 114.7 105.9 
+1,442 - 768 121.0 109.9 

926 - 726 136.1 142.4 
+1,579 + 357 127.1 123.3 

	

-2,865 	-1,511 	125.7 	121.9 
-2,503 + 273 133.9 122.1 

110 + 645 136.1 159.7 

	

-1,011 	+1,020 	79.0 	101.6 

	

+1,172 	+ 	21 	137.7 	137.4 
237 - 226 138.6 144.4 

	

+1,656 	-1,630 	134.1 	137.9 
820 -1,211 145.8 145.7 

+1,704 - 116 
887 -1,463 

- 293 -1,783 
3,042 	-1,896 
853 -2,505 
835 

+3,581* 
+3,049* 
-2,306* 

111  *Provisional 
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CONFIDENTIAL 

From: Sir G.Littler 
Date: 18 November 1988 

MR J M G TAYLOR 
c.c. Sir P.Middleton 

Mr Scholar 
Miss O'Mara 

BILATERAL WITH SIGNOR AMATO : EMU 

The Chancellor is pretty familiar with the ground, which I agreed 

with Sarcinelli that we could divide into three parts. 

Progress in the EMS generally 

2. 	I see as possible topics: 

£ and ERM: Amato is bound to ask. He has a particular 

interest in relation to the Italian 'wider margins'; he 

may want to probe whether we would be interested in such 

an arrangement and we need to make it clear that, while 

we might see general advantage in a slightly wider normal 

range than the present 'narrow band', a concession there 

would not buy our entry. 

Possible technical improvements: we see scope for and 

shall be pursuing in the Monetary Committee ideas such as 

more symmetrical intervention in some circumstances, use 

of Community currencies and therefore diversification of 

reserves, use of the ecu, closer liaison on interest rate 

management. 

Disequilibrium: it might be worth asking whether Amato 

sees future parity changes (Lira and Franc versus DM) as 

having a role in the correction of the persistent 

imbalances within the Community. 

• 
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CONFIDENTIAL 

The Ecu  

It might be worth asking whether Amato sees a possibility 

of Italy engaging in the kind of Ecu issue we have done (rather 

than the more circumscribed Italian issues hitherto). 

It would be worth making it clear that our ideas for the 

development of the Ecu do not go towards 'parallel currency' and 

certainly not fiduciary issues. What are his views? 

Delors Committee  

Our impression is that Amato is not starry-eyed about any 

'union' ideas, but his Prime Minister may be tempted. It must be 

worth while therefore to emphasise that we shall not change our 

views on 'union'; and that this goes along with refusal to 

411 	contemplate treaty amendment and rejection of premature changes of 
an institutional character. 

But this does not mean rejecting further progress in EMS - 

on the lines mentioned in paragraph 2 above which will be 

generally palatable to Amato. 

The main question is how far we could look for support from 

Italy for practical as distinct from over-ambitious ideas. 

(Geoffrey Littler) 

• 



2. PS/CHANCELLOR 

H.M. CUSTOMS AND EXCISE 

DEPARTMENTAL PLANNING UNIT 

NEW KING'S BEAM HOUSE, 22 UPPER GROUND 

LONDON SGI 9PJ 

01-620 1313 Ext 5028 

FROM: J K OXENFORD 

Departmental Planning Unit 

DATE: 18 November 1988 

)cl 

BILATERAL WITH SIGNOR AMATO : 21 NOVEMBER 

As requested in your note of 15 November, I attach a note on the 

latest developments relating to indirect tax approximation. 

J K OXENFORD 

Circulation: 

PS/Chief Secretary 	 CPS 

PS/Economic Secretary 	Mr Jefferson Smith 

Sir G Littler 	 Mr Nash 

Mr Scholar 	 Mr Wilmott 

III 	
Mr S W Matthews 	 Mr Cockerell 

Mr Knox 



• 
CHANCELLOR'S BILATERAL MEETING WITH SIGNOR AMATO : 21 NOVEMBER 

110 	 BACKGROUND NOTE ON INDIRECT TAX APPROXIMATION 

There have been no major developments in the field of tax 

approximation since the September ECOFIN. The bilaterals with Lord 

Cockfield are under way: The Paymaster General is to meet him on 

23 November. The UK objectives at the bilaterals will be: 

To highlight Member States' problems with the 

Commission's proposals (particularly on the exuise side). 

To make clear that the ultimate aim of the UK's 

alternative approach is the removal of fiscal frontier • 	controls, with achieveable progress in the interim. 

To impress upon the Commission the need to keep an open 

mind about other solutions to the problem. 

The Commission has submitted its report under Article 8(B) of the 

Treaty. Its tone when referring to tax approximation is generally 

offensive: it claims there is no 'viable or even plausible 

alternative'; refers to ECOFIN'S 'reluctance to face up to the 



• 
• issues involved'; and accuses ECOFIN of wasting time by 

're-examining so-called alternatives which have repeatedly been 

rejected as often as not by Member States themselves'. The report 

also claims that Ministers dealing with the problems of arms, 

terrorists and drugs are 'wedded to their present inefficient 

frontier controls rather than actively seeking out new and better 

ways of confronting these issues', but offers no suggestions for 

alternative controls. It maintains that stopping travellers at 

frontiers is acceptable only if the authorities have 'evidence or 

reasonable suspicion' of an offence; no concessions are made to the 

efficacy of our checks in making 'cold' finds. Despite the 

rhetoric, the report contains nothing unexpected, nor anything that 

could not have been predicted from the Commission's attitude so 

• far. 

• 



MR EDMONDS 	 cc Mr H P Evans 

FROM: J M G TAYLOR 
DATE: 25 January 1989 

chex.rm/jmt/68 
	

UNCLASSIFIED 

I • A 

ITALY: BALANCE OF PAYMENTS 

Wttt4i4—• 
The Chancellor has seen Rome tel no 13 (top copy only). 

2. 	He has asked for advice on the concepts behind columns 4 and 

5 on the back page; especially column 4, which HM Ambassador (and 

presumably all Italy) appears to call "the balance of payments". 

I should be grateful for advice. 

J M G TAYLOR 



UNCLASSIFIED 

SAVING BY BAG 

BY BAG 

FROM ROME 

TO FCO 

SAVING NO 13 

UNCLASSIFIED 

FRAME ECONOMIC 

TO FCO SAVING TELEGRAM NO 13 OF 19 JANUARY 1989 
AND INFORMATION SAVING 
WASHINGTON, PARIS, BONN, OTTAWA, UKDEL IMF/IBRD, UKDEL 
UKREP BRUSSELS, CONSULATES IN ITALY. 

MONTHLY ECONOMIC REPORT : ITALY: DECEMBER 1988 

1. SUMMARY 

OECD, 

1988 ended with Italy's real economy in pretty good shape. GDP growth i 
provisionally estimated to be close to 4%. 	Employment has grown while 
unemployment has fallen slightly year on year. 	Business and family' 
surveys exhibit sustained optimism. Industrial production remains high 
and investment has exceeded forecasts. The public sector continues to 
suffer sporadic strike action, mostly in the transport sector. 	Inflation 
rose again in December to 5.5%: the average rate for the year was 5% 
(against a target of 4.5%). Trade deficits of 786 billion and 1,113 
billion lira were recorded in October and November respectively. The 
November balance of payments was also in deficit by 856 billion lira but 
the cumulative 11 month figure shows a comfortable surplus of 3,089 
billion. Demand for Treasury issues was generally more than adequate but 
mid and end-month BTP flopped. 	Treasury preliminary figures for the 
public deficit for 1988 on a whole are 123,500 billion lira against a 
government objective of 100,000 billion. 

The Senate approved the Financial Law and Budget on 19 December with no 
changes in the text adopted by the Chamber of Deputies. The budget thus 
received final parliamentary approval before the end of the year. However 
only 2 of the accompanying 14 bills - those on public employment and arts 
funding - also reached the statute book. The government had to resort to 
six decree laws (issued on 27 December) to put the other main elements of 
its budget strategy into force by 1 January. The unions, in protest at 
the tax treatment of wage earners compared with the self employed, 
responded with a call for a general strike. 



2. - ECONOMIC ACTIVITY (Tables 1, lA and 2) 
	 • 

ISTAT Q3 national accounts figures (see tables 1, 1A) are not yet 
available. The official forecasting body ISCO's December statement on the 
state of the economy estimates GDP growth in Q3 over Q2 as 0.7% and over 
Q3 1987 as 3.7%. NB Although both ISCO and ISTAT series are seasonally. 
adjusted they rarely agree. 

The Treasury Minister Amato in an end year press conference said GDP 
growth for the whole year would be close to 4%, comfortably exceeding the 
government target of 3.6%. , 

ISTAT's seasonally adjusted industrial production index (1980 = 100) shows 
a very slight rise in October over the revised September level. 	The 
figures for the last 4 months are: October 109.6, September 109.5 
(previously 108.9), August 111.3, July 108.8. 	For comparison latest 
(December) figures in ISCO's s.a. 1980 = 100 series still show a marked 
dip in September: October 106, September 103.6, August 110, July 106.9. 

ISTAT's unadjusted index showed a 0.2% increase over October 1987 with one 
less working •day: average daily production rose by 4.2%. Sectors 
reporting increased activity include office machinery, precision 
instruments, automobiles, rubber, pharmaceuticals, paper and printing, 
transport other than automobiles, working of non-metallic minerals. 
Sectors reporting decreased activity include footwear, skins, clothing, 
electrical machinery, footstuffs, textiles, plastics. 

According to ENEL electricity consumption in December rose by 8.2% year on 
year. 	Although the size of the increase is partly accounted for by 
sustained industrial production (with Christmas falling on a Sunday there 
have been fewer temptations to take extended holidays by "bridging"), 
wintry weather in the south is likely to have been a major factor in the 
9.9% and 14% increases recorded by Naples and Palermo respectively. Peak 
demand for the year was reported on 20 December at 34,470 megawatts. 	In 
1988 as a whole electricity consumption increased by 4.9% over 1987, 4.6% 
allowing for the leap year. 

Based on ENEL figures, IRS predict that industrial production in December 
will record a year on year rise of 5%. 

The September figures for orders and invoices published by ISTAT show the 
boom continuing with exports far outstripping domestic demand. 	Invoicing 
in September rose by 12% year on year (domestic +9%, exports +22.9%). 
Orders rose by 7.3% (domestic more or less stationary, exports +26.4%). 
In the first nine months invoicing has risen by 10.1% (domestic +9.5%, 
export +12.2%) and orders by 12.2% (domestic +9.5%, export +18.5%). 

Car sales rose yet again in November, by 19.2% year on year. 	There were 
180,000 new registrations bringing the 11-month figure to 2,037,000. 
Italian manufacturers continue to enjoy 60% of the market. 	Sales of 
commercial vehicles are also expected to reach record levels this year 
with figures for the first eleven months showing a 15.7% increase over 
1987. 

Industrial investment is estimated by Prometeia-Banca Commerciale to be 
around 7.7% in 1988, less than the record 11.4% increase recorded in 1987 
but above previous estimates. 	The expected increase in 1989 is 5-6%. 
Plant utilisation this year has been at record levels. 

According to Cerved (data bank of Chambers of Commerce) 3.7 million 
businesses were active in Italy at the end of June. This represents a 3% 



*creaseover June 1987. In the first half of 1988 172,000 new firms were 
tablished while 46,000 ceased activity (compared with 51,503 in the same 

period of 1987). The fastest growing sectors were services and precision 
instruments. 	The government will have been encouraged by the fact that 
all Mezzogiorno regions except Molise apparently experienced above 
national average growth in terms of the number of new businesses for every 
hundred closures. Lazio led overall with 818 but Sardinia 706 and Abruzzo 
693 were in second and third places. 

Latest ISCO surveys carried out in November show both families and 
businessmen are very confident about the economic outlook over the next 
few months. 

3. LABOUR AND SOCIAL AFFAIRS 

Industrial Relations 

The government's package of economic measures which appeared as a series 
of decree laws at the end of December provoked an instant call by the 
three trade union confederations for a general strike. 

The Prime Minister's office stated the the measures gave "unprecedented 
relief" for income from dependent employment and that the unions' action 
was incomprehensible. 

It is hoped that the draft bill to control strikes in essential public 
services which has already gone through the Senate will come before the 
Camera as soon as the measures associated with the Finance Law are 
cleared. Senator Giugni who drafted these proposals is producing another 
draft bill which aims to curb COBAS activities. 

Air Transport 

Air traffic controllers strikes called for 14-16 December were abandoned 
when the Minister of Transport Santuz used his powers of "precettazione" 
to direct them to work normally. A further strike called for 8 January 
was postponed until 23 January to allow talks to take place, without 
Santuz having to resort to "precettazione". This may have been a relief 
because doubts have been expressed about whether his powers extend to this 
area. 	Pilots belonging to the autonomous unions APPL and ANPAL continued 
their action as a protest at lack of progress in the negotiation of their 
contract. 	The normal period of peace over the Christmas holiday was 
observed but industrial action was resumed in early January. 

Employment and Training 

Important new agreements were signed between Confindustria and the trade 
unions and between Confapi (small business association) and the unions on 
the scheme of Contracts for Training and Work. There had been some doubt 
as to whether the scheme would continue because of union allegations that 
the training element was not provided and employers were using the 
trainees as substitute cheap labour. 

ISTAT figures in October showed the numbers employed over 21 million for 
the first time ever, with 2,885,000 unemployed. The rate of increase in 
unemployment has slowed down. 

ISTAT LABOUR FORCE SURVEY 

October 1988 	July 1988 	October 1987 

(thousands) 



(thousands) 

In employment 21,053  21,468 20,901 

Unemployed 2,884  2,853 2,930 

Total Labour Force 23,937 24,321 23,831 

Unemployment rates 12.0% 11.7% 12.3% 
Male N/A 7.9% 8.1% 
Female N/A 18.5% 19.6% 
North 6.8% 6.4% 8.0% 
Centre 9.7% 9.8% 9.8% 
South 21.0% 20.6% 19.9% 

Activity rates 42.2% 42.8% 42.0% 
Male N/A 55.9% N/A 
Female N/A 30.4% N/A 

9.7% in agriculture, 32.2% in industry and 58.1% in services sector. 
1,428,000 were young people looking for their first job. 1,657,000 

were women. 71.6% of total were under 29. 

Part time employment has never been a characteristic of the Italian labour 
market but CNR, the National Council for Research, says it is on the 
increase and will feature more strongly in the future. The total number 
of part-timers in 1987 was over one and a quarter million. 

In the public sector the number of civil servants has increased by 150,000 
in the past four years, reaching over 1.8 million, including teachers, 
magistrates and career armed forces, with a further 280,000 in autonomous 
bodies (mainly post and telecommunications). In Sicily where the 
unemployment rate has now reached 23.5% a recent competition for 272 posts 
with the Palermo local authority produced over 24,000 candidates. None of 
this augurs well for the government's efforts to control public spending. 

Formica, the Minister of Labour, presented a report on sex equality for 
1986 which showed 	employment of women up by 150,000 at 6,903,000 
representing 33% of the employed workforce compared to 32.6% in 1985. The 
increase was almost exclusively in the service sector. The number of women 
seeking employment also rose by 138,000 and unemployment among women rose 
from 17.3% in 1985 to 17.8% in 1986. 

Another report, produced jointly by the Fondazione Brodolini and CER said 
that 300,000 new jobs had been created in 1988 including some 	in 
industry. 	The national unemployment rate had remained relatively stable 
despite gloomy predictions by OECD, but this masked the growing gap 
between north and south. 	An even more worrying feature was the high 
proportion of young people on the register seeking their first job, which 
had risen from 53% to 80% in 20 years. 

Employment in large industries continued to fall at a reduced rate, and 
the rate of decrease in September - 2.4% year on year - was the lowest for 
7 years. 	Hours worked increased by 4.1% and average earnings were up by 
808%. The trend was repeated in October. 



ISTAT SURVEY OF MANUFACTURING FIRMS WITH 500 OR MORE EMPLOYEES 

Oct 88/Oct 87 	Sep 88/Sep 87 

Employment 

Average number of hours 
worked per manual worker 

Average monthly earnings 
per manual worker 

all payments (incl guaranteed 
wages, family allowances, 
one-off payments,etc) : 

(percentage changes) 

2.4 (1) 	 -2.4 

0.912) 	 +4.1 

+ 8.5 (3) 	 + 8.8 

Fall affected all sectors, but ranged from 0.4% in energy to 3.2% 
in textiles & clothing. 

1 working day fewer in Oct 88. 	Changes ranged from -5.6% in 
textiles & clothing to +4.6% in vehicle lmanufacture. 

Ranging from +6.5% in textiles & clothing to +9.9% in 
metalworking. 

Rates of pay in October were up by 7.2% and in November by 7.1% year on 
year, and showed wide variations, for example between teachers (+14.2%) 
and electricity workers (+2.6%). 

HOURLY CONTRACTUAL PAY RATES 
(1982=100) 

Sector 
	Increase Nov 88/ Nov 87 	Increase due to scala mobile 

indexation system 

Whole Economy (175.3) 	7.1% * 	 N/A 

Industry 	 5.4% 	 3.2% 

Commerce 	 5.7% 	 3.2% 

Transport & 
Communications 	 5.7% 	 2.8% 

Banking 
Insurance 
	 7.1% 	 1.9% 

Public 
Administration 	 9.7% 	 2.7% 

Agriculture 	 7.2% 	 3.5% 



*Increase in cost-of-living index over same period 5.3%. 

September was a bad month for strikes (increase of 22.6% over September 
1987) but the number of hours lost in the January to October period (1,764 
million) was up only 2.5% over the same period in 1987 (17,212 million). 

In the steel industry there is great concern over the possible closure of 
the Bagnoli steelworks at Naples which could cost up to 3,000 jobs. 	The 
EC document was quite specific in requiring the closure of the "hot area" 
of Bagnoli by June 1989 but the ruling is being interpreted differently 
here. 	The Finsider plan (rejected by the EC) was for a decision by 30 
June, to be based on whether or not the plant was economically viable at 
that time. 	There have been mass demonstrations in Naples and some 
violence. This is clearly another area where the De Mita government is on 
the horns of a dilemma - they cannot please both Naples and Brussels. 

Social Affairs  

The bill increasing minimum and social pensions has now completed its 
Parliamentary stages, and will cost 7,500 billion lira over the three year 
period 1988-90. The money has already been allocated in the Finance Law. 

The Mafia is reported to be making vast sums running into tens of billions 
of lira in Catania by false claims on INPS for a variety of social 
security benefits. 

Deaths in Italy from drugs rose from 544 in 1987 to 770 in 1988. There is 
no sign of the drugs problem and the associated increase in AIDS cases 
being brought under control. 

ISTAT data for the first 6 months of 1988 showed an unexpected increase of 
5% in live births. Even more surprisingly the highest increase was in the 
centre/north. 

4. INFLATION (Table 3) 

The cost of living index rose by 0.3% in December over November and by 
5.5% year on year. The average annual rate for 1988 is 5% against a 
target of 4.5% and a 1987 outturn of 4.6%. The main element in the 
December rise was increases in the price of gas in cylinders and heating 
oil. 



COST-OF-LIVING INDEX (DECEMBER) 
(1985 = 100) 

Sector of index % change over 
Nov 1988 

% change over 
Dec 1987 

% change 
1988/1987 

General index (119.7) +0.3 +5.5* 5.0 

Food +0.3 +4.7 4.0 

Clothing +0.2 +6.1 5.8 

Housing no change +7.0 6.6 

Fuel 	& Elec. +1.2 +4.5 4.2 

Miscejlaneous +0.4 +5.7 5.4 

* +4.8% for monitored/controlled prices and tariffs, +5.6% 
for other prices and tariffs. 

Although the December rise in inflation was smaller than had been feared, 
it is difficult to see how the government can realistically hope to 
achieve next year's target of average annual inflation of 4%. 	The 
Treasury estimate that the increase of the lowest VAT rate to 4% from 1 
January will by itself produce price increases of between 0.3 and 0.4%. 
The government looks set to try to keep increases in controlled prices and 
tariffs to an everage of 3%. The Committee on Prices (CIP) has already 
established this limit for hotels and camping sites. But the insurers' 
association is pressing for over 19% on car insurance premiums. 	Price 
increases thought to be in the pipeline include telephones, electricity, 
gas, water, TV licences, prescription charges, railway fares, postal 
charges and urban transport. 

Wholesale prices rose in October by 0.4% over September compared with 0.5% 
in September over August. The year on year rate is 5% for the third month 
running. 	Sectors showing a significant increase in October include 
non-ferrous metals (+4.1%), vegetable products (+0.9%) and paper (+1.1%). 
Crude oil prices fell (-3.5%), as did those of refined petrol products 
(-1.3%) and agricultural imports (-1.6%). ISTAT's breakdown of the year 
on year figures according to economic destination showed the indices for 
final consumption and final investment goods both rose by 4.3% while that 
for intermediate goods rose by 5.6%. 	The production price index for 
industry excluding construction rose by 0.2% in October over September and 
by 3.8% year on year. 

Confindustria's index of raw material prices shows prices rose in October 
over September by 1.7% in dollar terms but fell by 0.6% in lira thanks to 
a 2.5% depreciation of the dollar against the lira in the same period. 
Year on year October prices fell by 1.6% in dollar terms but rose by 3.3% 
in lira. 



5. TRADE (Table 6) 

There was a deficit on the trade balance in both October and November. 
Both exports and imports grew significantly with imports consistently just 
ahead. 

In October the deficit was 786 billion lira (-691 billion in October 
1987). Imports grew by 13% and exports by 12.9% year on year. The energy 
deficit was 1,354 billion lira and there was a surplus of 452 billion in 
other sectors. 

The cumulative trade balance for Jan-Oct is -10,683 billion lira against 
-9,360 billion last year. The gain in the energy terms of trade, the 10 
month deficit reduced from -15,334 billion lira in 1987 to -12,719 billion 
in 1988 is eroded by steadily deteriorating balances in most other 
sectors. 	Agrifoodstuffs is drawing further ahead of energy as the main 
deficit item and there is also a growing gap between chemcial imports and 
exports, the 10 month deficit has grown from -6,170 billion lira in 1987 
to -7,311 in 1988. In fact non-metallic products is the only major sector 
to show an increased surplus over 10 months +3,087 billion against +2,658 
billion in 1987. 

The November deficit was 1,133 billion lira (-848 billion in November 
1987). 	Imports rose by 16.8% and exports by 15.8% year on year. The 
energy deficit was 1,354 billion and there was a surplus of 221 billion on 
other sectors. 

The cumulative trade figure for January to November is a deficit of 11,856 
billion against 10,208 billion in 1987. Over this period imports have 
increased by 11.7% and exports by 11.4%. The energy deficit is down from 
-17,031 to -14,069 billion but the surplus on all other sectors is down 
from 6,823 billion to 2,213 billion lira. 	The end year deficit is 
expected to be around 13,000 billion lira, about 2,000 billion worse than 
last year. 	In 1988 exports have risen significantly but imports even 
faster. Some of these have been sucked in by the industrial production 
boom but Italian consumers are showing an increased taste for imported 
products in their prosperity. The sectors showing the largest increases 
in imports are ferrous and non-ferrous minerals, engineering and chemical 
products. There has been a deterioration in the surpluses of two key 
sectors: engineering down from 13,215 billion to 11,337 billion lira and 
textiles and clothing down from 17,963 to 17,490 billion lira in the 
period Jan-November. 

The failure to take advantage of the favourable energy terms of trade and 
possible loss of competitivity in exports as the government battles to 
bring the public sector deficit under control underlie economic 
commentators' widely shared expectation that the trade balance will 
deteriorate over the next few years, particularly if oil prices rise and 
the dollar appreciates. 

During the Italo-Soviet Joint Commission in Rome in December, Ruggiero 
(Minister for Foreign Trade) signed a decree lifting 60 restrictions on 
Soviet imports from 1 January. Sectors chiefly effected included 
tractors, building and road making equipment, plastic materials, 
antibiotics, zinc and aluminium products. 	The Soviet delegation also 
visited Venice, Turin and Milan. Sixty joint venture companies are said 
to be under discussion in sectors including chemicals, petrochemicals, 
electronics, telecommunications, building materials, wood working, 
agro-industry, ecology and medicines. The Joint Commission agreed that 
the Italian credit line of 680 million ecu would play a decisive role in 
developing Italo-Soviet commercial relations although it is not yet 
operative. 	Ruggiero said that it would be particularly important in 



IPlowing Italian small and medium enterprises to play a role in the 
modernisation of Soviet light industry. 

The FIAT-Polonia project to build in Poland a medium size car has been 
shelved but production lines for the Micro replacing the FIAT 126 from end 
1991 are likely to be increased instead. 

Ansaldo has won a contract worth 30 billion lira in China for conversion 
to coal of a power station. 

According to OICE (Association for large civil engineering contractors), 
their 129 associated enterprises won contracts for projects abroad worth 
4,000 billion lira in the first 9 months of 1988. 	This represents an 
increase of 27% on the same period last year and is due to a significant 
recovery in the value of Middle East contracts and growth in the Far East. 
African and Latin American markets contracted. 	A total of 80.1arge 
contracts were signed of which 27 are turnkey projects. 

The law to reform the Institute for Foreign Trade (ICE) has been approved 
by the Senate and now passes to the Chamber of Deputies. The law gives 
ICE a new status closer to a limited company than a state agency. Part of 
the new ICE's funds will come from charges for services. Its accounts 
will be managed like those of a company with shareholders. 	Employees' 
contracts will no longer be those of parastatal bodies but more akin to a 
private company. 	The aim is to make ICE more efficient and more 
responsible to user needs, particularly those of SMEs and cooperatives. 
Special attention will be given to agricultural exports. 

The November balance of payments was in deficit by 856 billion lira 
(compared with a surplus of 1,656 billion in November 1987). But there is 
still a cumulative surplus of 3,089 billion on the first 11 months 
(compared with 363 billion last year). There was a net outflow of capital 
"above the line" of 1,700 billion lira of which some 800 billion 
represented portfolio investment: net inflow of capital was around 1,000 
billion lira. The net inflow of capital through the banks (below the 
line) was 2,766 billion lira. Foreign indebtedness of the banking system 
was above 42,000 billion lira on the last day of the month. The reserves 
rose from 79,961 billion to 81,515 billion. 

OFFICIAL RESERVES 
(Billion Lire) 

Month 	Total net reserves 	Gold 	Convertible 	ECU 

October 	79,961 	 37,924 	 28,821 	 10,433 

November 	81,515 	 37,924 	 30,567 	 10,405 

Some commentators fear that the market in Treasury paper may not be 
sufficiently sophisticated to handle to the in and out dealing of foreign 
investors, given that the Italian domestic saver, who has traditionally 
taken up most of the debt, tends to hold it until maturity. 

6. FINANCIAL DEVELOPMENTS (Tables 4 and 5) 



Total issue 

3-mth BOT 
end-Nov 	8,000 
mid-Dec 	1,750 
end-Dec 	9,250 

6-mth BOT 
end-Nov 	9,000 
mid-Dec 	2,000 
end-Dec 	10,000 

I2-mth BOT 
end-Nov 	8,750 
mid-Dec 	2,000 
end-Dec 	9,000 

5-yr CCT 
Oct 3,500 
Nov 1,500 
Jan 2,000 

8-yr CTO 
Nov 1,500 

BTP 
13 Oct(2-yr) 1,000 

(4-yr) 5,000 
2 Nov(3-yr) 3,000 

(5-yr) 5,000 
14 Nov(5-yr) 3,500 
21 Dec(3-yr) 2,000 
28 Dec(5-yr) 5,000 

(378 days) 1,000m 
(378 days) 750m 
(369 days) 500m 

(5-yr) 1,000m 
(5-yr) 1,000m 
(5-yr) 1,000m 

BTE 
Jun 
Aug 
Nov 

CTE 
Oct 
Nov 
Dec 

Demand for most Treasury issues was firm even with slightly reduced yie1110 
on end December issues. The only severely undersubscribed issues were 
and 5 year BTP. 

GOVERNMENT SECURITIES 

Taken by B/Italy 	Unplaced 
Effective 

annual yield 
(compound)(1) 

(Billion 	Lire) gross net* 

1,237 1,237 11.83 10.26 
oversubscribed 12.11 10.50 

12.07 10.46 

- 595 11.23 9.72 
- 703 11.23 9.73 
- 368 11.47 9.93 

- 4 11.48 9.91 
- 468 11.54 9.96 
- oversubscribed 11.51 9.93 

- 900 13.15 11.47 
- 650 13.15 11.47 
- oversubscribed 13.15 11.47 

150 	 906 11.53 10.07 
(if cashed after 4 yrs) 12.21 10.67 

- oversubscribed 12.38 10.80 
- " 13.31 11.61 
- " 12.22 10.66 
- " 13.15 11.47 

130 ii 12.83 11.18 
25 1,454 12.15 10.60 

100 1,918 12.95 11.29 

Ecu oversubscribed 7.80 6.68 
Ecu 8.93 7.80 
Ecu 8.31 7.27 

Ecu 8.65 7.56 
Ecu 8.50 7.43 
Ecu 8.75 7.66 

(1)Simple interest for BTE and CTE. 
* Net of 12.50% tax deducted at source. 

(Total BOT in circulation at mid-December: 244,862 bn lire) 



In November the increase in bank lending on an annual basis was running at 
18% and the figure for the first 11 months was 14.2% well above the Bank 
of Italy target rate for 1988 of 6-10%. Interest rates on loans in 
November were slightly down on October, minimum rates from 12.4% to 12.36% 
and average rates from 13.86% to 13.78%. Some leading banks (Banco di 
Roma, BNL, Commerciale Italiano) decided to raise interest rates half a 
point (excluding prime and top rates) on 22 December. The Bank of Italy 
moved in early January to mop up some of this liquidity in short term 
operations at interest rates averaging between 11.31% and 12.48%. 
Deposits in November were growing at 7% (7.6% in October): average 
interest rates on deposits rose from 6.68% to 6.73%. A Bank of Italy 
study shows that the difference between loan and deposit rates is on 
average 3.87 percentage points for large firms, 8.13 for families and 9.38 
for small firms and the differentials are much higher in the South than 
the North. 

The decision of serveral EC countries (FRG, France, Belgium, Netherlands) 
to raise interest rates in mid December put the lira under temporary 
pressure in the ERM but it quickly recovered. 

EXCHANGE RATES - DECEMBER 
(in Lire) 

Currency 	Highest parity 	Lowest parity 	end-month parity 

	

2,387.500 	 2,343.850 
(7 Dec) 	 (14 Dec) 

	

1,320.900 	 1,273.950 

	

(28 Dec) 	 (5 Dec) 

DM 	 741.500 	 735.300 
(15 Dec) 	 (29 Dec) 

2,364.000 

1,305.250 

737.450 

Change in weighted value against other EC currencies since 9 February 
1973: end-October -61.99%; end-November -63.35%; end-December -63.23%. 

Seventy-eight leading members of the Italian business and financial world 
signed a manifesto in favour of a European currency and central bank. 
Treasury Minister Amato spoke publicly of the possibility of a new common 
band for the ERM, slightly larger than the present narrow band, which 
might be able to accomodate the lira, sterling and peseta. 

The Milan stockmarket ended the year with the General index at 589.72, 
21.7% higher than the end of 1987. But most commentators regard the 
outcome as disappointing given that the average 33% drop in 1987 was 
largely absorbed before the October crash in other world stockmarkets. 
There were 10.9 billion shares transactions in 1988: 14 new listings, 17 
suspended and the year ended with 211 listed shares, 7 more than in 1987. 
The total value of quoted shares at end December was 175,635 billion 
lira. 	In 1988 it was difficult to raise capital through share issues. 
There were 25 such issues (34 in 1987) for a total value of 3,011 billion 
lira (5,277 billion in 1987). The investment funds showed a reasonable 
average return of 12.6% but redemptions exceeded new subscriptions by 
around 12,800 billion lira (provisional figures). 



The President of ENI (Ruiglio) and Gardini (Montedison) at last signed th 
agreement to establish their joint chemicals company Enimont. ENI 
forecast a 1988 profit of over 1,000 billion lira. Midland Bank has taken 
a majority interest in Euromobiliare. 

7. FISCAL POLICY 

Preliminary Treasury figures put the SSBR for 1988 at 123,500 billion lira 
(against the government's declared objective of 100,000 billion). 	In 
November the SSBR was 15,600 billion bringing the 11 month total to 
117,785 billion, an increase of 11.1% over the same period of 1987. Amato 
highlighted the difficulty of controlling expenditure given the "infernal 
machine" of large numbers of multi year commitments and the authorisation 
of many parastatal 	bodies to raise funds in the past at the expense of 
the central exchequer. He singled out health 	as the most intractable 
over-spender, some 7,000 billion lira over budget in 1988. Prime Minister 
De Mita pledged to achieve reform of spending mechanisms within the 
lifetime of the next budget. 

Tax receipts in October at 24,107 billion lira were 27.6% higher than in 
October last year. The figure for January-October is 191,635 billion 
lira, 15.2% up on the same period of 1987. 

On 19 December the Finance Minister Colombo signed a decree increasing the 
coefficients for calculating property values for local taxation purposes. 
The measure is estimated to be worth 1,300-1,500 billion lira in 
additional revenue mostly in 1990. 

Also on 19 December the Financial Law and Budget were passed by the Senate 
unchanged. 	The decision to push the bills through regardless of their 
manifest deficiences in budgetary terms was political and facilitated by 
the Senate's (like the Chamber of Deputies before them) decision to adopt 
open voting on financial issues before consideration began. The Chairman 
of the Senate Budget Commission, Andreatta firmly told the house that 
nobody believed that the 1989 borrowing requirement of 117,350 billion 
lira provided for in the bills was consistent with the proposed revenue 
and spending provisions. According to one's personal level of optimism, 
Andreatta added, the figure might be between 125,000 and 132,000 billion. 

The detailed provisions to achieve the overall targets set in the 
Financial Law and Budget are, of course, in the 14 accompanying bills. 
Of these, only two of the less significant provisions had reached the 
statute book before Christmas, having been much amended in Parliament. The 
law on arts funding was approved definitively on 20 December and that on 
public employment on 21 December. The most important provisions, those 
covering tax questions, local and regional finance and transfers from the 
state budget to autonomous spending centres are to some extent 
inter-connected and were becoming increasingly bogged down in Parliament. 
It was virtually impossible for Treasury officials to keep track of the 
financial implications of amendments to individual provisions and their 
consequences for other elements in the government's strategy. The-need to 
give promised income tax relief for fiscal drag to employees and raise new 
money through e.g. VAT increases from 1 January 1989 forced the government 
to issue 6 decree laws immediately after Christmas. These contained not 
only most of the main fiscal provisions in the 14 accompanying bills but 
also some novelties. The decrees must be adopted by Parliament within 60 
days or fall. In the latter case they can be re-issued with minimal 
changes and re-presented to Parliament. The arrival of these decrees has 
complicated the Parliamentary timetable and it will take time before the 

vco. 



implications can be fully assessed. Some parts of the decrees endorse the 
decisions so far reached in Parliament, others overturn parliamentary 
amendments or represent new thinking by the government. There were even 
changes between the versions circulated immediately after the Council of 
Minister's meeting on 27 December and those published in the Official 

Gazette on 31 December. 	
According to Amato the decree laws are to be 

considered as temporary measures which will themselves be superseded by 
the original draft laws when these are eventually approved by Parliament, 
presumably much amended from their original fbrm. 	

The situation is 

further complicated by the fact that the division of subjects between 
draft laws and decree laws is not the same i.e. one decree law contains 
bits from several different draft laws. 

The decrees are in outline: 

Tax - changes to IRPEF (income tax); and to the forfait VAT and 
income tax system for self-employed and small businesses; anti-evasion 
measures; VAT zero and 2% rates raised to 4%; VAT registration tax, 
amnesty for unpaid or underpaid tax to 1987. 

Public finance - limits on transfers to local authorities for 

investment and on curr
ent spending commitments and on postal subsidies for 

the press; reduction in advance payments for contracted works; adjustment 
to social insurance system of public employees. 

Local finance - implementation of TASCAP (local tax on businesses 
including arts and professions); measures for structural reform of some 

authorities. 

Health - ceiling on special treatments, improved controls on alleged 

number of patients and treatments. 

Transport - changes in regional funding; changes in taxes on internal 
flights, and in support for obligatory services; increased tax on use of 

coastal land. 

Social insurance - anti-evasion measures and changes to reliefs from 
full and prompt payment; other administrative changes. 

The raising of the minimum VAT rate to 4% affects all basic foodstuffs, 
including bread, rice, milk and vegetables. Books and newspapers will now 

also be taxed. 	
Already further changes in VAT to align Italy's system 

with the Commision's proposals for EC harmonisation are anticipated during 
1989. But the government may first try to reach sgreement with the unions 
on excluding the effects of VAT increases from cost of living calcualtions 

for the purpose of wage indexation. 

This will be difficult. The unions' response to the government's end year 
decrees was to call a general strike on 31 January. 	

They resent the 

amnesty for small businesses and the self employed and believe there is 
inadequate allowance for fiscal drag in the income tax changes. 

	The 

unions also want new taxes on interest and a capital gains tax. The 
latter is under consideration by the government but they are unlikely to 
act until they see Commissions proposals for EC harmonised taxes on 

savings. 



The 1989 Financial Law and Budget process obviously leaves much to bill 
desired and it must be very doubtful whether any of the measures already 
through or before Parliament will be effective in getting a real grip on 
public spending. The government is already considering a strategy for 
1990. 	By May 1989 it is thought that they will try to produce plans for 
structural reform of the 3 main runaway areas of public expenditure - - 
health, social insurance/pensions, transfers to local government. These 
plans would then become the basis for the key accompanying legislation to 
the 1990 Financial Law abd Budget. 

8. ASSESSMENTS OF ECONOMIC PROSPECTS 

The following table compares some recent forecasts of the Italian economy 
in 1989: percentage increase unless otherwise indicated. 

Govt. EEC IRS ISCO Confin- Prometeia 
Prog. 	 dustria 

4/88 9/88 10/88 11/88 12/88 .12/88 

GDP 
Imports 
Exports 
Domestic Demand 
Private Consumption 
Collective Consumption 
Gross fixed Investment 
Consumer prices 
Industrial wages 
Unemployment rate 
World Trade 
Currentg A/C 
billion lira 
Public deficit % GDP 

3.0 	3.2 	2.9 	3.6 	3.0 	3.1 
6.4 	7.9 	5.5 	7.5 	6.1 	6.4 
4.5 	6.5 	4.5 	5.5 	5.0 	4.7 
3.5 	3.5 	3.2 	4.2 	3.4 	3.6 
3.0 	3.7 	3.0 	3.8 	3.2 	3.2 
2.0 	3.1 	2.5 	2.5 	2.7 	2.9 
4.6 	4.9 	3.9 	5.0 	4.5 	3.1 
4.0 	4.6 	4.4 	5.3 	4.9 	5.8 
n.d. 	7.0 	7.8 	n.d. 	6.3 	7.0 
n.d. 12.1 12.4 n.d. 11.9 	12.2 
5.6 	5.9 	5.4 	n.d. 	6.5 	5.5 - 

-7000 -6900 -6709 -8000 -9900 -11101 
9.5 	9.7 10.7 n.d. 10.1 	9.9 

The Prometeia forecast expresses alarm over the growing trade deficit 
which it expects to approach 12,000 billion lira in 1990. 

There has been wry comment in the press as ISTAT, IMF and other 
international comparisons of economic strength rank Italy sometimes above 
and sometimes below the UK. The alleged "overtaking" (sorpasso) by Italy 
of the UK is now most frequently mentioned ironically in the context of 
criticisms of the public administration or other perceived deficiency of 
the Italian economic system. 
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TABLE 1: EXPENDITURE ON GNP 

Source: ISTAT, New National Accounts. 
All figures seasonally adjusted. Billions of lire; (1)-(7) 1980 prices, (8) current prices. 

((.. .k) 

Real GDP 

(1) 

Consumer 
Expenditure 

Private 	Govt 

(2) 

Investment 

(3) 

Stockbuilding 

(4) 

Domestic 
Demand* 

(5) 

Exports 

(6) 

Imports 

(7) 

Nominal 
GDP 

(8) 

1983 
1984 
1985 
1986 
1987 

399,987 
412,680 
424,581 
436,831 
450,398 

252,068 
258,165 
265,793 
275,225 
287,132 

63,092 
64,722 
67,004 
69,102 
71,433 

87,159 
91,764 
94,074 
95,367 
100,364 

1,529 
5,162 
5,927 
6,933 
8,469 

403,848 
419,813 
432,798 
446,627 
467,398 

84,069 
90,752 
93,928 
97,161 
100,644 

87,930 
97,586 
102,145 
106,958 
117,644 

633,571 
727,798 
815,630 
902,238 
982,595 

1985 Q3 
Q4 

1986 Ql 
Q2 
Q3 
Q4 

1987 Ql 
Q2 
Q3 
Q4 

1988 Ql 
02 

106,410 
107,328 

107,100 
109,179 
110,111 
110,441 

111,206 
112,295 
113,257 
113,640 

115,061 
115,793 

66,819 
67,297 

67,846 
68,277 
69,075 
70,027 

70,850 
71,836 
72,227 
72,219 

73,568 
74,473 

16,831 
16,967 

17,126 
17,258 
17,276 
17,442 

17,641 
17,811 
17,972 
18,009 

18,054 
18,181 

23,384 
23,617 

23,307 
23,750 
24,062 
24,248 

24,449 
25,439 
24,936 
25,540 

26,231 
26,341 

1,250 
1,360 

2,029 
1,003 
2,369 
1,532 

1,807 
2,711 
1,086 
2,865 

1,779 
-659 

108,284 
109,241 

110,308 
110,288 
112,782 
113,249 

114,747 
117,797 
116,221 
118,633 

119,632 
118,336 

23,184 
24,359 

23,624 
25,070 
25,052 
23,415 

24,838 
24,215 
26,065 
25,526 

24,861 
28,862 

25,059 
26,272 

26,833 
26,179 
27,723 
26,223 

28,379 
29,717 
29,029 
30,519 

29,431 
31,406 

207,025 
210,789 

214,752 
224,000 
230,145 
233,341 

236,672 
243,882 
248,985 
253,055 

N/A 
N/A 

*(2)+(3)+(4). 	NB: Figures are revised each quarter. 



TABLE 1A: EXPENDITURE ON GNP  

Source: ISTAT, New National Accounts. (All figures seasonally adjusted.) 
Percentage changes (year-on-year); (1)-(7) 1980 prices, (8) current prices. 

Real GDP 

(1) 

Consumer 
Expenditure 

Private 	Govt 

(2) 

Investment 

(3) 

Domestic 
Stockbuilding 	Demand* 

(4) 	 (5) 

Exports 

(6) 

Imports 

(7) 

Nominal 
GDP 

(8) 
1983 
1984 
1985 
1986 
1987 

0.5 
3.5 
2.9 
2.9 
3.1 

0.4 
2.2 
3.0 
3.5 
4.3 

2.8 
2.0 
3.5 
3.1 
3.4 

-1.6 
4.4 
2.5 
1.4 
5.2 

-0.4 
4.4 
3.1 
3.2 
4.6 

2.3 
7.6 
3.8 
3.4 
3.6 

-1.6 
11.3 
4.7 
4.7 

10.0 

15.9 
14.1 
12.1 
10.6 
8.9 

1985 Q3 
Q4 

1986 Ql 
Q2 

Q4 

1987 Q1 
Q2 
Q3 
Q4 

1988 Q1 
02 

2.9 
3.0 

2.0 
3.2 
3.5 
2.9 

3.7 
2.9 
2.9 
2.9 

3.5 
3.1 

3.6 
3.6 

3.6 
3.1 
3.4 
4.0 

4.6 
5.2 
4.6 
3.1 

3.8 
3.7 

3.8 
3.2 

3.5 
3.6 
2.6 
2.8 

3.0 
3.2 
4.0 
3.3 

2.3 
2.1 

0.4 
1.3 

-1.0 
0.9 
2.9 
2.7 

5.4 
7.1 
3.6 
5.3 

7.3 
3.5 

2.7 
3.1 

3.0 
1.9 
4:1 
3.7 

4.0 
6.8 
3.0 
4.7 

4.3 
0.5 

0.4 
4.6 

1.3 
8.7 
8.1 

-3.9 

-0.9 
-3.4 
4.0 
9.0 

0.1 
19.2 

2.3 
3.0 

5.6 
3.0 

10.6 
-0.2 

4.9 
13.5 
4.7 

16.4 

3.7 
5.7 

12.7 
11.4 

9.7 
10.9 
11.2 
10.7 

10.2 
8.9 
8.2 
8.4 

N/A 
N/A 

*(2)+(3)+(4). 	NB: Figures are revised each quarter. 
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Source ISTAT 

TABLE 2: PRODUCTION AND EMPLOYMENT 

Figures not seasonally adjusted unless so 	indicated. 

Ind. Invoices Orders 	Employ- 	Unem- 	Unem- Strikes 
Prod. ment 	ploymt 	ploymt '000 	hrs 
Total Dom. Export Dom. 	Export 	'000s 	'000s 	rate lost 
(1) (2) (3) (4) 	(5) 	(6) (7) 

(1980=100) (1980=100) 
1985 96.5 172.4 197.6 169.4 195.4 	§20,742 	§2,327 	§10.1 26,815 
1986 99.2 175.9 196.0 189.2 194.5 	§20,856 	§2,611 	§11.1 39,506 
1987 103.1 190.7 205.1 202.8 200.2 	§20,836 	§2,832 	§12.0 32,240 
1988 §21,103 	§2,885 	§12.0 

1986 Q3 88.7 161.4 180.7 165.2 172.8 	21,009 	2,530 	10.7 1,416 
Q4 103.3 187.0 201.7 201.9 198.8 	21,049 	2,771 	11.6 23,001 

1987 Ql 103.3 178.0 196.4 201.6 202.5 	20,723 	2,803 	11.9 9,411 
Q2 109.6 195.9 212.5 207.7 201.4 	20,672 	2,725 	11.6 4,178 
03 91.1 176.1 191.8 184.6 181.0 	21,049 	2,871 	12.0 2,469 
04 108.4 212.8 220.4 217.1 216.1 	20,901 	2,930 	12.3 16,182 

1988 Ql 111.1 198.2 221.4 236.7 222.9 	20,778 	2,945 	12.4 4,292 
02 105.9 212.3 232.3 221.8 235.3 	21,113 	2,857 	11.9 5,491 
43 109.7* 21,468 	2,853 	11.7 6,762 
Q4 21,053 	2,884 	12.0 

(a) 

'87 JAN 101.5 153.2 172.1 170.2 186.7 2,957 
FEB 101.2 172.7 194.8 207.6 198.9 4,733 
MAR 101.7 208.0 222.4 227.0 221.8 1,721 
APR 102.8 196.4'198.8 211.6 196.6 1.541 
MAY 104.2 189.7 206.7 192.6 183.3 842 
JUN 102.1 201.8 231.9 218.9 224.2 1,795 
JUL 102.1 211.3 257.6 219.7 224.2 1,370 
AUG 102.0 101.3 95.4 70.8 85.8 40 
SEP 103.1 215.7 219.7 263.4 232.6 1,059 
OCT 104.8 219.3 224.7 230.0 233.6 1,154 
NOV 103.8 201.8 218.1 204.9 196.4 13,682 
DEC 103.5 217.2 218.4 216.5 218.4 1,346 

'88 JAN 108.8 169.3 192.0 205.7 212.7 914 
FEB 106.0 197.2 222.3 233.4 228.1 1,609 
MAR 104.8 228.1 249.9 270.9 227.8 1,769 
APR 107.2 198.6 208.6 218.8 229.4 1,471 
MAY 104.9 217.9 233.0 217.4 213.2 2,479 
JUN 105.8 220.5 255.3 229.1 245.2 1,541 
JUL 108.8 222.1 263.2 220.5 214.9 4,100* 
AUG 111.3 118.4 123.4 92.3 82.1 1,364* 
SEP 109.5 1,298* 
OCT 109.6* 895* 

(a) Seasonally adjusted. §Annual average; 	quarterly series surveys 
carrl_ed out end Jan,Apr,Jul,Oct. 

* Provisional. 
NB August figures distorted by holiday closures. 



TABLE 3: PRICES AND EARNINGS 
	 • 

Source: 	'STAT. 	Annual 
Per cent change on a 

and quarterly series Bank of Italy based on ISTAT. 
year earlier; 	not seasonally adjusted 

Consumer 
Prices 

(1) 

Cost of 
Living 
Index 
(2) 

Wholesale 
Prices 

(3) 

Hourly Pay 
(Contractual) 

, 	(4) 

1985 9.2 8.6 7.3 10.3 
1986 5.9 6.1 -0.9 4.6 
1987 4.7 4.6 2.6 7.1 
1988 5.0 

1986 Ql 7.5 7.6 2.5 5.8 
Q2 6.0 6.4 -1.4 4.9 
43 5.5 5.9 -2.2 3.7 
Q4 4.5 4.7 -2.4 4.0 

1987 Ql 4.3 4.3 -0.4 5.2 
Q2 4.4 4.2 +2.4 6.8 
43 4.9 4.6 +4.1 8.0 
Q4 5.4 5.2 +4.6 8.1 

1988 Ql 5.1 4.9 4.1 9.2 
Q2 5.0 4.9 4.5 7.9 
43 4.9 4.9 6.9 

1987 JAN 4.2 4.5 -1.7 4.6 
FEB 4.4 4.2 -0.2 5.4 
MAR 4.2 4.2 0.6 5.6 
APR 4.4 4.2 1.6 6.0 
MAY 4.4 4.2 2.7 7.1 
JUN 4.5 4.1 2.9 7.2 
JUL 4.7 4.4 3.8 8.0 
AUG 4.8 4.5 4.1 8.2 
SEP 5.2 5.0 4.3 8.0 
OCT 5.5 5.3 4.5 8.2 
NOV 5.4 5.2 4.6 8.2 
DEC 5.2 5.1 4.7 8.3 

1988 JAN 5.2 5.0 3.9 9.7 
FEB 5.0 4.9 4.2 8.8 
MAR 5.2 4.9 4.3 9.1 
APR 5.1 5.0 4.4 8.7 
MAY 5.0 4.9 4.5 7.5 
JUN 5.0 4.9 4.5 7.7 
JUL 5.0 4.9 4.7 6.6 
AUG 5.0 5.0 5.0 7.0 
SEP 4.8 5.0 7.0 
OCT 4.7 5.0 7.2 
NOV 5.3 7.1 
DEC 5.5 



TABLE  4: MONETARY AGGREGATES 

Source: Bank of Italy. Per cent change on a year earlier. 

Monetary 
Base 

M1 M2 M3 
Total 
Domestic 
Credit 

(1) (2) (3) (4) (5) 

1985 16.6 10.4 11.0 14.4 19.2 
1986 10.6 10.7 9.4 8.8 16.2 
1987 7.6 8.4 

1986 Ql 12.2 10.0 9.7 11.0 16.5 
Q2 11.2 10.8 8.8 9.2 - 	16.3 
43 9.9 9.2 7.9 - 	7.1 16.0 
Q4 8.8 10.9 9.5 8.1 15.9 

1987 Q1 9.5 9.9 10.3 7.7 15.6 
Q2 11.4 10.8 12.0 9.0 15.2 
43 12.3 10.9 10.5 10.5 14.5 
Q4 10.8 8.6 9.3 11.5 13.2 

1988 Q1 8.8 7.0 7.1 11.9 12.8 
Q2 6.9 6.5 6.8 12.3 13.2 

1986 Sep 8.9 9.5 8.2 7.0 15.9 
Oct 9.1 10.6 9.1 7.9 16.3 
Nov 10.2 11.3 9.9 8.2 16.1 
Dec 7.2 10.7 9.4 8.2 15.2 

1987 Jan 10.3 10.0 9.6 7.7 15.9 
Feb 9.4 10.1 10.4 7.7 15.7 
Mar 8.9 9.8 10.8 7.6 15.2 
Apr 11.9 10.4 11.5 8.6 15.0 
May 10.9 10.6 12.0 9.0 15.0 
Jun 11.3 11.5 12.4 9.4 15.5 
Jul 11.7 11.5 12.0 10.0 14.8 
Aug 12.4 11.2 11.6 10.4 14.8 
Sep 12.7 10.2 10.8 11.2 13.9 
Oct 12.9 10.0 10.3 11.4 13.5 
Nov 9.7 8.5 9.3 11.9 13.1 
Dec 10.0 7.4 8.3 11.4 13.1 

1988 Jan 9.2 7.2 7.5 11.6 13.0 
Feb 8.6 7.0 7.1 12.2 12.5 
Mar 8.8 6.9 6.9 12.4 12.9 
Apr 6.5 7.0 6.8 12.0 13.0 
May 6.6 6.2 6.4 12.0 13.1 
Jun 7.5 6.6 7.2 13.0 13.5 
Jul 8.3 7.4 8.3 13.6 13.4 
Aug 8.6 7.0 8.4 13.5 

NB: Figures are revised periodically. 



TABLE 6. TRADE/BALANCE OF PAYMENTS 
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Source ISTAT; (4)&(5) Bank of Italy. Figures not seasonally adjusted. 

Imports 	Exports 
C. i.f. 	f.o.b. 

Overall 
Balance 

(Current + 
Trade Capital Current Import Export 
Balance movements, Account Volume Volume 

errors and 
omissions) 

(1) (2) 	(3) (4) (5) (6) (7) 
billions of lire 1980=100 

1985 172,816 149,701 -23,115 -8,352 -7,761 110.8 124.2 
1986 148,994 145,331 - 	3,663 -2,965 -1,311 115.8 126.4 
19-87 161,597 150,445 -11,143 +1,202 -3,144 127.5 129.4 

1986 Ql 41,792 36,117 - 5,675 -6,696 -3,389 117.2 122.2 
Q2 37,734 36,665 - 	1,069 +4,506 + 	834 117.5 129.0 
Q3 32,028 34,612 + 	2,584 + 	465 +5,593 105.6 122.7 
04 37,444 37,937 + 	493 -1,240 -2,373 122.8 131.9 

1987 Q1 38,368 34,379 - 	3,989 +1,988 - 	882 123.9 119.4 
Q2 40,605 35,471 - 	5,134 -3,789 - 	881 128.9 122.4 
Q3 37,953 38,409 + 	463 - 	660 +1,686 117.6 132.9 
Q4 44,670 42,196 - 	2,474 +2,713 -3,067 139.5 142.6 

1988 01 42,005* 35,570* - 	6,425* + 	524 -3,377 
02 45,816* 44,062* - 	1,754* -3,084* -3,362 

L987 Jan 11,641 10,054 - 	1,587 - 	380 + 	612 114.7 105.9 
Feb 12,505 10,548 - 	1,957 +1,442 - 	768 121.0 109.9 
Mar 14,222 13,777 - 	445 + 	926 - 	726 136.1 142.4 
Apr 13,332 11,950 - 	1,382 +1,579 + 	357 127.1 123.3 
May 13,120 11,686 - 	1,434 -2,865 -1,511 125.7 121.9 
Jun 14,154 11,834 - 	2,320 -2,503 + 	273 133.9 122.1 
Jul 14,563 15,376 + 	813 + 	110 + 	645 136.1 159.7 
Aug 8,532 9,691 + 	1,159 -1,011 +1,020 79.0 101.6 
Sep 14,858 13,342 - 	1,516 +1,172 + 	21 137.7 137.4 
Oct 14,942 14,251 - 	691 + 	237 - 	226 138.6 144.4 
Nov 14,328 13,480 - 	848 +1,656 -1,630 134.1 137.9 
Dec 15,400 14,465 935 + 	839 -1,211 145.8 145.7 

1988 Jan 12,020* 9,680* - 	2,330* +1,704 - 	116 
Feb 13,675* 12,460* - 	1,215* - 	887 -1,463 
Mar 16,310* 13,430* - 	2,880* - 	293 -1,783 
Apr 14,475* 13,810* - 	665* -3,042 -1,896 
May 15,425* 15,100* 325* - 	853 -2,505 
Jun 15,916* 15,152* 764* + 	548 + 	374 
Jul 15,161* 16,215* + 1,054* +3,581* 
Aug 10,107* 10.222* + 	115* +3,049* 
Sep 16,597* 14,005* - 	2,592* -2,306* 
Oct 16,877* 16,091* 786* +2,012* 
Nov 16,739* 15,606* - 	1,133* - 	826* 

*Provisional 
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FROM: P EDMONDS 

DATE: 9 February 1989 

PS /CHANCELLOR $ 	cc Mr H P Evans 
Mr Melliss 
Mr Curwen 
Mr Ramsden 
Mr Hanks 

ITALY: BALANCE OF PAYMENTS 

You asked what the UK's "overall balance" was on the Italian basis 

for 1986, 1987, and 1988. 

2. 	There is no exact UK counterpart to the Italian "overall 

balance". The best approximation seems to be: 

Balance on current account plus balance on capital account 

less net capital transactions of UK banks less net change in 

reserves, using the definitions in the 1988 Pink Book. 

UK figures on this basis are: 

Plus 	Less  

Capital Banks' 
Account net Capital 
balance transactions 

Less 	equals  

Change 
in 
reserves 

Current 
Account 

fbillion 
	Balance 

Overall 
balance 

1986 - 	0.2 - 	14.4 9.9 - 	2.9 - 21.6 
1987 - 	2.7 - 	2.3 2.5 - 	12.0 4.5 
1988Q1-Q3(nsa) - 	10.2 - 	2.1 9.1 - 	2.3 - 	19.1 

3. 	Movements in the UK's "overall balance" have 	no behavioural 

significance, and neither do those for Italy. I have therefore 

suggested to our Embassy in Rome that they should quote trade 

balance figures in their Monthly Economic Reports when recent 

current account figures are not available. 

P 0/ 
P EDMONDS 
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1. SUMMARY 

  

    

Official Q3 1988 national accounts data show GDP grew by 3.9% year on year 
giving average growth of 3.5% in the first nine months. November figures 
show industrial production still rising and January electricity 
consumption would suggest the trend has been 	sustained into 1989. 
Business and family surveys show widespread expectation of further growth 
but some apprehension about prices. Intlation in January rose to 5,./t. 
The December trade deficit was 991 billion lira bringing the deficit for 
1988 as a whole to 12,863 billion lira. The provisional overall balance 
of payments (current and capital movements) for December showed an 
unexpectedly large deficit of 2,042 billion lira bringing the end year 
overall balance to,  fr937 billion lira. Latest available current account 
figure is Augusf.'-  "(table 5). 	Tne-re wag-  good demand for government 
securities. The final figure for the 1988 SSBR was 123,871 billion lira. 
Provisional figures for the January SSBR put it around 2,500 billion lira. 

The government got 2 more bills implementing the 1989 Budget through 
Parliament (those on health and regional finance). But the credibility of 
their determination to tackle the problem of the public finances was 
seriously damaged by an agreement with the unions on automatic relief 
from ;:f...issa drag from 199_0 in order to prevent a threatened 4 hour general 
strike. 	After the Christian Democrat Congress 18-22 February the leaders 
of the five parties of the coalition will meet to try to re-establish the 
programme to stabilise the public debt by 1992. 

2. ECONOMIC ACTIVITY (Tables 1, lA and 2) 

ISTAT issued quarterly accounts data for Q3 1988. Seasonally adjusted GDP 



grew by 1.5% in Q3 over Q2 and by 3.9% year on year. GDP growth to/lithe 
first 9 months averaged 3.5% (industry +4.9%, construction +3.7%, services 
for sale +3.6%, but agriculture -4.0%). 

Imports fell slightly (-1.8%) in Q3 over 02 and exports, after their 
exceptional increase in 02 (corrected from 16.1% to 15.8%), fell sharply 
(-9.2%). Domestic demand slackened a little +0.6% in Q3 against +1.8% in 
Ql and +0.9% in Q2: there was some rebuilding of stocks after the sharp 
drop in 02. After three successive quarters of growth, investment fell 
slightly (-0.7%). 	GDP growth 	Q3/Q2 reflected a strong expansion by 
industry (+3.2%), reasonable growth in construction (+1.1%) but 
agriculture stood still (after consistent falls since 03 1987) and private 
services grew only by 0.7%. 

ISTAT's seasonally adjusted industrial production index (1980 = 100) in 
November was 110.5 against 109.6 in October and 109.5 in September. The 
unadjusted index shows a 6.5% rise over November 1987 with the same number 
of working days. Office machinery, precision instruments, automobiles and 
paper and printing were particularly buoyant. 	In the first 11 months 
industrial production has risen by 4.8% over the same period of 1987 
(which had one working day more). 

According to ENEL electricity consumption in January rose by 10% over 
January 1988. 	Demand was particularly strong in the north and from 
medium and small enterprises supporting the conclusion that industrial 
production not climatic factors was behind this high demand. IRS point 
out that the incidence of holidays in January in different areas of Italy 
and 2 more working days than in 1988 partly account for the high figure 
but believe the industrial boom continues. 	Their seasonally adjusted 
index runs September 112.5, October 111.1, November 110.1, December 110.8, 
January 112. 

October figures for orders and invoices published by ISTAT show a slight 
slackening in the positive trend which has been sustained for some two 
years now. Invoicing in October rose by 5.3% year on year and orders by 
4.6%, divided 3.8% domestic and 6.3% export. In the first 10 months 
invoicing has risen by 9.5% (domestic +8.9%, export 12%) and orders by 
11.4% (domestic +8.8%, export 17%). 	Orders for major construction works 
abroad during 1988 were well up on 1987 at 6,000 billion lira. 	Works 
completed during 1988 amounted to 7,000 billion lira against 6,500 billion 
in 1987. 

Car sales in December rose by 30.2% year on year with 147,146 new 
registrations. 	In 1988 as a whole 2.2 million new cars were sold in 
Italy, 61% manufactured domestically. 

The farming and holiday industries are expressing serious concern over the 
effect of a long dry spell and very low snow falls this winter. Winter 
fires in the countryside are over 500 for the first time at 571 recorded. 
Ski-lift operators and _hoteliers are seeking fiscal concessions or other 
monetary compensation for their poor season. 

Spending on indsutrial research in Italy is said to be up 5.6% in 1988 at 
around 14,000 billion at current prices. 	This represents nearly a 
doubling since 1984. The economic policy research centre CESPE criticised 
the concentration of resources in a few sectors - electronics, 
engineering, informatics and chemicals - and the failure of private 
industry to match government spending. According to CESPE, whose report 
was commissioned by the nuclear energy agency ENEA, for every lira spent 
by the state, enterprises spend only 18 centesimi. Since 1980 the state 



has IIPcreased spending by 300% and the private sector by only 30%. CNR 
pointed to the comparatively small share of Italy in new patents and that 
these tend to be concentrated in traditional areas of low technology e.g. 
sewing machines. 

Latest ISCO surveys of family and business confidence show widespread 
expectation that the manufacturing boom will continue but also that prices 
will rise. 

3. LABOUR AND SOCIAL AFFAIRS (Tables 2 and 3) 

Industrial Relations 

Interest during the month centred on the 4 hours general strike called by 
the three trade union confederations for 31 January as a protest against 
the provisions of the Finance Law and its associated decree laws announced 
by the government at the end of December. The main complaint by the 
unions was that those of their members who were on PAYE systems would 
still be subsidising the autonomous groups and self employed and that 
there was insufficient compensation for "fiscal drag". In the inevitable 
series of meetings it became clear that they had no intention of calling 
off the strike without some concessions and also that there were sharp 
differences within the government about how to handle the situation. 
Amato, the Socialist Treasury Minister pressed for a hard line but was 
finally over-ruled by De Mita, and the leadership of his own party. From 
1990 recovery of fiscal drag will be automatic. On this basis the general 
strike was called off. The outcome was seen as a victory for the unions, 
and a good start for Bruno Trentin, the new leader of CGIL, the largest of 
the confederations. It seems likely that there will be longterm 
implications for the government and the economy. 

SEE TABLE AT END (8) 

Transport Industries 

After the traditional period of "autoregolamentazione" (self regulation) 
over the Christmas holiday period, a further series of strikes was called 
by pilots, flight assistants and air traffic controllers. The controllers 
called off their action at the last minute and gave Santuz, the Minister 
of Transport, 20 days to come up with acceptable proposals. 	These are 

still awaited. 	The pilots dispute affected both Alitalia and ATI and 
their action, coupled with continual fog in North Italy, reduced internal 
air travel to chaos until 20 January when action was called off to allow 
further negotiations to take place. 

Railways 

A 24 hours train drivers strike called for 2-3 February by the Comitati 
dei Base (COBAS) was less well supported than usual and it is estimated 
that about 50% of trains ran. 

Ports 

There was trouble throughout the month over reorganisation of dockwork, 
particularly at the port of Genoa and this dispute is continuing. The 
proposals put forward by Prandini, Minister for Merchant Shipping, would 
radically change the present system, including opening the docks to 

private contractors. 



Steel 

Following the announcement by the EC authorities in Brussels that the hot 
area of Bagnoli steelworks near Naples must close as a condition of 
allowing the Italian government to provide substantial new funding for 
ILVA, the state owned steel company there was a general strike in Naples 
and violent demonstrations in the course of which a bus was burned in the 
street. 

Fiat 

Following allegations of management malnractice which took the form of 
harassing union members, e.g. requiring resignation from the union as a 
condition of promotion, Formica the Minister of Labour sent inspectors in 
to the Arese plant where most of these incidents were said to have 
occurred. 	They concluded that there had been only isolated cases of 
malpractice and that there was no anti-union policy. 

Bolaffi, leader of FIOM, the metalworkers union of CGIL which refused to 
sign the new FIAT contract linking nay Increases to profitability, has 
resigned from the union to take up a nost as adviser on trade union 
affairs to Formica. This is en Interesting development because Bolaffi is 
a fairly hardline Communist, and Formica is a Socialist. 

Legislation 

The bill to control strikes in essential public services has run into 
difficulties in the Camera, and progress looks likely to be slow. 

SEE TABLE C AT END 

Social Affairs 

The publication of the White Paper on the National Health Service aroused 
a lot of interest, and some scepticism . In general the reporting was 
factual, but Ii Sole 24 Ore, an tnfluential financial daily naper 
concluded its article with the-comment that a municinal doctor (a term 
which in fact we do not use but which more or less equates to a family 
doctor working in a group practice) would he able to choose a hospital for 
his patients anywhere in the United Kingdom according to the rates they 
charged. They went on to say that one could imagine the dfsruntion to the 
patient and his family, to say nothing of chronic invalids who would be 
rejected as "too expensive". 

Health Service Costs 

ISIS, a leading research organisation, forecasts an additional gap of 
2,500 billion lira in the costs of the National Health Service In 19Pq. 
Other organisations have commented that NHS cost are invariably 
underestimated by the government. 

Social Security 

A major row has broken out between Donat Cattin, the Minister of Health 
and the Communist led opposition over his policies on abortion and AIDS. 
He is not a popular Minister and on this occasion he made matters worse by 
making a personal attack on an opposition 	member for some of his 
activities when he was a magistrate. 	Donat Catttn was rescued by 
Christian Democrat and Socialist members of the governing coalition, led 
by De Mita, but there is already friction between the two and this 
incident will have done nothing to imnrove matters. 



A bin to reform INPS, the state social security system is on its way 
thrWt-h Parltament, but had already been much amended in the Senate ana 
will have to be returned to the Camera for further consideration. 	It is 
impossible to predict its final shape. 

INFLATION (Table '3) 

The cost of living index rose by 0.8% in January over December an 5.7% 
year on year. The average annual rate, for which the government's 'ena 
year target is 4%, this began the year at 5.1%. The government's lectsion 
to raise the zero and 2% VAT rates to 4% from the beginning of the year Is 
seen as the main source of the January rise although the usual quarterly 
revaluation of rents was also a factor. 

SEE TABLE D AT END 

Wholesale prices rose in November by 0.9% over October, the largest 
monthly rise since January 1987. The year on year rate pumped to 5.5% 
after 3 months at 5%, the highest such rate since December 1985 and above 
the cost of living index figure for November 1988 which was 5.R%. Sectors 
showing significant increases in November include tobacco products 
(+10.4%), wooden furniture (+4.2%), fresh meat (+2.8%) and - agricultural 
products (+1.6%). Crude oil prices fell (-3%), as did those of foundry 
products (-0.9%) and tanned leathers (-1%). ISTAT's breakdown of the year 
on year figures according to economic destination showed the index for 
final consumption goods rose by 5.4%, that for final investment goods by 
4.8% and that for intermediate goods by 5.7%. The production price index 
for industry excluding construction rose by 0.6% in November over October 
and by 4.4% year on year. 

TRADE (Table 6) 

There was a trade deficit of 001 billion lira in December (December 1987 
-935 billion). 	Imports rose by 9.9% year on year to 16,771 billion lira 
and exports by 9.1% to 15,780 billion. 	The energy deficit was 1,811 
billion and the surplus on other goods 820 billion. 

1988 thus closed with a trade deficit of 12,86R billion lira against 
11,143 billion in 1987. The energy deficit was down from 18,869 to 15,974 
billion but the surplus in other sectors fell from 7,726 to 3,011 billion 
lira. Over the year as a whole imports rose by 11.4% and exports by 
11.1%. 	A'round half of Italy's exports are accounted for by machinery and 
textiles and the deterioration in these accounts, together with the 
emergence 	of the agro-alimentary sector as the malor deficit item, 
outstripping energy by nearly 2,000 billion lira, are the main features of 
the 1988 trade balance. (NB December details taken from Il Sole 24 Ore. 
Table 6 incorporates revised data from ISTAT, hence slight discrepancy in 
overall figures). 

Sector 	 Balance (billions of Tire) 

Agriculture and fish 
Energy 
Ferrous and non ferrous metals 
Non metallic products 
Chemicals 
Machinery 

1987  

-9,002 
-19,869 
-7,442 

-7,2 
-14,812 

1988 

9,910 
-15,874 
0,629 
+R,792 
8,6PR 

+1.,6(:)8 



Transport 
Food and Tobacco 
Textiles/clothing 
Others 

-2,129 
-7,023 

+19,464 
+4,169 

2,571 
8,230 

+19,002 
+5,192 

• 
The 680 million ecu Italian creltt line for the Soviet Union agreed in 
Principle between the governments in October looked finally about to 
become operative at the beginning of February. 	It appears that the 
Treasury has yielded to arguments from the Mintstrv of Foreign Trade and 
industrialists and allowed "cosmetic" interest rates of around 7-7.5%. A 
$100 million line of credit for Argentina agreed in November also recived 
Treasury approval in January. 	An agreement was reached with Iran over 
outstanding payments for construction of the port at Bandar Abbas. 	Iran 
will pay 600 of the 1,350 billion lira claimed by Italy. Subsequently 
agreement was also reached with Iraq to unblock the sale of warshins 
outstanding since 1990. 

The Minister for Foreign Trade Ruggtero Is now keen to encourage inward 
Japanese investment. At the end of 1998, according to JETRO (Japanese 
foreign trade organisation), only 21 Japanese firms were nresent in Italy 
and investment amounted to 137 billion lira. This nevertheless renresents 
a considerable increase over the 1 2 firms and 60 hillton investments in 
1986. JETRO gives high labour costs and an unstable political and 
economic image as two of the major factors behind Japanese reluctance 
hitherto to come to Italy but Italian governments have also tended to 
resist penetration of their market by the Japanese. 

The overall balance of payments in December recorded an unexnectedly large 
deficit of 2,042 billion lira compared with a surplus of 839 billion in 
the same month of 1987. For the year as a whole the provisional overall 
balance is +937 billion lira against +1,202 billion in 1997. This outcome 
(although subject to correction) is widely felt to be dtsannotnting given 
the relatively low levels of the US dollar and petroleum prices and the 
influx of foreign capital attracted by high interest rates. 

SEE TABLE E AT END 

In December there was a net outflow of capital "above the line" of 1,200 
billion lira representing a net inward flow of 300 billion and a net 
outflow of 1,500 billion lira of which 600 billion represented portfolio 
investment. The net inflow of canital through the hanks (below the line) 
amounted to 3,678 billion. 	The reserves rose from 91,505 billion to 
832,465 billion lira. 

Preliminary ENIT figures show that in the first 8 months of 1989 foreign 
tourists in Italy spent 0.7% less than In the same neriod of 19P7 while 
Italians' spending abroad on holidays rose by 30.7% 

6. FINANCIAL DEVELOPMENTS (Tables 4 and 5) 

Most issues of Treasury stock were oversubscribed but the concentration on 
short term BOT amd indexed stock showed continuing uncertainty about the 
trend of inflation and interest rates. The 5 year CCT offer was reopened 
and still oversubscribed. 	The only flop was the 4 year BTP issue of .30 
January. 

SEE TABLE F AT END 

According to the Banker's Asciation, ABI, bank loans in 1999  were 
increasing at a rate of 16% with some banks well over 30%. Between 3 and 



13 linuary the Bank of Italy drained some 17,673 billion lira from the 
banIOI in short term operations with a maturity around the time of the end 
month Treasury auctions. Interest rates were between.11.31% and 12.75%. 
The coincidence of INPS (pensions/social security) payments and taxes due 
with the end month Treasury auctions meant the Bank then had to sunnlv 
liquidity of some 4,500 billion lira to the market. The manoeuvre was 
well judged and the take-un of Treasury paper went without a hitch. 

There was strong demand for a in year $1 billion fixed rate Eurobond issue 
by Italy which was floated mid-month. A Treasury official said Italy 
would call the US $500 million floating rate note issued in April 1989 
which has been callable on a monthly basis since April 1988. Altogether 
in 1988 Italy has raised more than $10 billion on international canital 
markets. 

The Treasury Minister Amato gave a nress conference on 17 January to 
describe 1989 Treasury issues. All the types of securities in circulation 
would continue with the main focus on BTP. In addition there would be a 
new long term index-linked certificate and BTE (in ecu) with a maturity of 
less than 12 months. The CTO would be re-launched despite its 
disappointing 1988 debut. The Treasury will renew its efforts to lengthen 
the average maturity of the debt. This was 3 years 301 days in December 
1986 but only 3 years 14 days in December 1998. 	The outcome of the 
abolition of the base price for 3 months BOT is considered to be 
favourable but there are no plans to extend it this year to 6 and 12 month 
BOT. 

High interest rates have caused the lira to strengthen consistently in the 
ERM. 

SEE TABLE G AT END 

The Milan stockmarket made some progress mid-month but fell back again on 
worries over the government's fiscal policy and stability. Investment 
funds recorded their 19th successive month in which redemptions exceeded 
new subscriptions, the balance was -913 billion lira. Six of Italy's 
leading comnanies have been quoted on the London market since 16 January - 
Benetton, Ferfin, IAT, Generali, Olivetti and STET. 

FIAT announced turnover UD from 39,439 billion in 1987 to around 49,000 
billion lira in 1998 with a 20% increase in operating profits. 	Italtel 
announced its choice of an American partner AT & T rather than an 
European. 

7. FISCAL POLICY 

The definitive figure for the 1q853 SSBR is 123,871 billion lira against 
the government's declared objective of 100,000 billion and a revised 
autumn figure of 118,000 

Provisional estimates for the January 1989 SSBR are around 2,900 billion 
lira. 	But January figures are normally much lower, between 3 and 100 
billion in the last 3 years. 	The Treasury and Bank of Italy have 
expressed serious concern. 

An IMF team visited Italy in January to conduct their annual check up of 
the economy and during their visit Amato sent a nrogress report to De Mita 
on the plan to stabilise the public debt. It makes gloomy reading. The 
primary deficit in 1989 was reduced very slightly as a nronortion of GDP, 



3.3% against 3.9% in 1997 hut the programme target was 2.9%. Units 
remedial action is taken, the deficit as a whole will be 10% GDP in 1 92 
not 6.3% and the primary deficit 1.1% instead of recording a small 
surplus. Urgent structural reforms are needed in four key sectors health, 
pensions/social security, public employment and transport particularly the 
railways. The IMF team thought that without urgent action on the ltnes 
indicated by Amato the SSBR in 19PP might rise from 11.6% GDP in 1999 to 
around 12.25% in 1989. 

Of the various draft and decree laws before Parliament whose nurnose is to 
implement the overall revenue and expenditure provisions of the 1999 
Financial Law and Budget, two (arts funding and public employment) were 
adopted in December. In January another two achieved definitive 
parliamentary approval, health spending and regional finance. 	But the 
texts have been so much amended both by government and opposition parties, 
it is difficult to say whether the outcome is in fact consistent with the 
1989 Budget. 	ISIS (Institute for Health Study and Information) insists 
that insnite of the cuts approved in the law, health spending will rise by 
5.7% in 1989 and costs will be 2,574 billion lira over budget. 

The decree laws adopted by the government lust after Christmas and 
published on 30 December will fall on 2 March in accordance with the 60 
day rule if not apnroved by Parliament before then. The most important of 
these decrees is the so-called "decretone" containing all the ma4or fiscal 
provisions. 	In narticular the decree deals with changes to Income tax 
(IRPEF) for employed persons and the new IRP7F and VAT (IVA) forfait 
system for the self-employed and small businesses. It contains 
anti-evasion/avoidance measures and the tax amnesty for small businesses. 
It also covers the VAT increases from 0 and 2% to 4% and new business 
registration taxes. The overall costings show a fall in receipts from 
IRPEF concessions in 1999, 1990 and 1991 of respectively 5,950, P,340 and 
9,310 (all figures billions lira) and an increase from the other measures 
of 10,000, 12,734 and 1,868 giving increased overall revenue of 4,150, 
4,394 and 3,868 billion lira in the three years. 

From the moment of publication of the decretone the unions were unhappy 
about the extent of the IRPEF concessions compared with the benefits of 
the new forfait system and the tax amnesty for the self employed and small 
businesses. 	They announced a 4 hour general strike on 31 January unless 
further concessions were made on IRPEF. The leader of the Socialist party 
Craxi forced a negotiation with the unions and in an all night session on 
25 January a deal was struck between De Mita and the Socialist Deputy 
Prime Minister De Michelis and the unions against the advice of the 
economic ministers and particularly Amato. The small Republican Party, a 
member of the governing coalition, also distanced itself from the outcome. 

The agreement provided for automatic relief from fiscal drag from 1990 
whenever inflation in the 12 months nreceding 31 August exceeds 2°/,. 	The 
necessary measures to establish the relief will be taken by the Government 
before 30 September in each year and appropriate provisions incorporated 
in the Financial Law and BnIget. The government undertakes to do its best 
to broaden the tax base and apply the forfait system and anti evasion 
measures stringently in the interests of fiscal equity. The unions sought 
the immediate introduction of a capital gains tax hut the government 
confined itself to promising a review of taxes on canital in the light of 
EC developments with the stipulation that there would be no modification 
this year in the tax on government securities (currently 12.5%). The 
government committed itself to a review of the extent of items deductible 
from tax suggesting a limit of 22% would be appropriate. The unions agreed 
that the increase to 4% VAT should not be Included in the 	scala mobile" 



cosilpf living index for automatic wage adJustment. 

Preliminary Treasury estimates of the cost of the fiscal drag concessions 
were 2,900 billion lira in 1990, 6,000 billion in 1991 and 10,000 billion 
in 1992. The 22% limit on deductions might bring in an extra 1,500-2,000 
billion this year, if implemented immediately. 

The result of this agreement was not only to undermine still further the 
government's commitment to Amato's debt stabilisation programme but also 
to require significant amendments to be made to the "decretone". 	The 
unions woke up belatedly to the effect of the 22% limit on deductible 
items (it has been calculated that 10 million Italians would be worse off 
after the agreement, half of them employed workers) and may have succeeded 
in persuading the government to raise it to 25% or 26%. In any case the 
Christian Democrat Congress is due to be hell from 18-22 February and by 
tradition Parliament does not sit during a Par,ty Congress. At the end of 
January it looked as though the government might decide to let the 
decretone fall on 2 March and take the opportunity to present a clean text 
in a new decree. At the request of the Republican Party there will he a 
meeting of the 5 coalition parties leaders immediately after the DC 
Congress to try and rediscover their economic policy: a new decree might 
reflect any agreement reached then as well as the pact with the unions) 

The collapse of the government's commitment to financial stringency is due 
to the political debate in the Christian Democrat party over whether De 
Mita should continue to be Party Secretary as well as Prime Minister. The 
internal DC power struggle offers fruitful ground for,  destabilisation by 
the Socialists who are intent on increasing their vote in the European and 
local elections in June. 	The Socialist leader Craxi is looking for a 
favourable opportunity to reassert his claim to the Presidency of th 
Council of Ministers. 

Tax receipts in 1988 were up 14.7% at 259,680 billion lira. Changes in 
tax rules during the year meant company registration taxes rose by 87.1% 
to 3,184 billion lira while IRPEG (company tax) fell by 9%. IRPEF was un 
17.1% at 92,812 billion lira and VAT up 19.7% at 55,703 billion. 	Energy 
taxes rose sharply by 81.4% as did tax receipts from lotteries, up 71.7%. 

In the first 11 months of 1988 tax inspectors are said to have discovered 
16,820 billion undeclared income and recovered 1,000 billion of unpaid 
taxes. 	The unions' preoccupation with the advantages enjoyed by the self 
employed and small businesses is understandable in the light of a report 
by SECIT (tax inspectors) on the operation of the forfait tax system 
including practitioners of the arts and nrofesstons. Some 93% of forfait 
payers in 1986 declared total income for 1985 of less than 36 million lira 
(approx £15,600). The average was 11 million (£4,800) and the average net 
of costs 8.4 million (£3,650). Only 2% of forfait tax payers declared a 
turnover above 120 million lira. 

The Finance Minister Colombo stated that there were probably some half 
million unregulated (and therefore untaxed) buildings in Italy. 

The Industry and Environment Ministers Battaglia and Ruffolo are lointly 
urging the government to reduce the price of "green" petrol from 1185 to 
1320 lira/litre to encourage its use. This practical measure follows 
alarm in January at the level of pollution in Milan. The measure would be 
fiscally neutral with super going up from 1360 to 1370 lira/litre. 

Colombo has promised proposals on taxes on savings, capital this year in 
the light of EC discussion. Fazio, Vice DG Banca d'Italia warned that the 



servicing of the public debt depended crucially on not discouraginglIke 
Italian private saver from buying government securities. In 1986 Italian 
private savings were running at 26.1% GDP. 

Suggestions for reform of Italy's fiscal system havew been made in an IMF 
study presented to the government recently. Italy's problems lie both in 
fiscal administration and tax structures. 

The decree law to raise VAT from 18% to 19% (with other fiscal provisions) 
dates from July last year and is now in its fourth version. 	The Senate 
once again sent it back to the Camera insisting that shoes should he taxed 
at 19% not 9% as amended by the Camera. 

The Defence Minister Zanone wants to spend 30,000 billion lira by the year 
2000 to modernise Italy's armed forces. 

The government has issued a decree law authorising expenditure of 3,200 
billion lira to host the football world cup in 1990. 

8. ASSESSMENT OF ECONOMIC PROSPECTS 

IRS of Milan's latest forecast is relatively optimistic. It believes the 
SSBR can be kept to 125,000 billion and that the gap between the rate of 
growth of imports and exports will close a little giving a current account 
deficit in line with government expectations. 	Main features of the 
forecast are: 

i9F01 	 1989 

Consumption 	 9.8 
Investment 	 5.2 
Exports 	 7.0 
Imports 	 8.0 
GDP 	 3.7 
Current A/C (billions lira) 	 -3,917 
Inflation 	 5.0 

2.9 
4.4 
6.0 
6.9 
3.3 

-7,306 
9.9 

THOMAS 



'TABLE B (JANUARY) • 
HOURLY CONTRACTUAL PAY RATES 

(1982=100) 

Increase Dec 88/ Dec 87 	Increase due to scala mobile 
indexation system 

(175.4) 7.1% * N/A 

5.4% 3.2% 

5.7% 3.2% 

5.7% 2.8% 

7.1% 1.9% 

9.7% 2.7% 

7.4% 3.5% 

Sector 

Whole Economy 

Industry 

Commerce 

Transport & 
Communications 

Banking & 
Insurance 

Public 
Administration 

Agriculture 

*Increase in cost-of-living index over same period 5.5%. 

OWING TO COMPUTER/WORD PROCESSOR 

MALFUNCTION TABLES USUALLY INSERTED 

IN THE TEXT ARE ALL TO BE FOUND AT 

THE END THIS MONTH. 



TABLE C (JANUARY) 
	

S 

ISTAT SURVEY OF MANUFACTURING FIRMS WITH 500 OR MORE EMPLOYEES 

Nov 88/Nov 87 	Oct 88/Oct 87 

(percentage changes) 

Employment -2.2 • -2.4 

Average number of hours 
worked per manual worker 

+2.7  -0.9 

Average monthly earnings 
per manual worker 

all payments (incl guaranteed 
wages, family allowances, 
one-off payments,etc) 	: + 9.2  + 8.5 

Fall affected all sectors except the vehicle manufacturing sector 
which showed a rise of 1.0% 

except for the energy sector which showed -2.7% 
Ranging from +6.3% in textiles & clothing to +10.2% in 

metalworking. 



TABLE D (JANUARY) 

COST-OF-LIVING INDEX (JANUARY) 
(1985 = 100) 

Sector of index 	% change over 	% change over 
Dec 1988 	Jan 1987 

General index (120.6) 	+0.8  

Food 	 +0.6 	 +5.1 

Clothing 	 +0.2 	 +6.1 

Housing 	 +1.1 	 +6.6 

Fuel & Elec. 	 no change 	 +6.1 

Miscellaneous 	 +1.0 	 +6.0 



TABLE E (JANUARY) 

OFFICIAL RESERVES 
(Billion Lire) 

Month Total net reserves Gold Convertible ECU 

November 81,515 37,924 30,567 10,405 

December 82,465 37,242* 32,078 10,360 

(* Quarterly revaluation) 



TABLE F (JANUARY) • 
GOVERNMENT SECURITIES 

Effective 
Total issue 	Taken by B/Italy 	Unplaced 	annual yield 

(compound)(1) 

3-mth BOT 
(Billion Lire) gross net* 

end-Dec 	9,250 oversubscribed 12.07 10.46 
mid-Jan 	3,500 11.47 10.38 
end-Jan 	10,500 11.78 10.22 

6-mth BOT 
end-Dec 	10,000 368 11.47 9.93 
mid-Jan 	3,500 649 11.50 9.96 
end-Jan 	11,000 oversubscribed 11.47 9.93 

12-mth BOT 
end-Dec 	9,000 oversubscribed 11.51 9.93 
mid-Jan 	3,500 11.51 9.93 
end-Jan 	13,000 11.42 9.85 

5-yr CCT 
Oct 	 3,500 900 13.15 11.47 
Nov 	 1,500 650 13.15 11.47 
Jan 	 2,000 oversubscribed 13.15 11.47 
Jan 	 1,500 

(reopened) 
13.15 11.47 

8-yr CTO 
Nov 	 1,500 150 	 906 11.53 10.07 

(if cashed after 4 yrs) 12.21 10.67 

BTP 
2 Nov(3-yr) 	3,000 oversubscribed 12.22 10.66 

(5-yr) 	5,000 13.15 11.47 
14 Nov(5-yr) 	3,500 130 12.83 11.18 
21 Dec(3-yr) 	2,000 25 1,454 12.15 10.60 
28 Dec(5-yr) 	5,000 100 1,918 12.95 11.29 
2 Jan(5-yr) 	2,000 oversubscribed 13.15 11.47 

30 Jan(4-yr) 	4,000 50 2,393 13.06 11.39 

BTE 
Aug 	(378 days) 	750m Ecu oversubscribed 8.93 7.80 
Nov 	(369 days) 	500m Ecu 8.31 7.27 
Jan 	(370 days) 	1,000m Ecu 9.15 

CTE 
Oct 	(5-yr) 	1,000m Ecu 8.65 7.56 
Nov 	(5-yr) 	1,000m Ecu 8.50 7.43 
Dec 	(5-yr) 	1,000m Ecu 8.75 7.66 

(1)Simple interest for BTE and CTE. 
* Net of 12.50% tax deducted at source. 

(Total BOT in circulation at 30 January : 247,886 bn lire) 

 



TABLE G (JANUARY) • 
EXCHANGE RATES - JANUARY 

(in Lire) 

Currency 	Highest parity 	Lowest parity 	end-month parity 

2,402.750 2,360.000 
(18 	Jan) (2 	Jan) 

1,369.600 1,300.250 
(19 	Jan) (3 	Jan) 

DM 	 737.950 	 730.650 
(2 Jan) 	 (31 Jan) 

2,397.980 

1,363.140 

730.650 

Change in weighted value against other EC currencies since 9 February 
1973: end-November -63.35%; end-December -63.23%; end-January -63.02%. 



TABLE 1: EXPENDITURE ON GNP 
	 • 

Source: ISTAT, New National Accounts. 
All figures seasonally adjusted. Billions of lire; (1)-(7) 1980 prices, (8) current prices. 

Real GDP 

(1) 

Consumer 
Expenditure 

Private 	Govt 

(2) 

Investment 

(3) 

Stockbuilding 

(4) 

Domestic 
Demand* 

(5) 

Exports 

(6) 

Imports 

(7) 

Nominal 
GDP 

(8) 

1983 399,987 252,068 63,092 87,159 1,529 403,848 84,069 87,930 633,571 1984 412,680 258,165 64,722 91,764 5,162 419,813 90,752 97,586 727,798 1985 424,581 265,793 67,004 94,074 5,927 432,798 93,928 102,145 815,630 1986 436,831 275,224 69,102 96,367 6,934 447,626 97,161 106,958 902,238 
1987 450,397 287,131 71,431 100,363 8,470 467,395 100,645 117,644 982,596 

1985 Q3 
Q4 

106,410 
107,328 

66,819 
67,297 

16,831 
16,967 

23,384 
23,617 

1,250 
1,360 

108,284 
109,241 

23,184 
24,359 

25,059 
26,272 

207,025 
210,789 

1986 Q1 
02 

107,126 
109,133 

67,822 
68,303 

17,129 
17,254 

23,354 
23,845 

2,003 
857 

110,308 
110,259 

23,625 
25,048 

26,807 
26,174 

214,903 
223,683 Q3 110,133 69,078 17,276 24,905 2,528 113,786 25,074 27,728 229,623 Q4 110,439 70,021 17,443 24,263 1,546 113,273 23,414 26,249 234,029 

1987 Ql 111,203 70,870 17,650 24,484 1,805 114,809 24,793 28,400 237,061 02 112,275 71,923 17,803 25,426 2,458 117,610 23,937 29,272 243,804 
Q3 113,387 72,170 17,972 24,805 1,133 116,080 26,528 29,221 248,370 04 113,532 72,168 18,006 25,648 3,074 118,896 25,387 30,751 253,361 

1988 Q1 115,031 73,605 18,046 26,249 1,938 119,838 24,959 29,767 259,968 Q2 115,985 74,663 18,108 26,246 -558 118,459 28,912 31,385 263,592 Q3 117,772 75,004 18,306 26,376 2,640 122,326 26,259 30,813 N/A 

*(2)+(3)+(4). 	NB: Figures are revised each quarter. 



TABLE 1A: EXPENDITURE ON GNP 

Source: ISTAT, New National Accounts. (All figures seasonally adiusted.) 
Percentage changes (year-on-year); (1)-(7) 1980 prices, (8) current prices. 

Real GDP 
Consumer 
Expenditure 

Private 	Govt 

Investment Stockbuilding 
Domestic 
Demand* Exports Imports 

Nominal 
GDP 

(1) (2) (3) (4) (5) (6) (7) (8) 

1983 0.5 0.4 2.8 -1.6 -0.4 2.3 -1.6 15.9 
1984 3.5 2.2 2.0 4.4 4.4 7.6 11.3 14.1 
1985 2.9 3.0 3.5 2.5 3.1 3.8 4.7 12.1 
1986 2.9 3.5 3.1 1.4 3.2 3.4 4.7 10.7 
1987 3.1 4.3 3.4 5.2 4.6 3.6 10.0 8.9 

1985 Q3 2.9 3.6 3.8 0.4 2.7 0.4 2.3 12.7 
Q4 3.0 3.6 3.2 1.3 3.1 4.6 3.0 11.4 

1986 Q1 2.0 3.6 3.5 -1.0 3.0 1.3 5.6 9.8 
Q2 3.2 3.1 3.6 1.0 1.9 8.7 3.0 10.7 
43 3.5 3.4 2.6 2.9 5.1 8.1 10.6 11.0 
Q4 2.9 4.1 2.8 2.7 3.7 -3.9 -0.2 11.1 

1987 Ql 3.8 4.4 3.0 4.9 4.0 5.1 5.8 10.3 
02 2.9 5.2 3.2 7.1 6.7 -3.4 13.5 9.0 
Q3 2.9 4.6 4.0 3.6 2.0 4.0 4.7 8.2 
04 2.8 3.1 3.2 5.7 5.0 8.4 17.2 8.3 

1988 01 3.4 3.9 2.2 7.2 _ 4.4 0.7 4.8 9.7 
Q2 3.3 3.8 1.7 3.2 - 0.7 20.8 7.2 8.1 
Q3 3.9 3.9 1.9 6.3 - 5.4 -1.0 5.4 N/A 

NB: Figures are revised each quarter. 



Source ISTAT 

TABLE 2: PRODUCTION AND EMPLOYMENT 

Figures not seasonally adjusted unless so indicated. 

Ind. Invoices Orders 	Employ- 	Unem- 	Unem- Strikes 
Prod. ment 	ploymt 	ploymt '000 hrs 
Total Dom. Export Dom. 	Export 	'000s 	'000s 	rate lost 
(1) (2) (3) (4) 	(5) 	(6) (7) 

(1980=100) (1980=100) 
1985 96.5 172.4 197.6 169.4 195.4 	§20,742 	§2,327 	4510.1 26,815 
1986 99.2 175.9 196.0 189.2 194.5 	§20,856 	§2,611 	§11.1 39,506 
1987 103.1 190.7 205.1 202.8 200.2 	§20,836 	§2,832 	§12.0 32,240 
1988 01,103 	§2,885 	§12.0 

1986 Q3 88.7 161.4 180.7 165.2 172.8 	21,009 	2,530 	10.7 1,416 
Q4 103.3 187.0 201.7 201.9 198.8 	21,049 	2,771 	11.6 23,001 

1987 Q1 103.3 178.0 196.4 201.6 202.5 	20,723 	2,803 	11.9 9,411 
Q2 109.6 195.9 212.5 207.7 201.4 	20,672 	2,725 	11.6 4,178 
Q3 91.1 176.1 191.8 184.6 181.0 	21,049 	2,871 	12.0 2,469 
Q4 108.4 212.8 220.4 217.1 216.1 	20,901 	2,930 	12.3 16,182 

1988 Ql 111.1 198.2 221.4 236.7 222.9 	20,778 	2,945 	12.4 4,292 
02 105.9 212.3 232.3 221.8 235.3 	21,113 	2,857 	11.9 5,491 

109.7* 191.9 218.9 192.0 223.9 	21,468 	2,853 	11.7 6,762 
Q4 21,053 	2,884 	12.0 

(a) 

'87 JAN 101.5 153.2 172.1 170.2 186.7 2,957 
FEB 101.2 172.7 194.8 207.6 198.9 4,733 
MAR 101.7 208.0 222.4 227.0 221.8 1,721 
APR 102.8 196.4 198.8 211.6 196.6 1.541 
MAY 104.2 189.7 206.7 192.6 183.3 842 
JUN 102.1 201.8' 231.9 218.9 224.2 1,795 
JUL 103.1 211.3 257.6 219.7 224.2 1,370 
AUG 102.0 101.3 95.4 70.8 85.8 40 
SEP 103.1 215.7 219.7 263.4 232.6 1,059 
OCT 104.8 219.3 224.7 230.0 233.6 1,154 
NOV 103.8 201.8 218.1 204.9 196.4 13,682 
DEC 103.5 217.2 218.4 216.5 218.4 1,346 

'88 JAN 108.8 169.3 192.0 205.7 212.7 914 
FEB 106.0 197.2 222.3 233.4 228.1 1,609 
MAR 104.8 228.1 249.9 270.9 277.8 1,769 
APR 107.2 198.6 208.6 218.8 229.4 1,471 
MAY 104.9 217.9 233.0 217.4 213.2 2,479 
JUN 105.8 220.5 255.3 229.1 245.2 1,851 
JUL 108.8 222.1 263.2 220.5 251.4 4,363 
AUG 111.3 118.4 123.4 92.3 126.4 791 
SEP 109.5 235.1 270.1 263.2 293.9 1,298* 
OCT 109.6 913* 
NOV 110.5* 2,305* 

(a) Seasonally adjusted. §Annual average; quarterly series surveys 
carried out end Jan,Apr,Jul,Oct. 

* Provisional. 
NB August figures distorted by holiday closures. 



TABLE 3: PRICES AND EARNINGS 

Source: ISTAT. Annual and quarterly series Bank of Italy based on ISA,. 
Per cent change on a year earlier; not seasonally adjusted 

Consumer 
Prices 

(1) 

Cost of 
Living 
Index 
(2) 

Wholesale 
Prices 

(3) 

Hourly Pay 
(Contractual) 

(4) 

1985 9.2 8.6 7.3 10.3 
1986 5.9 6.1 -0.9 4.6 
1987 4.7 4.6 2.6 7.1 
1988 5.0 

1986 Ql 7.5 7.6 2.5 5.8 
Q2 6.0 6.4 -1.4 4.9 
43 5.5 5.9 -2.2 3.7 
Q4 4.5 4.7 -2.4 4.0 

1987 Ql 4.3 4.3 -0.4 5.2 
Q2 4.4 4.2 +2.4 6.8 
43 4.9 4.6 +4.1 8.0 
Q4 5.4 5.2 +4.6 8.1 

1988 Ql 5.1 4.9 4.1 9.2 
Q2 5.0 4.9 4.5 7.9 
43 4.9 4.9 6.9 

1987 JAN 4.2 4.5 -1.7 4.6 
FEB 4.4 4.2 -0.2 5.4 
MAR 4.2 4.2 0.6 5.6 
APR 4.4 4.2 1.6 6.0 
MAY 4.4 4.2 2.7 7.1 
JUN 4.5 4.1 2.9 7.2 
JUL 4.7 4.4 3.8 8.0 
AUG 4.8 4.5 4.1 8.2 
SEP 5.2 5.0 4.3 8.0 
OCT 5.5 5.3 4.5 8.2 
NOV 5.4 5.2 4.6 8.2 
DEC 5.2 5.1 4.7 8.3 

1988 JAN 5.2 5.0 3.9 9.7 
FEB 5.0 4.9 4.5 8.8 
MAR 5.2 4.9 4.3 9.1 
APR 5.1 5.0 4.4 8.7 
MAY 5.0 4.9 4.5 7.5 
JUN 5.0 4.9 4.5 7.7 
JUL 5.0 4.9 4.7 6.6 
AUG 5.0 5,0 5.0 7.0 
SEP 4.9 4.8 5.0 7.0 
OCT 4.8 4.7 5.0 7.2 
NOV 5.3 5.5 7.1 
DEC 5.5 7.1 

1989 JAN 5.7 



TABLE 4: MONETARY AGGREGATES • 
Source: Bank of Italy. Per cent change on a year earlier. 

Monetary 
Base 

Ml M2 M3 
Total 
Domestic 
Credit 

(1) (2) (3) (4) (5) 

1985 16.6 10.4 11.0 14.4 19.2 
1986 10.6 10.7 9.4 8.8 16.2 
1987 7.6 8.4 

1986 01 12.2 10.0 9.7 11.0 16.5 
Q2 11.2 10.8 8.8 9.2 16.3 
43 9.9 9.2 7.9 7.1 16.0 
Q4 8.8 10.9 9.5 8.1 15.9 

1987 01 9.5 9.9 10.3 7.7 15.6 
Q2 11.4 10.8 12.0 9.0 15.2 
Q3 12.3 10.9 10.5 10.5 14.5 
Q4 10.8 8.6 9.3 11.5 13.2 

1988 Ql 8.8 7.0 7.1 11.9 12.8 
Q2 6.9 6.5 6.8 12.3 13.2 
43 7.7 8.7 13.4 13.7 

1986 Sep 8.9 9.5 8.2 7.0 15.9 
Oct 9.1 10.6 9.1 7.9 16.3 
Nov 10.2 11.3 9.9 8.2 16.1 
Dec 7.2 10.7 9.4 8.2 15.2 

1987 Jan 10.3 10.0 9.6 7.7 15.9 
Feb 9.4 10.1 10.4 7.7 15.7 
Mar 8.9 9.8 10.8 7.6 15.2 
Apr 11.9 10.4 11.5 8.6 15.0 
May 10.9 10.6 12.0 9.0 15.0 
Jun 11.3 11.5 12.4 9.4 15.5 
Jul 11.7 11.5 12.0 10.0 14.8 
Aug 12.4 11.2 11.6 10.4 14.8 
Sep 12.7 10.2 10.8 11.2 13.9 
Oct 12.9 10.0 10.3 11.5 13.5 
Nov 9.7 8.5 9.3 11.9 13.0 
Dec 10.0 7.4 8.3 11.5 13.1 

1988 Jan 9.2 7.1 7.5 11.6 13.0 
Feb 8.6 6.9 7.0 12.2 12.5 
Mar 8.8 7.0 6.9 12.4 12.9 
Apr 6.5 7.1 6.9 12.0 13.0 
May 6.6 6.2 6.4 11.8 13.1 
Jun 7.5 6.7 7.2 12.8 13.5 
Jul 8.1 7.7 8.5 13.4 13.4 
Aug 8.6 7.3 8.5 13.5 13.5 
Sep 9.7 8.1 9.2 13.4 14.3 
Oct 8.3 8.0 9.3 14.5 

NB: Figures are revised periodically. 



TABLE 5: EXCHANGE AND INTEREST RATES  

Sources: (1)(2)(3) Bank of Italy; (4)Banca Commerciale Italiana; 
	• 

(5) Ufficio Italiano Cambi. 

One-month 
	

Govt 	 Lira real 	Exchange rates 
Interbank 
	

securities 	effective 	(Average) 
rates 	 12-month 	exch rate 

CCT 	BOT 	(1980=100) Lira/US$ Lira/Ester 
(1) (2) (3) (4) (5) 

1985 14.93 14.68 13.63 87.2 1,909.7 2,462.5 
1986 13.00 12.49 10.92 89.3 1,490.8 2,187.1 
1987 11.32 10.66 10.55 90.4 1,296.4 2,122.4 

1986 Q3 11.46 11.47 10.38 89.2 1,436.9 2,141.3 
04 11.79 10.63 10.03 91.4 1,389.5 1,985.8 

1987 Ql 11.29 10.22 9.78 92.0 1,306.2 2,016.2 
Q2 10.71 9.89 9.66 90.5 1,299.8 2,135.1 
03 12.25 10.92 10.88 89.3 1,331.1 2.151.8 
Q4 11.05 11.60 11.88 89.7 1,248.5 2,188.3 

1908 Ql 10.96 10.70 10.54 89.9 1,235.6 2,219.6 
Q2 10.50 11.14 10.96 89.0 1,268.1 2,334.5 
Q3 10.83 11.51 11.58 1,385.6 2,348.2 

1987 Jan 11.88 10.39 9.93 92.4 1,314.70 1,983.10 
Feb 11.63 10.24 9.74 92.3 1,299.60 1,982.50 
Mar 10.38 10.04 9.68 91.4 1,304.60 2,076.90 
Apr 9.88 9.89 9.65 91.2 1,292.20 2,106.20 
May 11.13 9.87 9.66 90.2 1,291.10 2,153.70 
Jun 11.13 9.91 9.68 89.8 1,316.00 2,145.50 
Jul 11.63 10.25 10.56 89.2 1,337.10 2,152.10 
Aug 12.88 11.18 10.62 89.1 1,345.80 2,149.00 
Sep 12.25 11.33 11.45 89.5 1,310.30 2,154.40 
Oct 10.63 11.58 12.17 89.6 1,303.10 2,164.50 
Nov 11.88 11.91 12.14 89.5 1,239.40 2,199.70 
Dec 10.63 11.30 11.33 90.1 1,202.90 2,200.60 

1988 Jan 10.88 10.92 10.56 90.1 1,215.00 2,190.20 
Feb 11.00 10.62 10.50 89.6 1,250.30 2,196.30 
Mar 11.00 10.58 10.56 89.2 1,241.40 2,272.40 
Apr 10.00 10.86 10.96 88.8 1,242.20 2,330.50 
May 10.63 11.21 10.99 88.6 1,258.66 2,352.81 
Jun 10.88 11.33 10.93 87.6 1,303.43 2,320.07 
Jul 10.88 11.41 11.42 86.6 1,366.46 2,329.20 
Aug 10.75 11.45 11.45 87.1 1,397.87 2,371.54 
Sep 10.88 11.69 11.89 87.5 1,392.50 2,343.86 
Oct 10.75 11.72 11.73 88.0 1,357.40 2,354.00 
Nov 12.00 11.48 1,299.29 2,351.05 
Dec 11.50 11.51 1,305.25§ 2,364.00§ 

1989 Jan 11.42 1,363.14§ 2,397.98§ 

(1)Bid-offer average. (2)gross yield expected if interest rates unchanged. 
(3)gross yield on end month issues. (4) Wholesale prices. 
§End month rates. 



TABLE 6. TRADE/BALANCE OF PAYMENTS  

Sou 
	

ISTAT; (4)&(5) Bank of Italy. Figures not seasonally adjusted. 

Imports 
C. i.f. 

Exports 
f.o.b. 

Trade 
Balance 

Overall 
Balance 

(Current + 
Capital 

movements, 
Current Import Export 
Account Volume Volume 

(1) (2) (3) 

errors and 
omissions) 

(4) (5) (6) (7) 
billions of lire 1980=100 

1985 172,816 149,701 -23,115 -8,352 -7,761 110.8 124.2 
1986 148,994 145,331 - 	3,663 -2,965 -1,311 115.8 126.4 
1987 161,597 150,445 -11,143 +1,202 -3,144 127.7 129.5 
1988 180,058* 167,275* -12,783* 937* 

1986 Q3 32,028 34,612 + 	2,584 + 	465 +5,593 105.6 122.7 
Q4 37,444 37,937 + 	493 -1,240 -2,373 122.8 131.9 

1987 Ql 38,368 34,379 - 	3,989 +1,988 - 	882 124.2 119.6 
Q2 40,605 35,471 - 	5,134 -3,789 - 	881 129.1 122.7 
Q3 37,953 38,409 + 	463 - 	660 +1,686 117.6 133.1 
Q4 44,670 42,196 - 	2,474 +2,713 -3,067 139.5 142.6 

1988 Ql 41,999 35,535 - 	6,465 + 	524 -3,362 131.2 119.7 
02 45,813 43,824 - 	1,989 -3,347 -4,027 139.9 146.3 
Q3 41,859 40,439 - 	1,419 +4,616* 
Q4 50,387* 47,477* - 	2,910* - 	856* 

1987 Jan 11,641 10,054 - 	1,587 - 	380 + 	612 114.9 106.1 
Feb 12,505 10,548 - 	1,957 +1,442 - 	768 121.0 110.2 
Mar 14,222 13,777 445 + 	926 - 	726 136.6 142.4 
Apr 13,332 11,950 - 	1,382 +1,579 + 	357 127.5 123.5 
May 13,120 11,686 - 	1,434 -2,865 -1,511 126.0 122.2 
Jun 14,154 11,834 - 	2,320 -2,503 + 	273 133.9 122.4 
Jul 14,563 15,376 + 	813 + 	110 + 	645 135.8 160.2 
Aug 8,532 9,691 + 	1,159 -1,011 +1,020 79.0 101.5 
Sep 14,858 13,342 - 	1,516 +1,172 + 	21 138.0 137.5 
Oct 14,942 14,251 691 + 	237 - 	226 138.6 144.6 
Nov 14,328 13,480 848 +1,656 -1,630 134.2 138.1 
Dec 15,400 14,465 935 + 	839 -1,211 145.6 145.1 

1988 Jan 12,014 9,681 - 	2,334 +1,704 - 	116 116.0 98.2 
Feb 13,666 12,420 - 	1,246 - 	887 -1,463 126.0 125.1 
Mar 16,319 13,434 2,885 293 -1,783 151.6 134.2 
Apr 14,475 13,810 665 -3,042 -1,896 133.4 139.5 
May 15,425 15,042 383 - 	853 -2,505 141.5 150.2 
Jun 15,913 14,972 941 + 	548 + 	374 144.9 149.3 
Jul 15,161 16,211 + 1,050 +3,724 - 	182 135.1 157.0 
Aug 10,101 10.223 + 	123 +3,198 +1,470 
Sep 16,597 14,005 - 	2,592 -2,306* 
Oct 16,877* 16,091* 786* +2,012* 
Nov 16,739* 15,606* - 	1,133* 826* 
Dec 16,771* 15,780* 991* -2,042* 

1989 Jan 

*Provisional 



TABLE 6. TRADE/BALANCE OF PAYMENTS  

Source ISTAT; (4)&(5) Bank of Italy. Figures not seasonally adjusted. • 
Imports 
c.i.f. 

Exports 
f.o.b. 

Trade 
Balance 

Overall 
Balance 

(Current + 
Capital 
movements, 

Current 
Account 

Import 
Volume 

Export 
volume 

(1) (2) (3) 

errors and 
omissions) 

(4) (5) (6) (7) 
billions of 	lire 1980=100 
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1986 148,994 145,331 - 	3,663 -2,965 -1,311 115.8 126.4 
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1986 Q3 32,028 34,612 + 	2,584 + 	465 +5,593 105.6 122.7 
Q4 37,444 37,937 + 	493 -1,240 -2,373 122.8 131.9 

1987 Ql 38,368 34,379 - 	3,989 +1,988 - 	882 124.2 119.6 
Q2 40,605 35,471 - 	5,134 -3,789 - 	881 129.1 122.7 
Q3 37,953 38,409 + 	463 - 	660 +1,686 117.6 133.1 
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41,859 
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40,439 

- 	1,989 
- 	1,419 

-3,347 
+4,616* 
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Q4 50,387* 47,477* - 	2,910* - 	856* 

1987 Jan 11,641 10,054 - 	1,587 - 	380 + 	612 114.9 106.1 
Feb 12,505 10,548 - 	1,957 +1,442 - 	768 121.0 110.2 
Mar 14,222 13,777 445 + 	926 - 	726 136.6 142.4 
Apr 13,332 11,950 - 	1,382 +1,579 + 	357 127.5 123.5 
May 13,120 11,686 - 	1,434 -2,865 -1,511 126.0 122.2 
Jun 14,154 11,834 - 	2,320 -2,503 + 	273 133.9 122.4 
Jul 14,563 15,376 + 	813 + 	110 + 	645 135.8 160.2 
Aug 8,532 9,691 + 	1,159 -1,011 +1,020 79.0 101.5 
Sep 14,858 13,342 - 	1,516 +1,172 + 	21 138.0 137.5 
Oct 14,942 14,251 691 + 	237 - 	226 138.6 144.6 
Nov 14,328 13,480 848 +1,656 -1,630 134.2 138.1 
Dec 15,400 14,465 935 + 	839 -1,211 145.6 145.1 

1988 Jan 12,014 9,681 - 	2,334 +1,704 - 	116 116.0 98.2 
Feb 13,666 12,420 - 	1,246 - 	887 -1,463 126.0 125.1 
Mar 16,319 13,434 - 	2,885 - 	293 -1,783 151.6 134.2 
Apr 14,475 13,810 665 -3,042 -1,896 133.4 139.5 
May 15,425 15,042 383 - 	853 -2,505 141.5 150.2 
Jun 15,913 14,972 941 + 	548 + 	374 144.9 149.3 
Jul 15,161 16,211 + 	1,050 +3,724 - 	182 135.1 157.0 
Aug 10,101 10.223 + 	123 +3,198 +1,470 
Sep 16,597 14,005 - 	2,592 -2,306* 
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FM ROME 
TO IMMEDIATE FCO 
TELNO 171 
OF 060850Z MARCH 89 
INFO ROUTINE WASHINGTON, BONN, PARIS, UKDEL OECD, UKDEL IMF/IBRD 
INFO ROUTINE UKREP BRUSSELS 
INFO SAVING MILAN, NAPLES, FLORENCE 

MY TELNO 169: ITALIAN ECONOMY: RISE IN DISCOUNT RATE 

SUMMARY 
ITALIAN DISCOUNT RATE RAISED TO 13.5 PERCENT 

DETAIL 
ON THE EVENING OF 3 MARCH THE TESORO, ON THE ADVICE OF THE 

BANK OF ITALY, ANNOUNCED A ONE PER CENT RISE IN BANK DISCOUNT 
RATE FROM 12.5 PER CENT TO 13.5 PER CENT. THE LAST SUCH CHANGE 
WAS A RISE OF ONE HALF PER CENT IN AUGUST 1988. 

THE RISE WAS TRIGGERED BY PUBLICATION OF THE JANUARY TRADE 
FIGURES WHICH SHOWED A MASSIVE DEFICIT OF 4,289 BILLION LIRA. 
EXPORTS WERE UP 28.6 PER CENT BUT IMPORTS BY 39.3 PER CENT. 
THE TESORO'S ANNOUNCEMENT ALSO DREW ATTENTION TO THE RISE IN 
CONSUMER PRICES (6.3 PER CENT IN FEBRUARY) AND THE UNDERLYING 
UPWARD TREND IN WHOLESALE PRICES: INCREASED LIQUIDITY WITH THE 
GROWTH IN BANK LENDING RUNNING AT ABOUT 18 PER CENT: SIGNS 
OF AN INCREASING TRANSFER OF SAVINGS TO INVESTMENT GOODS (IMPORTS 
OF INVESTMENT GOODS UP 50 PER CENT IN JANUARY): THE DIFFICULTIES 
OF FINANCING THE PUBLIC DEBT AND THE SHORTENING OF ITS AVERAGE 
MATURITY. 

AMATO DELIBERATELY SET THE GOVERNMENT'S ACTION IN A NATIONAL 
CONTEXT. THE RISE IN INFLATION WAS AN INTERNATIONAL PHENOMENON 
BUT THE RISE IN THE DISCOUNT RATE SHOULD NOT TRIGGER A NEW 
ROUND OF INTEREST RATE RISES. IT WAS A RESPONSE TO ITALY'S 
DOMESTIC SITUATION. THE ECONOMY WAS OVERHEATING. THE FISCAL 
MEASURES ACCOMPANYING THE 1989 BUDGET WOULD GO FAR TO REMEDY 
THAT BUT PARLIAMENT HAD NOT YET APPROVED THEM. THE DISCOUNT 
RATE RISE WAS A SIGNAL TO PARLIAMENT OF THE GOVERNMENT'S 
COMMITMENT TO THE DECREE LAW RE-PRESENTED ON 2 MARCH (MY TUR). 
IT MIGHT BE POSSIBLE TO REVERSE THE RISE ON PARLIAMENTARY APPROVAL 
OF THE DECREE AND PROGRESS IN ACHIEVING NEW CUTS IN THE MAJOR 

PAGE 	1 
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TARGET AREAS OF GOVERNMENT EXPENDITURE. 

5. IMMEDIATE REACTION FROM INDUSTRIALISTS AND TRADE UNIONS 
WAS ADVERSE, REFLECTING FEARS ON THE EFFECTS ON THE REAL ECONOMY. 
THE FINANCIAL COMMUNITY ON THE WHOLE SEEMED TO WELCOME THE 
GOVERNMENT'S ACTION. 

THOMAS 

YYYY 
DISTRIBUTION 	232 

MAIN 	 232 

EUROPEAN POLITICAL 	 WED 

NNNN 

PAGE 2 
RESTRICTED 



a 	19.6/m7 	 CONFIDENTIAL 

• FROM: H G WALSH (IF1) 
DATE: 23 June 1989 
EXT: 4680 

CHANCELLOR cc: 	Economic Secretary 

f c€ FC0 	 Mr Wicks 
-Mr Evans 

el(Ar t&€( Mr Mountfield 
Mr Bottrill 
Mr Tarkowski 

e-00 

WORLD BANK: CHINA LOANS 

The World Bank, having delayed them for some time pending an 
assessment of the situation, has now scheduled three loans to 

China for discussion by the Executive Board next week. 	The 

assessment of the World Bank staff is that there are no technical 

obstacles to the loans and there is no doubt, in normal 

circumstances, that we would vote in favour of them. But clearly 

present circumstances are not normal. The Americans have sought 

our support for delaying the loans indefinitely, and have 

circulated the attached talking points. 

Our objective is to stay in line with the rest of G7 and 

also not to compromise our line that loans at the World Bank are 

decided on technical and economic criteria and not on political 

ones. 	Certainly we have voted in favour of loans to Chile and 

Argentina on this basis in the past, despite being opposed to the 

policies of those countries affecting human rights. Moreover 

their own peculiar version of due process of law has apparently 

been observed in China, but the same cannot be said for Chile and 

Argentina. The best course on the China loans seems to be to 

support the US approach on purely technical grounds, although the 

latter are rather thin. Any possible Hong Kong implications are 

for the FC0 to assess. 

3. 	Mr Cassell's telegram 190 (attached) asks for advice on our 	111114ii)/q 

1  TO likely voting intentions so he can put these to Conable on Monday 	C)< 
in the hope that this will provide Conable with ammunition to go 	I 	73:-Ithi 
to the Chinese to get them to agree to a further delay in the 

loans coming to the Executive Board. 



4 	 CONFIDENTIAL 

41, 4. 	The line that the FCC) propose to take (ODA have 
responsibility for the World Bank) is contained in the draft 

telegram attached to the draft Private Secretary letter from the 

FCC) to No 10. It is that we are likely to oppose the loans until 

we are sure that the economic and technical conditions are right. 

We have been consulted about this and agree that it preserves to 

the extent possible our line that we vote in the World Bank Board 

on technical issues only. We therefore recommend that you agree 

to it. The Japanese, Germans, French and Italians will all likely 

be taking a similar line, according to the responses received from 

our Embassies. 	The ODA assure me that a similar line will be 

taken at the Asian Development Bank if it is approved. 

Similar problems are going to arise on ECGD cover to China, 

(at the moment we are trying to avoid any public stance) and 

perhaps on Argentina if President Menem takes an aggressive 

approach in the Falklands. 

If you agree with this approach for the China loans, perhaps 

Mr Allan could indicate by Monday morning that we agree with the 

line in the draft telegram to the Private Secretary at the FCC). 

H G WALSH 
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DATE: 23 June 1989 

X4700 

CHANCELLOR 
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./ 

cc Chief Secretary 
Financial Secretary 
Paymaster General 
Economic Secretary 
PCC Members 
MEG Members 
Mr R I G Allen 
Mr Mountfield 
Mr Bottrill 
Mr S Davies 
Mr Grice 
Mr Hibberd 
Mr Mowl 
Mr O'Donnell 
Mr Edmonds 
Mr Hood 
Mr Hurst 
Mr Ramsden 
Mr Hanks 
Ms Chaplin 
Mr Tyrie 

WORLD ECONOMIC PROSPECTS : JUNE 1989 

I attach a report on the latest WEP exercise, with a summary 

on the first page. It provides the world economic background to 

the forecast report circulated by Mr Sedgwick. 	Attached to the 

report is an annex on prospects for the German economy. 

UK figures will be excluded from any version of the forecast 

shown to outside departments. 

C MELLISS 

covering CONFIDENTIAL 

s. 
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4/1  WORLD ECONOMIC PROSPECTS: JUNE 1989 

1. 	The forecast is summarized in table 1. A comparison with the 

FSBR and outside forecasts is given in table 2. The main features 

are:- 

Activity now appears to have weakened in the US and 

Canada, but continues to grow strongly in other major 

countries, especially Japan and Germany. The forecast is for 

growth this year of 3i per cent, about the rate of growth of 

productive potential. 

A further tightening of monetary policy is assumed in 

Continental Europe and Japan later this year. 

Commodity prices were quite strong at the beginning 

of the year, but have weakened recently. 	Oil prices are 

expected to weaken at the beginning of next year: other 

commodity prices are assumed to remain constant in real terms 

at about current levels. 

Some special factors have contributed to the rise in 

consumer price inflation in G7 countries this year. 	A peak 

of 41 per cent is expected in the second half of this year, 

before the effects of tighter monetary policy and the 

unwinding of the special factors allow inflation to fall back 

to about 31 per cent in 1990 and 1991. 

World trade in manufactures is expected to slow 

gradually through the forecast period. The period 1986 to 

1991 would on the basis of our forecast represent the fastest 

period of world trade growth since the 1960s. 

The rise in the dollar has eroded only a small 

proportion of the competitiveness adjustment of the last two 

years. 	Nevertheless it contributes to a widening of the 

surplus and deficits in 1990 and 1991. In 1989 it 

contributes to a reduction in the US deficit via the terms of 

trade effect. 

CONFIDENTIAL 
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ITable 1: Output, Inflation and Trade 

Percentage change on 
year earlier 

1987 1988 1989 
partly 

forecast 

1990 	1991 
forecast 

Major 7 real GNP 3.4 4.2 31 21 21 

Major 7 real 
domestic demand 

3.6 4.4 31 21 3 

Major 7 industrial 
production 

3.3 6.0 41 21 3 

Major 7 consumer 
prices 

2.7 3.1 4/ 4 31 

World trade 
- total 7.2 9.6 74 51 5 
- manufactures 8.0 10.5 84 61 54 

Table 2: 	Comparison of World Forecasts 

FSBR WEP IMF OECD 
March June WEO Economic 

April Outlook 
June 

Major 7 real GNP 1988 4.2 4.2 4.2 4.2 
1989 3 31 34 31 
1990 21 21 3 21 

Major 7 real 1988 4.4 4.4 4.4 4.6 
domestic demand 1989 31 31 31 31 

1990 21 21 31 2/ 

World trade - total 1988 8.4 9.6 9.3 8.7 
1989 6 74 51 71 
1990 5 51 6 7 

World trade in 1988 10.0 10.5 n.a 10.1 
manufactures 1989 8 81 n.a 8 

1990 6 61 n.a 71 

Major 7 consumer 1988 3.2 3.1 3.1 2.9* 
prices 1989 41 41 31 4 

1990 31 4 34 41 

Consumers Expenditure Deflator 

CONFIDENTIAL 
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0 RECENT DEVELOPMENTS 
National Accounts data for 1989Q1 are now provisionally 

available for the US, Japan, Germany, France and Canada(1) 

Industrial production data are also available. These data suggest 

that there has been a gradual slowing of activity in the US and, 

particularly, Canada. Elsewhere growth continues to be strong 

with only a very slight and probably insignificant deceleration in 

activity being apparent in France. In Germany and Japan growth 

may have accelerated compared with the final quarter of 1988. 

Adjustment in the personal sector is the main factor behind 

the slowdown in the US. The savings ratio rose sharply in the 

first quarter to 5.8 per cent, its highest level since early 1985. 

Housing investment and starts both fell significantly. 	As in 

other G7 countries business investment and exports continued to 

grow strongly. In Germany GNP is provisionally estimated to have 

been over 4 per cent up on a year earlier in Ql. This compares 

with a growth of about 3 per cent in 1988E2. 	The acceleration 

appears to be due to exports and investment and an extremely mild 

winter. Growth of private consumption remained subdued. 	(An 

annex is available giving fuller details of recent developments 

and prospects in Germany.) 

Indicators of capacity utilization - derived from business 

surveys - show utilization rates that are at least as high as 

those which occurred at the last cyclical peak in 1979-80 

(chart 1). 	Latest 	figures show new orders and investment 

intentions at high levels: investment intentions are even 

stronger than they were a year ago. 

FORECAST ASSUMPTIONS 

Monetary Policy  

The profile of interest rates assumed in the forecast shows 

(1) Only the data for US and Germany were available before this 
forecast was finalized. 
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41/short term rates in the US reaching a peak of 10 per cent in the 

first quarter of 1989. The slowing of growth and the strength of 

the dollar are assumed to allow the Fed to ease interest rates 

further towards the end of the year. 	US interest rates are 

assumed to fall to 81 per cent at the beginning of 1990. 	In 

Continental Europe interest rates have risen since the beginning 

of the year, by between 1 and 2i percentage points. In Japan they 

have risen by 1 percentage point. There are no signs of growth or 

inflation abating in these economies. Two further rises in short 

interest rates each of 1 per cent are therefore assumed to take 

place in Continental Europe at the beginning of Q3 and Q4. 	In 

Japan a single further rise of 	per cent is assumed at the 

beginning of Q3. 

6. 	By the end of this year we expect that there will be 

preliminary indications that growth has slowed in the majority of 

countries and that inflation has stopped accelerating. 	A small 

reduction in interest rates is therefore assumed to take place in 

1990Q1. These assumptions, and the implied real interest rates, 

are set out in table 3 and chart 2. Real interest rates peak in 

1990 at 5.2 per cent, only 1 percentage point above the average 

for 1984 to 1988. 	Long rates have remained stable since the 

spring of 1988 throughout the major countries, and since the 

beginning of this year there has been a small reverse yield gap. 

Table 3: Short term interest rates 

 

Nominal 

   

Real(*)  

 

     

1988 1989 1990 1991 1988 1989 1990 1991 

US 	 7.7 	9.4 	81 	81 	3.5 	4.5 	4.5 	4.7 

Japan 	4.5 	5.3 	51 	41 	4.5 	3.1 	2.7 	2.1 

Germany 	4.3 	7.2 	71 	7 	3.0 	3.9 	4.1 	4.8 

France 	7.9 	9.3 	91 	9 	5.2 	5.8 	6.6 	5.9 

Italy 	11.2 	12.9 	13/ 	131 	6.4 	6.8 	7.7 	7.3 

Canada 	9.5 	12.0 	111 	101 	6.0 	7.9 	6.6 	3.5** 

G7 

	

	 7.3 	9.1 	8.9 	8.4 	4.1 	4.9 	5.2 	4.8 

Nominal Interest Rate deflated by CED. 

** Influenced by rise in inflation due to the introduction of the 
General Sales Tax. 
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Chart 2: Short Term Interest Rates 
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0  Exchange Rates  
The strength of the dollar, largely unanticipated, has been a 

major new factor. 	Chart 3 shows that the dollar effective rate 

has risen by 12 per cent since the beginning of the year. The Yen 

has depreciated by 9 per cent and the Deutschemark has been 

virtually unchanged. There are indications that the terms of 

trade effects of these exchange rate changes are already being 

reflected in the current account balances. 

The forecast assumption is that real effective exchange rates 

are constant from the end of 1989 to the end of the forecast 

period. The recent dollar strength may in part be due to 

political uncertainty in the rest of the world and the dollar 

interest differential. As chart 2f shows, the dollar/DM interest 

differential has narrowed significantly since the beginning of the 

year, and a further narrowing to historically low levels is 

implied. 	The dollar/yen differential, chart 2d, remains large 

throughout the forecast period. Some reversal of the recent rise 

in the dollar would be consistent with the changes in interest 

differentials. The forecast therefore assumes a small dollar 

weakening in the second half of the year. The counterpart to this 

is a small yen appreciation, larger in nominal terms because of 

the low inflation rate in Japan. The Deutschemark is assumed to 

change little from recent levels. Chart 3 shows the implications 

of these assumptions for export price competitiveness. Only a 

relatively small part of the large changes in competitiveness that 

occurred between 1985 and 1987 is reversed this year. 

Nevertheless, the competitiveness position of Japan is about 10 

per cent better than in the January WEP, and of Germany about 3 

per cent better. 

Fiscal Policy 

United States. With the FY1990 budget negotiations still 

underway the forecast assumptions on the US fiscal position are 

necessarily stylized. OMB's assessment of the prospective deficit 

will probably meet the Gramm-Rudman targets by a mixture of highly 

optimistic assumptions, accounting devices and with a minimum of 
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*actual cuts. 	Since the FSBR forecast there have been two main 

developments on the Budget front. 

Revenues have been running well ahead of 

expectations. 	This had led to the forecast deficit for 

FY1989 being revised down. 	This may also influence the 

Gramm-Rudman calculations, by enabling a higher forecast of 

revenue to be carried forward into 1990. 

Against this, recent reports indicate that the 

Administration may have less favourable assumptions on GNP 

and interest rates for use in the Gramm-Rudman calculations 

than had previously been thought. 

The forecast is for a Federal deficit for FY1990 to be in the 

range of $130-150 bn, representing a fall compared with FY1989 

equivalent to about 	per cent of GDP. The prospects for major 

action on the budget deficit are better in FY1991. 	The forecast 

assumes significant increases in taxes and further limited 

expenditure restraint. 

Table 4: 	General Government Financial Balances 

Per cent of GDP 	 1988 	1989 1990 1991 

United States -2.0 -1.9 -1.5 -1.3 

Japan 1.3 1.8 2.0 2.2 

W. Germany -2.0 -0.5 -1.2 -0.7 

France -1.6 -1.3 -1.2 -1.1 

Italy -10.2 -10.2 -10.2 -10.2 

Canada -3.1 -3.4 -3.5 -3.1 

G7 	(- UK) -2.0 -1.6 -1.5 -1.3 

Among other G7 countries, there is a tightening of the fiscal 

stance to a greater or lesser extent, and the general government 

deficit of G7 countries as a whole is expected to fall by about i 

per cent of GDP between 1988 and 1991. Only in Italy is there no 

progress on fiscal consolidation over the forecast period. 	The 

general government accounts in Japan moved into surplus in 1987/ 
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188. The rise in the surplus shown in both 1989/90 and 1990/91 is 

the result of an assumed tight restraint on both current 

expenditure and net lending at a time when revenues continue to 

expand with economic activity. A tax reform package introduced in 

April involves the introduction of value added tax, and reduction 

in income, inheritance, and corporation tax rates. It is expected 

to reduce net revenues in a full year by about i per cent of GDP. 

In Germany the Federal budget deficit is expected to decline 

this year by about DM 8 billion, almost per cent of GDP, mainly 

as a result of a rise in expenditure taxes associated with the 

three stage fiscal reform package. In 1990 the Federal deficit is 

expected to widen by about DM 20 billion (i per cent of GDP) as a 

further stage of the medium term fiscal strategy, involving 

reductions in direct tax rates, takes effect. 

ECONOMIC ACTIVITY IN MAJOR COUNTRIES 

For the major countries as a whole only a slight easing of 

growth is expected to occur during this year compared with 1988Q4. 

But the slowdown is concentrated in the US, Canada and the UK. In 

Germany and Japan GNP growth is expected to remain at or above 

recent rates for the remainder of 1989. In 1990 GDP growth in the 

G7 countries continues at only a slightly lower rate, mainly as a 

result of further slowing in the US and a reduction in growth in 

Germany as the effects of tighter monetary policy bite and the 

pace of growth of investment slackens. Thus the pattern of a high 

degree of synchronization of the cycle which has prevailed since 

the beginning of 1986 is expected to diminish (see chart 4 and 

table 5). 	In 1991 growth is expected to continue little changed 

at around the rate of growth of productive potential. 
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0 Chart 4 : Real GNP 
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14. Industrial production in G7 countries grew by almost 5 per 

cent in Ql, a little slower than the 6 per cent growth in 1988. 

The forecast is for a further deceleration to the beginning of 

next year, when growth is forecast to stabilize at about 3 per 

cent, about the same as GNP growth. As chart 5 shows, previous 

slowdowns have seen industrial production growth dip below that of 

GNP, but this is not now expected to occur, mainly because of the 

relatively strong performance of investment and exports. 

Chart 5 : Real GNP and Industrial Production 
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Average 
1983-88 

GDP 

1988 1989 1990 1991 

US 4.1 3.9 2.6 2.1 2.4 
Japan 4.5 5.8 4.7 4.6 4.3 
Germany 2.5 3.4 3.7 3.1 2.7 
France 2.2 3.4 2.8 2.6 2.5 
Italy 3.2 3.8 3.6 3.4 3.3 
Canada 4.5 4.5 2.7 2.9 2.1 
UK 3.5 4.4 2.2 2.5 2.7 

Major 7 3.7 4.2 3.2 2.8 2.8 

Domestic Demand 

US 4.4 3.0 2.5 2.4 2.8 
Japan 4.9 8.1 5.3 4.7 4.5 
Germany 2.6 3.5 2.7 3.0 2.8 
France 2.7 3.6 2.8 2.3 2.4 
Italy 3.8 3.9 3.7 3.2 3.0 
Canada 5.0 5.6 3.4 2.9 1.1 
UK 4.3 6.4 3.0 1.6 2.2 

Major 7 4.1 4.4 3.2 2.8 2.9 

Estimates 
of 

productive 
potential* 

21-3 
3/-4i 
2 -2/ 
2/-21 
2i-3 
21-3I 
2i-3 
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likable 5: Growth of Real GDP and Domestic Demand 
Percent change on year earlier 

Derived from OECD and IMF estimates. 

15. Over the forecast period the growth of business investment 

slackens from the very fast pace seen last year (table 6 and 

chart 6). 	Forecast growth over the period 1987 to 1991 would 

represent the largest expansion of investment since the 1960's. 

This is justified by continuing high capacity utilization 

(chart 1), the high levels of profitability that 	currently 

prevail, and current and prospective interest rates. 

Table 6: Growth of Real Expenditure in G7 

(Percentage change on a year earlier 

Private 	Total 	Government Domestic Exports Imports GNP 
Consumption Private 	 Demand 

Investment 

1987 3.4 5.5 2.4 3.6 4.8 6.8 3.4 
1988 3.7 9.3 1.3 4.4 9.8 10.0 4.2 
1989 2.7 5.9 1.9 3.2 8.2 7.0 3.2 
1990 2.8 4.2 1.2 2.8 5.2 5.0 2.8 
1991 2.9 4.4 1.3 2.9 5.0 4.8 2.8 
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igh16. Consumers expenditure also slows, mainly because of the 

effects of the monetary tightening in the US and the effects of 

fiscal policy in Germany. Over the last two years the net trade 

balance of the G7 countries has made a negative contribution to 

growth equivalent to about per cent of GDP. From 1989 onwards 

the growth of major 7 exports is expected to be i to 1 per cent 

faster than imports. As explained below the main counterpart to 

this is the relatively fast growth of imports into non-oil 

developing countries, largely accounted for by the NIEs. Chart 7 

shows the growth rates of the main components of GDP. 

Chart 7 : Components of Major Seven Growth 
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Agh17. In accordance with the fiscal stance growth of government 

'1*.expenditure is expected to remain subdued in all major countries. 

INFLATION 

18. In the first quarter of the year the Economist all items 

index of non-oil commodity prices in SDRs showed some strength, 

being only a little below the peak levels reached in June and July 

of last year. Since then prices have fallen back a little, with 

metals being weak as a result of higher stock levels. Metal ores 

have showed the greatest volatility in recent months: 	food and 

non-food agricultural products have been relatively stable, 

despite the influence of the US drought. The forecast is for real 

non-oil commodity prices to change little from now on, remaining 

at or a little above average 1988 levels, see chart 8. 	This is 

consistent with the level of world demand. 

19. The forecast is for oil prices (average of Brent and Dubai) 

to average $16 per barrel in the second half of the year. 	This 

figure is slightly above the most recent level and may be compared 

with an average of $17.5 for 1989Q2 and a low of just over $10 

during October-November 1988. Although the outcome of the recent 
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*OPEC meeting - a quota increase of 1 mbd to 19.5 mbd with the 

likelihood of continued Kuwaiti and UAE cheating - had been widely 

expected, the confirmation of the lack of cohesion within the 

cartel led prices to drop by about $1.5. Even before the meeting 

prices had been falling back from the high levels of the beginning 

of the quarter. 

The forecast has a fall of $1 per barrel in 1990Q1 and 

constant real prices thereafter. The fall is justified by two 

factors. 	First, tension within OPEC will be exacerbated by 

increased Iraqi potential production with the opening of a new 

pipeline to carry 1.5 mbd. Second, the forecast does not have a 

repetition of the exceptional demand growth at the turn of last 

year, only part of which can be attributed to special factors. 

Table 7: The oil market 

Million of 1986 1987 1988 1989 1990 1991 
Barrels per day 

Total Demand 48.2 48.6 51.0 52.4 52.2 53.2 

Supply Non-OPEC 28.7 29.3 29.7 30.6 30.0 30.2 

OPEC* 19.5 19.3 21.2 21.8 22.2 23.0 

Oil Price $p.b 14.3 17.2 14.2 16.5 15.3 16.1 

includes c1.7 mbd of products outside quota definitions. 

Consumer Price Inflation has picked up significantly since 

the beginning of the year in all major countries and is now, at 4/ 

per cent, about 11 per cent higher than in the summer of last 

year. Producer price inflation is about 21 per cent higher, with 

most of this increase occurring since the beginning of the year. 

Inflation rates in Germany and Japan have increased by more than 

the average. The upturn in inflation can partly be attributed to 

special factors such as the rise in indirect taxes effective in Ql 

in Germany and Q2 in Japan, the rise in world oil prices and the 

weak Deutschemark and Yen. But the underlying strength of demand 

has probably also been an influence. 
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The special factors are expected to have their maximum impact 

on consumer prices during the remainder of this year. 	By the 

beginning of 1990 they will start to drop out of the annual rate 

of increase. The pressure of demand falls back slightly compared 

with current levels as tighter monetary policy bites. However 

some effects on wages are likely both from the high pressure of 

demand and from the effect on price expectations of the recent 

acceleration in inflation. Consumer price inflation is expected 

to reach a peak in G7 countries in 1989Q3 of 41 per cent. In 1990 

it falls back to about 3/ per cent, reaching a low point of about 

31 per cent in Q4. Table 8 shows the details for each country. 

Table 8: Consumer Prices 

Percentage change on 	1987 	1988 	1989 	1990 	1991 
year earlier 

US 	 3.7 	4.1 	5.0 	4.3 	3.8 

Japan 	 -0.2 	0.5 	2.8 	3.1 	2.8 

Germany 	 0.3 	1.2 	3.1 	2.0 	2.3 

France 	 3.3 	2.7 	3.7 	3.2 	2.9 

Italy 	 4.6 	5.0 	6.2 	5.8 	6.3 

Canada 	 4.4 	4.0 	4.6 	4.7 	7.0 

UK 	 4.1 	4.9 	7.5 	6.0 	5.0 

Major 7 	 2.7 
	

3.1 	4.5 
	

3.9 	3.7 

The greater effect of the monetary tightening on German inflation 

is a notable feature of the forecast, implying the re-emergence of 

the inflation differential between Germany and France after its 

recent narrowing. Also noteworthy is the fact that inflation in 

the US remains above the G7 average until the end of 1991. 

There are no indications that the upsurge in inflation is 

being led from the labour market side. In the US the growth of 

employment has been erratic since the beginning of the year, but 

the average increase over the three months to May was 160,000, 

about half the average increase in the middle of last year. 

Productivity growth has slowed. Average earnings have increased 

by about 1 per cent since the middle of last year but earnings 
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*inflation remains significantly below price inflation. Unit 

w  labour costs are now rising much more quickly, at about 5 per 

cent, than at the same period last year. 	This and the dollar 

appreciation suggest that profit margins are being squeezed, but 

not by earnings. Labour markets have also tightened slightly in 

Japan and Germany. 	In Germany unemployment fell by almost 1 

percentage point in the six months to March and is now at its 

lowest level since 1982. As yet there appear to be few signs of a 

significant effect on earnings. In Japan this year's pay award is 

i per cent higher than last year's. No recent data are available 

on earnings growth in Germany, although there was a noticeable 

acceleration in 1988Q4. The emerging picture is therefore one in 

which the pick up in wage inflation is muted given the low levels 

of unemployment. 

WORLD TRADE 

24. Latest estimates suggest that growth in 1987 and 1988 was 

somewhat more rapid than previously expected. The forecast 

suggests that the period 1987-1990 will see the strongest and most 

sustained period of growth in world trade since the 1960s. 

Although the growth of world trade has not, in any one year, 

exceeded that in 1984, the earlier year was neither preceded nor 

followed by a significant period of above trend growth. 
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*Table 9: 	World Import Growth 

Percentage change 	(Share of 
on year earlier 	1986 imports) 

1987 1988 1989 1990 1991 

Total Developed 
Economies* 
of which 

( 	70) 81 9 61 41 41 

US ( 	13) 51 7 61 61 7 

Japan ( 	7) 9 164 8 54 44 

EC(6)** ( 	35) 7 81 64 4 4 

OPEC ( 	7) -134 -11 0 1 1 

NIEs ( 	6) 25 23 17 14 11 

Other NODCs ( 	11) 1 11 6 5 4 

Total World Imports*** (100) 7 91 71 5* 41 

World trade in 
Manufactures 8 101 81 61 51 

OECD plus South Africa 

Belgium, France, Germany, Italy, Netherlands and UK 

Includes net imports by centrally planned economies. 

The dominant factor behind the growth in world trade has been 

the rapid growth in GNP witnessed across the OECD. 	Chart 9 

illustrates how world trade has grown relative to G7 GNP. It 

should be noted that the relationship between these variables will 

have shifted as a result of the emergence of the NIEs as a major 

force in world trade. 

CURRENT BALANCES 

The pattern of import and export volume growth by country in 

1987 and 1988 was dominated by the effects of the fall in the 

dollar. Thus Japanese import volumes grew by 17 per cent in 1988, 

while US export volumes grew by 23 per cent. There are probably 

few further gains from the lagged competitiveness effects of this 

to come. 
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40 27. By the beginning of this year it had become clear that the 

process of reducing the surpluses and deficits in the US, Japan 

and Germany had slowed or stopped. But figures for March and 

April showed a lower trade surplus in Japan and the April figure 

showed a smaller deficit in the US. These recent figures partly 

reflect the effects of dollar strength and the associated terms of 

trade effect. This is the main reason why the US current account 

is forecast to fall in 1989, see table 10. 

Table 10: External Balances and Trade Ratios 

1990 1991 

-131 -153 

84 92 

62 69 

-28 -34 

-17 -15 

($bn) 
1987 

-154 

1988 

-135 

1989 

-121 

87 80 74 

45 48 52 

7 -4 -15 

-8 -21 -4 

(% GNP) 

-3.4 -2.8 -2.3 

3.7 2.8 2.5 

4.0 4.0 4.4 

-0.7 -3.2 -3.2 

Current Balance 

US 

Japan 

Germany 

NODCs 

OPEC 

Current balance 

US 

Japan 

Germany 

UK 

	

-2.3 	-2.6 

	

2.5 	2.5 

	

4.8 	4.9 

	

-2.5 	-1.8 

69 71 

86 85 

111 114 

Trade balance ($bn)  

US 	 -160 	-127 	-110 

Japan 	 96 	94 	90 

Germany 	 65 	74 	76 

US 	 60 

Japan 	 96 

Germany 	 110 

-119 -138 

101 108 

85 91 

70 69 

85 84 

113 112 

Trade Ratios (exports/imports, volumes 1980 prices) 

28. A small reduction in the current account surplus of Japan is 

also expected this year. 	A terms of trade effect - adverse in 

this case - contributes to this, but also imports continue to grow 
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4110 faster than exports in volume terms, although the gap is much less 
than in 1988. 

In the US and Japan the current account surplus and deficits 

are projected to remain about constant as a proportion of GDP in 

1990, rising slightly in 1991. 

In Germany the Deutschemark weakness over the last year has 

reversed about three-quarters of the real appreciation that took 

place between October 1985 and February 1987. Despite this, only 

a small adverse movement in the terms of trade is expected in 

1989, and this is more than outweighed by the relative volume 

movements. The current account surplus is forecast to increase by 

about $4bn in 1989, almost i per cent of GDP, compared with 1988. 

Thereafter, partly as a result of the gain in competitiveness, the 

German current account surplus is expected to increase further, 

reaching almost 5 per cent of GDP in 1991. The counterpart to 

this is the increasing deficits expected elsewhere in Europe. 

In 1988 the imports of the four Asian NIEs outstripped their 

exports and their trade surplus was reduced by about $4bn. This 

trend is liable to continue over the medium term in the face of 

further nominal exchange rate appreciation, wage inflation and 

rising domestic demand. Despite some improvement in the 

invisibles balance, due to increased IPD inflows, the current 

account is also expected to decline significantly. 

Table 11: NIEs Trade and Current Account 

1988 1989 1990 1991 

17 11 10 9 

23 17 14 11 

0 -1 0 0 

29 21 15 11 

Percentage change on year 
earlier 

Export volumes 

Import volumes 

Terms of Trade 

Current Account $bn 

32. The prospects for the 130 non-OPEC non-NIE developing 

countries are very mixed. Non-NIEs Asia is the region that has 

benefitted most from the recent strength of world demand, with 
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export growth above 10 per cent. At the same time other countries 

have been hit by weaknesses in certain agricultural prices and 

rising oil prices. Major debtors have also suffered from higher 

interest rates. In aggregate though, export growth should average 

about 6 per cent up to 1991, with import growth at similar levels. 

Table 12: Non-Oil Developing Countries excluding NIEs 

Percentage change on year 
earlier 

1988 1989 1990 1991 

Export volumes 11 6 5 4 

Import volumes 11 8 6 4 

Terms of Trade 0 -1 -1 -2 

Current Balance $bn -25 -36 -43 -45 

IF2 Division 

H M Treasury 

23rd June 1989 
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411 ANNEX 

RECENT DEVELOPMENTS AND PROSPECTS IN THE GERMAN ECONOMY 

Introduction  

1. 	The performance of the German economy in the post-war period 

has often been described as an 'economic miracle'. In the 1980s, 

however, the performance of the economy has been poor both by 

comparison with previous years and other countries. Growth rates 

declined, investment fell and business confidence weakened. 

Inflation remained low. 	Since mid-1987, however, the German 

economy has shaken off the lethargy that had characterised its 

performance earlier in the 1980s. The current forecast envisages 

that Germany will enjoy a sustained period of strong growth with 

moderate inflation. 

Table 1: 	Historical Comparisons 

Average annual growth 	1960-1970 
rates 

1970-1980 1980-1987 

REAL GNP 

Germany 4.5 2.7 1.4 

Major Seven 5.3 3.2 2.6 

EC Twelve 4.8 2.9 1.8 

TOTAL INVESTMENT 

Germany 4.4 1.4 -0.2 

Major Seven 6.6 2.4 2.4 

EC Twelve 5.9 1.4 0.6 

CONSUMERS EXPENDITURE DEFLATOR 

Germany 2.7 5.1 2.7 

Major Seven 3.4 8.3 4.7 

EC Twelve 3.6 9.6 7.4 
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e'Recent Developments  

Part of the explanation for the turnaround in the performance 

of the German economy since mid-1987 is a favourable external 

environment - strong world trade growth and the decline in the 

effective exchange rate in 1988 and early 1989 partly reversing 

the earlier appreciation. 	Fiscal and monetary policies through 

1987 and 1988 helped to boost domestic demand. The recovery does 

not appear to be due only to these factors. Growth in the first 

quarter of 1989 was over 4 per cent despite a tightening of policy 

this year. 	Recent indicators of business confidence, new orders 

and investment intentions all suggest that demand continues to be 

strong. 

Table 2: Leading Indicators 

Percentage change on a year earlier 

1988Q3 1988Q4 Jan 89 	Feb 89 Mar 89 	Apr 89 

Business Confidence* 113.4 116.4 115.0 115.4 114.5 115.2 

Domestic Orders 5.8 6.0 5.9 6.8 11.7 9.7 

Foreign Orders 5.8 6.0 5.4 8.3 9.7 13.4 

Industrial Prod.
+ 4.7 4.2 5.2 4.2 4.9 7.2 

Index, 100 = normal level of confidence. 

Excluding construction. 

The recent surge in growth has been driven by investment and 

exports. Business investment was the strongest component of 

domestic demand in 1988 stimulated by rising profits, high levels 

of capacity utilisation, partly the result of low investment over 

the decade to 1987. Housing investment was also strong, though 

this was in large part a reflection of the mild winter. 	For the 

first time since 1985 net exports were not a drag on growth in 

1988. This was due primarily to increased exports which 

benefitted from strong growth in other industrialised countries 

and the 5 per cent fall in the effective value of the 

Deutschemark. 
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111P)  4. 	The pick-up in growth has, however, coincided with a downturn 
in consumption. The rate of growth of consumption declined by one 

percentage point in 1988, despite tax cuts at the start of the 

year. 

Future Prospects  

After a period of relatively lax monetary policy during 1987 

and early 1988 the Bundesbank moved to tighten monetary 

conditions. Money market interest rates have risen from 3.4 per 

cent in April 1988 to 7 per cent in May this year. Despite this, 

M3 growth continues to overshoot its target of 5 per cent. 	The 

forecast assumes that two further increases in interest rates will 

occur, each of 1 percentage point, in the second half of the year. 

This would take nominal interest rates to 8 per cent, the highest 

level since 1982. 

German fiscal policy is based on a medium term strategy to 

reduce the fiscal deficit and reform the tax system. The pursuit 

of these dual aims has, however, led to it following a 'zig-zag' 

path as explained in paragraph 12 of the main paper. These year-

to-year changes in fiscal stance have not led to sharp swings in 

activity. 

The main issue considered in preparation of the forecast was 

whether the recent surge in activity could be maintained. 	The 

consensus view of forecasters earlier this year was for a sharp 

slowdown in 1989 followed by some pick up in 1990. This view was 

based on the belief that this year's expenditure tax increases 

would cut the growth of consumption and that the pace of 

investment would also slacken. 	In 1990 personal tax cuts were 

expected to push up consumption sharply whilst investment would 

increase at much the same rate as in 1989. (The IMF forecast 

shown in table 3 was typical of this view.) 
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Tgike 3: Forecast Comparisons 

Percentage change 	1988 	 1989 	 1990  
on year earlier 	 IMF OECD 	WEP 	IMF OECD 	WEP 

Domestic Demand 	3.5 	2.2 	2.5 	2.7 	3.3 	2.8 	3.0 

GNP 	 3.4 	2.4 	3.0 	3.7 	2.9 	2.8 	3.0 

Consumer Prices 	1.2 	2.8 	3.0 	3.1 	2.4 	2.8 	2.0 

Current Account ($bn) 49 	50 	48 	52 	51 	53 	62 

The current forecast is summarized in table 4. 	It is now 

clear that the strength of demand in Germany was previously 

underestimated. Although part of the strong growth in 1989Q1 was 

due to a mild winter, other influences have also been important. 

Despite the slowdown in consumption, GNP growth this year is 

expected to surpass that of 1988, with investment and exports 

providing the main impetus. The onset of 1992 and the tax cuts of 

1990 should also ensure that although growth starts to slow in 

1990 it remains rapid by recent standards. 

German inflation in 1989 is likely to reach its highest level 

for six years at about 31 per cent. Rising import prices and 

higher expenditure introduced at the start of 1989 contribute to 

this. 	Domestic costs remain largely under control, unit labour 

costs fell in 1988. The next major pay round is not until 1990, 

as a result of three year wage settlements in 1987, so the danger 

of a wage price spiral is low. 

At the beginning of 1990 the expenditure tax increase will 

drop out of the consumer price index. Monetary policy tightening 

will begin to bite. The assumption of constant real exchange 

rates also implies that the nominal effective value of the 

Deutschemark will rise in 1990 and 1991. For these reasons, and 

the low core rate of inflation, the forecast is for a quite rapid 

deceleration in inflation to below 2 per cent. 
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410 Table 4: 	Forecast 

Per cent change on 
a year earlier 

1979-88 
average 

1988 1989 1990 1991 

Private consumption 1.5 2.5 2.0 3.4 2.5 
Govt. consumption 1.6 1.8 1.2 2.1 1.6 
Investment: 5.8 9.7 4.5 6.4 
Public -1.3 6.1 7.0 3.5 4.5 
Private residential -0.2 5.7 6.1 -4.3 0.9 
Business investment 1.4 5.8 9.7 4.5 6.4 
Stocks 0.0 0.4 -0.4 0.2 0.0 

Domestic Demand 1.3 3.5 2.7 3.0 2.8 

Exports 4.1 7.2 10.2 4.8 4.2 

Imports 3.0 6.4 7.5 6.0 5.1 

GNP 1.6 3.4 3.7 3.1 2.7 

Memo 

Unemployment rate 8.7 8.7 8.7 8.5 
Consumer prices 1.2 3.1 2.0 2.3 
Effective exchange rate (1985=100) 114.8 112.9 114.3 115.8 

Current Account ($bn) 49 52 62 69 
% of GNP (4.0) (4.4) (4.8) (4.9) 
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The process of external adjustment stalled in Germany in 

1988, with an end to the decline in the current account as a 

percentage of GDP. The proximate cause of this was the rise in 

exports after two years of stagnation. The fundamental cause of 

the persistent surplus is the imbalance between savings and 

investment. 	The decline in public sector saving in 1988 was more 

than offset by the rise in private sector saving. 

12. The German current account surplus seems set to continue to 

rise over the medium term. This is due mainly to the expected 

weakness strength of exports. The 

continued well into 1989 and 

figures for export orders. 	As 

Germany is in a strong position 

of non-tariff barriers in the run 

of the Deutschemark has 

this is reflected in very robust 

the world's largest exporter 

to take advantage of the removal 

up to 1992. The deficit on the 

invisibles balance should also start to diminish. IPD flows are 

set to benefit from the large exports of capital that took place 

after the introduction of the withholding tax was announced in 

late 1987. 

13. To summarize, the forecast is one in which the German 

economy, with its strength in the production of tradeable goods, 

particularly manufactures, is able to benefit significantly from 

the prolonged growth in world trade. In this respect the 

improvement in the German economy compared with earlier years may 

seen as the result of demand factors rather than of an improvement 

in supply performance. Against a background of subdued growth in 

domestic demand this year the current account surplus rises 

through the forecast period. The forecast is for the inflationary 

pressures that have emerged this year to be reversed next year 

through monetary tightening and the low underlying rate of 

inflation. 
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I should like first of all to thank Prime 

Minister de Mita for inviting us to Italy 

for this Anglo/Italian Summit and for the 

very generous hospitality which we have 

received. 

Prime Minister de Mita and I met at the 

Economic Summit in Toronto in June. 

So this was an opportunity to continue the 

discussions which we began then, and very 

• 



• 
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valuable it has been. 

Prime Minister de Mita has already given 

you a very full and accurate summary of 

our talks. 

I will only touch on one or two points 

before taking your questions. 

Prime Minister de Mita clearly had a very 

useful and successful visit to Moscow and 

I congratulated him on that. 

• 
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• 

I think it is good for the Soviet leaders 

to hear the same message from all of us 

and realise how firm and united the NATO 

Alliance is. 

We all welcome what Mr. Gorbachev is 

trying to achieve in the Soviet Union and 

wish him well in that. 

But we have to remind ourselves that his 

aim is not to introduce democracy as we 

understand it but to make the Soviet  

• 
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system of a one-Party State in which the 

Communist Party is supreme work more 

effectively. 

Moreover the Soviet Union continues to 

10 	maintain forces far in excess of what it 

needs for defence alone, and to modernise 

them very rapidly. 

so we must keep our defences strong. 

There is plenty of reason for hope: but no 

cause for euphoria. 

• 
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One of the issues we talked about in this 

context was the Soviet proposal that there 

should in due course be a human rights 

conference in Moscow as part of the follow 

up to the CSCE meeting in Vienna. 

My very clear view on this - which I know 

is shared by Chancellor Kohl with whom I 

discussed it yesterday - is that our 

agreement to such a meeting must depend on 

• 
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concrete improvements in the Soviet 

Union's performance on matters such as 

emigration, release of prisoners of 

conscience, freedom for people to practice 

• 	their religion and so on. 

Otherwise we would be letting down all 

those brave people in the Soviet Union and 

Eastern Europe who have fought so hard for 

basic human rights. 
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Important progress has been made, but 

there is still a long way to go. 

We also discussed a number of European 

Community topics. 

The way we express our approach to Europe 

is perhaps rather different, but I think 

that in practice there is a lot of common 

ground, particularly in wanting to see 

completion of the Single Market by 1992. 

e 
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The spirit of enterprise is very strong in 

both Britain and Italy and both our 

countries stand to benefit from the Single 

Market. 

I stressed the importance of an outward-looking 

Community which does not erect new 

barriers against the outside world as 

it dismantles barriers within Europe. 

In this context we must make a success of 

• 
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the Mid-Term Meeting of the GATT 

multilateral trade negotiations in 

Montreal in December. 

For that to be possible, the Community 

10 	will have to commit itself to further  

reductions in agricultural support over 

and above the reforms implemented as a 

result of our agreement at the European 

Council last February. 

• 
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We had some discussion of the Middle East. 

I thanked Prime Minister de Mita for 

Italy's agreement to take part in 

Operation Clean Sweep to help clear the 

• 	main shipping lanes in the Gulf of mines. 
I also welcomed Italy's support for the 

sale of Tornado to Jordan. 

I reminded Prime Minister de Mita what a 

very serious view we take of Libya's 

action in supplying huge quantities of 

• 
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sophisticated weapons to the IRA. 

People are being killed almost daily in 

Ireland with weapons provided by Libya. 

I hove Italy will continue to take that 

• 	into account in its relations with Libya. 

We also covered a number of bilateral matters. 

I thanked Prime Minister de Mita for the 

excellent co-operation which we enjoy with 

Italy in working against terrorism. 

• 
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• 
I also congratulated him on the success of 

Italy's initiative in proposing a 

Convention against maritime terrorism 

which the United Kingdom has now signed. 

• 	I hope that our draft extradition treaty 
will soon receive the approval of the 

Italian parliament. 

I also said that I would like to see a 

treaty between Britain and Italy to trace, 

freeze and confiscate assets of drug 

• 
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• 
traffickers, in the model of the very 

successful arrangements which we have 

with a number of other countries. 

All in all, I think it has been a useful • 
meeting which has confirmed a good working 

relationship between our countries - and 

of course we always have in Britain a 

special affection and admiration for Italy 

and Italians. 

• 
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I was particularly glad that this meeting has 

taken place at the Villa Taranto with its 

particular connections with Britain and I 

am very much looking forward to planting a 

tree this afternoon in the garden to the 

memory of Captain McEacharn who built up 

this remarkable garden. 

• 
• 

• 



AGENDA  (4.5 friyal hatehl 	5arei„ ell). 

• 

• 

1. Developments in respective national economies: 

United Kingdom: Amato finds UK press reports of our 

monetary policies confusing and tantalising; he would 

like to hear the Chancellor's own version! 

Italy: I thought the Chancellor would want to ask about 

prospects for budget control after the new parliamentary 

voting agreement. 

2. E.M.U. - (articulated under three headings by Sarcinelli): 

progress in the EMS generally; 

the ECU; 

the Delors Committee. 

3. Taxation in the Community: 

indirect tax approximation (VAT and Excise); 

direct tax and savings. 

4. Middle Income Debt: 

the French, etc, proposals - or what should we do. 

C T01-'144105 

G.  The US post-election - (if anything to say). 

• 
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The following table gives summary statistics for 1986 and 1987 and 

111 	provisional OECD forecasts for 1988 and 1989. The Italian 

Treasury's Budget Forecasts for economic growth and inflation are 

given in brackets. Signor Amato recently suggested that economic 

growth could be as high as 4 per cent this year. 

Italy: 	Key Economic Statistics* 

1987 1988 1989 1986 

GDP: 	Nominal 10.9 8.6 83/4  8 

Real 2.9 3.1 33/4  (3.6) 31/4  (3.0) 

Real domestic demand 3.2 4.7 4 31/2  

Consumer prices 5.9 4.8 5 (4.7) 41/2  (4.0) 

Unemployment rate (%) 10.3 10.9 11 111/4  

Current balance ($bn) 4.1 -1.0 -3 -6 

* Percentage changes. • 	Source: Draft OECD Economic Outlook for December. 
Activity has benefited from buoyant domestic and world 

demand, and performance on inflation and the balance of payments 

have so far deteriorated only marginally. 

The inflation rate has edged up very slightly, from 41/2  per 

cent a year ago to 5 per cent. 	At around 61/2  per cent, wage 

increases in industry have been much lower than in the public 

sector. 	And continued strong growth in productivity (41/2-5 per 

cent in manufacturing between the first halves of 1987 and 1988) 

has helped to contain the rise in unit labour costs. Nonetheless 

the Government's target of a 4 per cent average inflation rate 

next year looks decidedly optimistic. 

Though imports have risen rapidly, so have exports (by 

14 per cent in value between the first halves of 1987 and 1988). 

The balance of payments is also benefitting from the fall in oil 
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	prices. A small deficit on current account is expected in 1988, 
following near balance in 1987. 



per cent of GDP). This is part 

eliminating the primary budget 

currently) by 1992 - thereby 

to GDP which is now approaching 

typg.u2/t1s/ln/if2/11.16.11. 

Fiscal and monetary policies   

5. 	Buoyant domestic demand partly reflects fiscal and monetary 

policies. In the run-up to the May General Election, the 

Government gave in to public sector pay increases (which averaged 

15 per cent between the first halves of 1987 and 1988) and control 

over public spending weakened. 	And, following the lifting of 

credit ceilings in March, lending has surged and the lira has come 

under pressure within the ERM. 

• 

Since the Election, the Government has been obliged to 

tighten policy. Budget measures (most notably an increase in the 

standard rate of VAT from 18 to 19 per cent) in May and July were 

aimed at cutting the budget deficit by L81/2  trillion, bringing it 

down to L1141/2  trillion (10.9 of GDP) in 1988. This is however 

still L5 trillion above the original budget target. 	And, given 

the continued pace of spending and the effect on debt interest of 
recent interest rate rises, the revised target is likely to be 

overshot. 

Italian short term interest rates have risen by about 1 per 

cent since the start of 1989 and at11.8 per cent, are slightly 

lower than in the UK. 

The Draft Budget for 1989, which was presented to Parliament 

on 30 September but has still to be agreed, sets a target for the 

deficit of L117.4 trillion (10.2 

of a medium-term strategy aimed at 

deficit (31/2-4 per cent of GDP 

stabilising a ratio of public debt 

100 per cent. 

9. 	The Budget proposals include spending cuts (particularly on 

health, pensions and transfers to local authorities) and an 

increase (some time next year) in the 2 per cent VAT rate to 4 per 

cent. Cash limits have been imposed on local authorities, health 

authorities and the railways. 

• 


