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The Italian Payments Tmbalance:

an_international economic relations perspective .
N o .

- [,,. # by
Marcello de Cecco

Introduction

Within a decade, the Italian balance of payments has experienced a
large deficit, a prolonged surplus, and a new and larger deficit.

In 1963-64 and again in 1973-74, the Italian monetary authorities
used the international credit market to balance the Italian external accounts
in the short run. TIn both instances, foreign newspapers were full of Italy's
chaos end impending doom. In what follows, I do no more than attemot to put
a decade of Italian balance-of-payments swings into its necessary international
economic relations perspective; my point of departure, very firmly, is that
in international economic relations the tail cannot wag the dog.

The 1963~64 precedent

Italy's boom (1959~62) was not checked, in time, by fiscal measuves.
Also, monetary policy remained easy perhaps until ftoo late. The boom-induced
balance-of-payments deficit could be financed by ample recourse to the Furo~
~gollar market.

Commmity deflationary préscriptions; issued with regard to I'rance and ‘
Italy in the early summer of 1963, were disregarded by Italy, applied by France.
In the early autum of 1963, moneta¥y Policy had to be relied upon to bring

the Italian boom to a halt, and to solve the balance-of-payments crisis.

The turn-around in the Italian payments situation was moet swift and impressive.
It took only six months to change the heavy deficit to a large surplus.
Nevertheless, the Community continued to prescribe deflation as the cure for
Ttaly's problems well into 1964, especially as the position of the Lira on

the exchange markets continued to be shaky in the spring of 1964, in spite of 1
the realignment in the basic balance. Bilateral aid was sought by Italy andy

a

given by the United States in March 1964, and this brought about an avalanche
of ‘eriticism by the EEC partners; the Commmnigy renewed its calls for 0
deflation, in the 'Marjolin letter', and finally got its way, as ifr. Colombo !!;
brought about a savage squeeze in public expenditure. The Italian economy, J.
ite internal demand depressed for several years, continued to develop mainly
thanks to exports: these found their way onto the world's markeis, as the
continuing Italian squeeze coincided with a remarkeble boom in the other
mejor countries, also spurred on, it must not be forgotten, by the Vietnam
war boom in the Tnited States. Investment, however, lapsed most miserably,

and the 1963 levels were not regained until 1968 (in nominal terms).

The 1968-69 Italian 'boomlet'! was brought to & sudden halt by the
great American deflation vwhich, beginning in the summer of 1969, caused
interest rates all over the world to align themselves to the American levels,
through the large capital outflows that the Buro~dollar market made possible.
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Summing up, it is not unreasonable to maintain that, by accepting
the EEC vecipe, the Italian government found itself unable to prevent
the economy from falling into a slump as rezards internal demand (and
especially as regards investment) vhich lasted certainly four years
(1964~68) and, arguably, until 1972. The Italian government, most
unfortunately, sought to remddy this situation, in the years following 1964,
by _injecting funds into private consumptich and by swelling_the numbers-of—
pg£i§E"EEH‘§§§EE§§§I§§:Em§Tgyggs. Investment, or what there was of it,
vas also delegated to public and semi-public agencies. By 1971, as a
result, 50 per cent of total investment was effected by the public sector.
This. proportion wds moke than double what it had been in 1963, HMoreover,
the Italian government defidit wae, beginninig in this period, structurally
transformed: it came more and more to consist of transfers from the public
to the private sector, generally designed to keep up intermnal demand for

congumption, particularly for consumer durables.

It is also arguable that, in the years from 1964 to 1969, the
unwillingness of the Italian authorities, faced as they were with
embarragsing trade surpluses, to revalue the Lira, led them to encourage
the maseive capital. ouiflow that kept the external accounts of Italy in
overall balance.?) From the point of view of the collective economic
stability of the VWemt, this was wime, as Italy stuck to the Bretton Woods
rules., Trom the point of view of national interest, it prevented the
accumalation of gold and foreign exchange reserves that would have otherwise
resulted from the surpluses. The Italian authorities traded off centralised
foreign reserve building in favour of private foreign reserve building, and
private reserves are hardly mobilisable, if the need arises, in the short or-
even the medium run. (That this sticking to fixed exchange rates also
responded to internal Italian political requirements - the export industry's
firm rejection of revaluation ~ ig not an important consideration in the
international context.)

Thus, throughout the 1960s, Italy played a very responsible part,

vig-8-vig the international economic system: having developed a deficit, )

she cured it prompily and effectively and, having. swung into surplus, she

was a 'good credit' country, exporting capital for several years. She also .
stuck—fo the Bretton Voods riules and maintained the pafity 6f her currency
unchanged.,

The 1 - epigode

‘ It is certainly impossible to get a clear idea of the 1973-74 Italian
difficulties if we do not study them within the context of international
economic relations in the same years. The main events that influenced that
context were the tw i Stateg devaluations. In addition, & peculiarity
of the game context must be noted, namely the lack of synchronisation of
the Germasn economic cycle with that of the other Western countries.

The firet U.S. devaluation will merely be mentioned: perhaps the recent
literature on world inflation has not devoted enough attention to the
inflationary impact that devaluing the world trading and reserve currency,

the U.S. dollar, had on liguidity preference. The first dollar devaluation
put the most faithful creditors of the U.S.A.,, Germany and Japan, in the
unenvisble position of counting large capital losses; and of having to think
again about a more appropriate mix for their reserves, but with the constraint
of being unable to buy gold. Japan reacted very harshly, getting rid of
perhang 10 billion dollars within s very few months, in order to acquire
whatever stable-valued liquid capital assets it could get hold of, especially
raw materials and primary commodities. Germany 'decided' to absorb the loss
with a smile. But it was certainly with very little concern for international
equilibrium that the German authorities set about deflating their economy late
in 1972 and in early 1973, discarding the fisecal weapon of economic policy
wtil very late, and relying heavily on monetary policy and on a measure -

the bardepot - whick was in clear contravention of the freedom of capital
movements. This dieregard for collective economic security on the part of
the German authorities can only be understood if one remembers the rudeness
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with vhich the American authorities had enforced the realignment of their
international accounts in the second half of 1971. In those six months

leading to the Smithsonian Agreement, the American sut ed
the 'everyone for himself' approach and fo very eager pupils in the

Japanese and the Germans.

Superficially, the European Community gave the impression of
reacting in a concerted fashion to the American challenge. The joint
float wvas launched, and adhered to, for some months. But it could
certainly not have lasted without a much higher degree of mutual consistency
between the internal economic policies of the countries in the 'snake'.
Basically, the decision on the part of the German suthorities to deflate
their economy at the end of 1972, and to rely only on monetary policy,
directly or indirectly induced Italy to leave the 'snake', and cauvsed
the dollar to be devalued again early in 1973. One has only to lock at
the levels to which interest rates had to climb in Germany before the
economy began to cool off, to understand the gigantic shift into D-Marks
from all other currencies. The exietence of the Euro-dollar market
undoubtedly made such glgantlé"ﬁﬁifﬁﬁ“ﬁﬁﬁﬁtble, and easy. But the
Euro-dcITar market had been in exiptence for a decade, contlnuously
grovwing in gizZe, and the German monetary authorities, who had skilifully
used it for years as a substitute for their under-developed internal
money market, knew very well what it meant to try to enforce short-term
interest rates of of up to 15 per cent at a tlme _vhen the United States.

e i ol A it vre

by meshs of reléfi;éi§—easy money pollcles.

For Italy, caught by the intermational currency storm of eaxrly 1973
just as a long-awaited and desperately-needed investment boom was about to
take place, there wag no alternative but to let the exchange rate go.

The devaluation of the Lira was forced upon the Italian authorities by
the sheer pize of the wave of intermational short-term capital flowe set
in motion by the glaring discrepancy between T.S5. and German monetary policies.

meant for Italy a very high rise in import prices. The deterioration in

the Italian balance of trade in 1973 is almost completely explained by the

worsening in the terms of trade. Exporters were certainly helped by the

devaluation, but it is much less clear that this coincided with a macro-economic

benefit. Internal demand being, ag it vas, buoyant in many important countries,
~the international market was certainly a sellers' market. Actual availability

of exportables was the real limiting factor, as the German export performance

in the same period has abundantly showm.

Devaluation, coupled with the wild rise in raw materials prices, f

In the course of 1973, the Italian authorities had to face the
following\g9licy constraints;

(a) a magnet for capital outflows represented by soaring
interest rates in the major countries and especially
in Germanys

(b) a2 radically worsened terms of trade situation caused,
as mentioned above, by rising world commodity prices
and the devaluation of the Liras

(¢) the near-impossibility of mobilising the gold part of
the Italian international reserves. (4s a result of
American policy, the gold market was frozen and could \
not absorb large sales.)

The only course left, before it was decided to impose another monetaxy
squeeze on an economy still far below ite capacity output and its potential
output limits, was that of using the Euro-dollar market once again, as had
been done in 1962-63. This course was made eagy by the extraordinary
amounts of excess liquidity poured into that market since the dollar
devaluation of August 1971 induced official and private dollar holders to
try to offset capital losses by interest gains. The quadrupling of oil
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Prices and the high rises in raw materials prices, however, made the

relevant borrowing needs look enormous, when compared with the equivalent
- 1963 figures. The Italian authorities, moreover, did not refrain from
using all the official borrowing capacity available to them through the
various intermational agreements. The BEC short-term intervention fund
vas activated, and so were the inter-central bank swap lines and the IMF
facilities. In the summer of 1974, a bilateral deal was concluded
between the Italian and German central banks, according to which 2000
million dollars were made available to the Baneca d'Italia for five years,
against a swap transaction in gold. (The Banca d'Italia sold the
equivalent of 2000 million dollars of gold to the Bundesbank at the price
of $120 an ounce, and the Bundesbank agreed to re-sell the same gold to
the Banca d'Italia, on maturity.) With thie transaction, the post-19T71
rules imposed by the U.S. authorities were clearly shattered: dollars
were sold against gold at a market-related price, between central banks.
If one remembers the endless debate about the 'means of settlement of
official imbalances' in which talks on the reform of the international
monetary system were bogged down, perhaps this aspect of the Italo-Ge
transaction has received less attention than it deserves.

When comparing 1973~74 with 1963-64, we immediately notice that,
in 1963-64, the unfriendly attitude of the EEC Commission and of the
EEC members to the Italian difficulties was coupled with a basically
international economic situation which rendered the turn-around in the
Italian balance of payments extremely swift and easy; in 1973~74, on the
contrary, the relative friendliness of the FEC, the IMF, and the main
central banks, has been combined with a basic international economic
situation which mekes the tumn-around in the Italian extermal accounts
much more difficult. 2)

For a country like Italy, a financial readjustment of external
accounts is clearly not possible. Italy lacks the finanecial infra-

- gtructure that helps Britain, for instance, to buy time by attracting
short-term funds and rolling them over. Vhether this infrastructure is
going to be of much help in the future is another matter, and one I do
not want to examine in this paper. Vhat is certain is that Ttaly can.
only effect the readjustment of her own external accounts by a real
Eiansfer of resources.

But this is exactly what the international economic system and
especially ite protagonists, do not seem to want. Both the United States
and Britain seem inclined to attempt to solve the basic imbalance in their
accounts caused by the oil and nen-~oil deficits by financial intermediation.
At the same time, the German authorities do not seem at all ready to readjust
the real side of their intermational accounts, by reflating the economy and
keeping the value of the Mark high, thus generating imports of manufactures
into Germany. In recent months, the Mark has lost about 5 per cent of its
peak wvalue. In recent weeks, the German govermment's efforts to induce state
and local authorities to borrow on the international market, in order to
circumvent the Bundesbank squeeze, have been thwarted by the German monetary
authorities. In Vashington, talks about re-cycling have more or less aborted
into the proposal of an IMF-based solution which everyone knows is acceptable l
neither to the oil producers nor to the United States.

On looking at the Italian experiences of both 1963-64 and 1973-74,
gome general lessons can be learmt: ' f7
'

-
(1) First and foremost, the striking failure, in the two largest = __ )
Vestem countries, ad Wellmf in_the smalier ones, to activate
the fiscal arm of short-term economic_policy. The last attempt,
in the United States, to impose fiscal restrictions on demand,
wag the ill-fated one of 1968, during the Johnson Administration.
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Its failure to gain Congressional approval determined the
subsequent over-harsh monetary squeeze, which led to the
tinterest-rate war'; to the German revaluation, %o the
subsequent American recession, to the attempt to cure it
by monetary release, to the short-term capital outflows
that accompanied the enforcement of this policy, and to
the dollar devaluations of 1971 and 1973. Appropriate
fiscal measures were postponed by the Italian goveimnent
both in 1963 and 1973, until they wvere adopted, too late
and too harehly, in 1964 and 1974. 1ecessary fiscal
restraint vias podtponed by the German goverfiment until
after the 1972 Bundestag elections. In all these cases
$§ngifz;gg;;gx;ugg_£gguired to substitute for fiscal policy.
e ensuing short-term capital flows, which are to be
expected in a world whexre the shorit-term capital markets
have become highly integrated, have only reflected the basic
failure, on the part of govermments, to come to gripes with
the unpleagant task of implementing politically unpalatable
fiscal restraint. Economic policy has, in this way, been
de~politicised as much as possible, by entrusting it to
central banks, thus systematising a highly dangerous form
of taxation without representation.

(ii) There was little, in such a context, that the international
finaneial community (including central banks) could do_to
Telieve Ttaly i T9T3=T4WHich 1T 8id"f5T actually do.

s WaB TS Taareve Bl oxXI 6 ting DOrroWing faeTIT I Were

uged by the Italian authorities but, in a world where all
relevant governments refrained from doing their duty about
fiscal policy, all the burden of adjustment had to fall on
interest rates, and thus on debtors. What Italy needed in
1973 and 1974, _and will need in 1975, was and still is_
a.German-and _Americafi TerTaticn, THiE would rmake the
adjustment much easier, and Trequire Ttalian interest rates

less punitive than _the _ones_that have been imposed in the

Tast nine months., Uo measure of international financial

~assistance can be a good substitute for this bagic readjustment.
In the last fifteen years, German monetary squeezes have been
frequent and harsh, but invariably they occurred in coincidenge
with American monetary ease. It is only in the last year
that we have witnessed the coupling of monetary sgueeze in

the two pivots of the world economy. It was Italy's bad lucl
that it attempted to revive investment in such an inauspiciou
international cilimate. And the situation, in spite of

" yhatever intermational loans the Italians may manage to get,
will become desperate if the German-American monetary squeeze
continues in 1975, and world depression necessarily goes with it.
Ko degree of international co-operation can be substituted for
such a bagic, real readjustment. International assistance
mist be limited to extending bridging loans to see debtor countries
through, while the United States, Germany and the oil producers
find an agreement on how the transfer of real resources that
the oil-price increases entail can be effected, and while the
Tnited States and Germany put their fiscal and monetary houses
in order. But bridging loans have a meaning only if these
real readjustments take place.

Ironically, however, it will not be the debtors who will have

to be particularly concerned about the debts they incur.

This is especially true in the case of Italys: +the stock of
Italian debts is so high that creditors just canno

gee_Italy Zo-bankript. ~TLiké Samson, she would go down together
with all the Philistines. Vhilesho remained virtuous, Italy
had ne power to ignite the powder keg. Novw she does, and it is
indeed sad that the international economic system has worked
iteelf into such a situation.
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(iii) Both the United States and Germany have been throughout the 1960s
and the early 19708 able to export their economic political
_difficulties abroad. The United States has had the intemmational
monetary system at its dispomal 1o get rid of its internal excess
demand. Germany., for its part, has extended ites labour supply
by using a foreign labour force vhich cannot vote during ite
residence in Germany but whose contribution to the German social
gecurity and pension schemes must not be overlooked. At the
same time, the size of the foreign labour force has been tailored
t0 the needs of the German economy. Moreover, both countries
have played the free trade game only while it suited them:
the United States imposed the burden of readjustment on its
creditors after August 1971 by openly and plainly threatening
a trade war; Germany, for its part, has closed the immigration
wvindow whenever it has felt like doing it, and has not refrained
from imposing the bardepot, a measure which, as mentioned earlier,
clearly goes againat the letter and the spirit of economic
liberalisn.
At the same time, both countries have emitted a constant streanm
of virtuous statementsg about collective international economic
security: ' the United [States has come forward with repeated
offers to strengthen he Atlantiec Alliance by adding an economic
wing to it Germany Has been active in fostering a. greater
degree of Buropean ecdnomlc and political integration.
Seen againgt the background of their real policies; these
pious attempts, on the part of both countries, must be
considered more than mlldly schizophrenic, and at least could
be likened -to Penelope 8 weaving endeavours.

=000~ -
Chatham House l ‘ -"‘. M. de Cecco
London S.W.1. ‘ Qetober, 1974
€ wm«wx '
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FOOTHOTES

Capital outflows from a country with g relatively 'strong!
currency, as the Lira was, between 1965 and 1969, would be
hard to explaini but one has to remember that Italian bank
deposit rates were consistently lower than those ruling in
other Vestern financial centres throughout these five years,
that a good part of the cutflow was motivated by the desire

to avoid taxes, and that the Italian monetary authorities
repeatedly induced Italian commercial banks to lend foreign
exchange on the Buro-dollar market, by giving them the required
forelgn exchange at attractive swap terms. The extent of

the capital outflows can be gaugzed by looklng at the following
figures:

Total financial outflows9 from Italy to other
countries, as a percentage of Italian current GII

1966 1967 1968 1969 1970 1971 1972

3,5 2.4 3.5 2.9 0.9 1.6 1.2

Source: G. Rotﬁ, Sfruttura ed evoluzione dei flugsi finanziari.

in Italia (Turin, Fondaz. Agnelli, 1974).

In using the expression 'relative friendliness' I have not lost
gight of the fact that, at the same time, 'an assorted set of
national and international d'ficials, bankers, politicians and
chancellors! - as Luigi Spaventa graphically puts it in a
forthcoming paper - stated the following prlnclples of inter-
national economic behav1our

'First, let each coun%ry find its own way out of the mesa.
But, second, don't let any country break those rules of
gentlemanly behaviour, which, more than preventing a damage
from being done, prescribe hov the damage should be done.
Third, an increase in intermational liguidity is to be
avoided, because of its alleged inflationary effects.

Fourth, the market can take care of the problem of finances
provided, however, fifth, that countries do not attempt to
live 'beyond their means' and citizens of wealthier countries
are not called upon to pay for the excesses of others.!

~000~
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Notes for the Conference at Chatham House on 'Italy in the E__g_ro_"pean
Community and in the Atlantic Alliance’

A:gimilar path was followed by the Italian Communist Party which, in the

Concentrating on the Eg and on the ;Aé is not only a way of reducing

the analysis of ##e Italian foreign policy to a restricted area and to
the most relevant one; it is also a way of focuseg.ng e attention on the
internationai environment which, in the present si‘i:{lation, gives aids and
constraints to the country, therefore affecting the domestic political
scene. Etaly has been part of the Alliance since 1949 and of thefEC
gince 195h8f"~*fh‘e acceptances of both the Atlantic treaty aﬁd the treaty
of que came out of sharp domestic political fights. In the former case,
to the strong opposition of the commnists and the socialists one could
add the divisionsm‘éhe' social democrats (Saragat) ),now the advanced
point of ke Itelian 'itlanficism‘) and the reluc;tance even of a small wing
of christian democrats, the ruling party since the war {De Gaspari).
The debate over the ra.tifica:tion of the Rome treaty, 8 years after, witnessed
a small but important eveolution because of the abstention of the socialists,
symptom of that approach&ﬂgvggm"en{: s (the so-called a.pertura.
a smlstra") which implied the acceptance of the Atlantic Alliance as well.
Since then the socialists have not only fully accepted the two treaties
and their political implications but I\Tenn:L, when i;;azez.gn minister, gave a.w;

(o outstandyag exdaple (s o forut angls o feclava frou i foo
strong European stamp to his action ( ~LORAOR J N\ L1 ot X%u;ef

hUM‘. i
'"Leu\é fAvL

late '60s, carried out a thorough revision of its attitude towards the

MW

@r)v .
i, Ha M
/‘IZOQ}

Buropean Community resulting in the G’M,t"t, of its deputies J.nfa/ the |
Buropean Parliament and later on in a formal acceptance of NATO. As a
consequence there was recently in Italy a situation of no fundamental
difference between £overnment and epposition as far as foreign policy is
% Uiz,

concerned. During this year, after that critical winter

certain tension over the atlantic links and disenchantment sbout e
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European integration has shown up, not necessarily along the line{ #f<amg,

between majority and minority. I do mot think that this is going to
jeopardise the Italian membership in the fwo institutions, but I do
think that the matter is worth watching in the light of their evolut:.on,

dUs Laripn .
and this is why I suggested this subject for our ocenxersebier- today. -

(, \i\l ‘,L )LI\C
2. Foreign policy was the preroga,t:l.ve o_]’sfa‘.fe % M’% ) ‘government.

Yow in an 1n'berdependentlwor1d 'blhis is not the case any more: foreign

policy is the result of several activities cdmin_g from different actors,
‘public and private, nof always consistent between each other_ and with
| +he -gover.n’ment Apolicy-. Because of the lack of ‘politica.l will and :'l

' - ¥
imegination to face this new situation by taking measures, ie by setting up b

I -
)
- 3

R r?/ institutions// at the supranational level, there is a certain degree of

; “ snarchy in tbe intgrnational'relations. This is frue for the industrialized
’fii;{j**f world, particularly Western Burope and, particularly, for Italy. In fact,
becauge of the endemic and increasing weakness of the Italian go%rernm‘ent,

one camnot fully underétand Ttalian international jaolicy without taking

into account also foreign policy activities and attitudes of political

forces, business and trade unions.

Of course transnationalism is stronger in the Buropean Coh:mtmity,
a rather new type of state interdependence, than in the Atlantic Alliance,
d kl\d;’ﬂ%sf very different from the traditional alliance. But since behind the
alliance there has always been, and there is very much today, the TS,
EI a with connected politida.l, economic and cultural links, the imr"olvement

of the entire Italian system is important also in this case.
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Cons:l.dering first the Ita.lian political forces, two a.spectsVstmke

umaaddy foreign observers. the little attention given to international

issues and their exploitation for domestic goals. This only partly

contradicts what I said before about the evolution of the Commmist Party

and of the Socialist Party. The Communist Party is a rather separate case:

(1) 7Pirst of all, it has its roots in the world commmnist movement' and
not oudy
has a long-lasting tradition of international relations, V:Ln terms of

J.nterparty relations, but#nstbeeﬂsy since the :.dentif:.cat:.on of several
. alse i ferns of cubu-stati nelabivus.

partles with the\g’ sta‘tes,v The dependence - independence - interdependence
issuezis for instance very . famil:.ar to (its: *[éaders,

(2) Then the Ita.lia.n Connmm:.st Party has been always in He opposition
(with the exception of a very short time just ai‘tér the war) and has felt
the nee& to qualify its stand with respect to the majority. Approa,ching_ o
the government area, as it hasw trying to do in the last few -
years, has méa.nt also that it ha.d to find a new foreign policy line, which
takes into account the international environment of thé country, namely

the European Community and the Atlantic Alliance. These are the reasons
for a relatively intense foreign policy activity, which'makes the Communist

Party, as I said, a separate case.
extermal
The iatermabionml links of the Socialist Party have been weaker:  the
o
the importance of the 'T.mfelwaﬁm( is less compared with the communist
international institutions. When in oppos:.t:.on with the Communist Party,

TX&“ e
the socialists were overshadowed by the:.r colleagues.. TFhereswea—taon, as I

‘mentioned, the time of entering the coalition government which required action

&
in the foreign policy field, both .aszsubject of internal debate and as a

line of external activity. Then it gradually joined other coalition

parties in 'Hl («VL low international ymf:"ﬂ.
ui lade] v :
and the so-called lmke=te: o el (ta bmﬁ” parties) af'ter the

Actually(the CD

times of ‘great choices! ¥ - in fact the Atlantic Alljiance and the European

Communityﬁha.ve gradually lost interest in foreign policy matters, assuming
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that Italy should not have prominent positions in the world scene and that
they were dealt with by the government within these limite. As far as
the European Comﬁmmity is concerned, this coincided with the shift of the
focus from political to economic integration ( ).

Moreover, for practically all parties, there has been a rather common
feature: +the exploitation of international issues for domestic goals.

Two reasons can be found for this: first of all the assumed stabllity

A LM Can
and little neddianes of Italy'a international position; secondiy, as

<
an American ﬁm‘;put it@ 'in an unstable sy_c;f'ow\ with

stalemating tendencies, frecjuen‘b governmental crises, and constant political

manoeuvres within and among parties, exploitation of foreign pollcy for

o with wped f
&a:whaﬂbzmm

internal purposes is almost inevitable'. ‘This is true

Buropean integration, but even more for the Atlantic Allaance.

MThe production force‘s, entrepi'eneurs and workers, aTe naturally interested
by:{éc.:onomic and social aspects of ‘the international relations. The EC

is, thus, in principle, more relevant 4o them, Buéiness was initia,}ly
reluctant towards integration, and was forced @b}r i)o'iitica.l decision.
'I‘hén during the '603 it was able to mekedd very well and to take advantage
of the.Coon I\Lfarket. In the early '70s, more than 40% of #we Itglian
trade was absorbed "tfy the Community par'l;ners. Never’ﬁheless o Ttalian

industry, especially inyadvanced sectors, has been linked, as all other

- European industry, to the American matrix. Thus Italian business has

become pro-European, but over a permanent rather widespread pro-Atlantic .

priority.

o Ha,

Unions have become only recently interested in fore:.gn igsues Auninies
the problem of migrant workers. 'I‘he opposition of the great majority
of ke Italian workers to the Atlantic Alliance and, to a lesser degree, to
#W® FEuropean integration, was dictated by political parties, in a time

of strong dependence of trade unions on them, In #ae recent years, the
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gituation has changed pexalle he DIranese—o L ABOm i on
vr:ﬁ—reepgégrﬂ/{ ties, There has been g increasing attention to foreign
ispues, especially Community ones. The main feature has been the recent
entry of the CGIL (commu.mist dom:.na,ted Trade Unlon) in?the European Tra.de

&,#M (3 de W/ ol Feotnahie

Union organization, ﬁoﬁwtng—the—-}eemg—ef%zu%mmnated mW’FT’
LU,

In contrast to the ‘good performance, before recent events, of the Italian
economy in the Common Market, there are discouraging figures, recently made
known, relating to what the Italian government was able to take out of the
Community of Six eéf:c/il the end of 1972). The agri_cu;hlral fund supplied
to Italy a total of 53 (,Q./per capita (as against_g@a for France), ie ‘
24.5% of the total yield . . (while Italy represented 29% of the Community |
population and 409/ ofyﬁeasantry) V dgricultural fun?meea&s%?ﬁf the total
Comnmm.ty g;‘-bj@e;ha:eg But even of the remaining subvention, Italy has
received 78.6% of its share in the form of loans at interest rates similar
to the market OWVLLA . wég only 16.37% on the form of grants,
direct contributions or soft loans, ie the smallest figure in the Community
(£4.37.4% from Holland). This shows on the one hand how ingensitive the |
EEC was towards the Italié£ case, and on the other hand how wegh the Italian
government did to defend it. E‘he administration,%m.iée *the foreign
office, has been almost totally unprepa:reé. to deal with Community problems.
Even inside the Farh€iing '::ccording to an inquiry we made a few years
ago, EEC positions come very low in the aspiration priorities of our
diplomats or future diplomats. (aj’same can be said about transatlantic

relations: sympathy towardsmhma:sat&-en has(DWhMMMJ’ —

The majority pa.rties relying qn government, the government resenting the
miFonavt choum’ Q Wgﬁ,}l@) pivol

lack of At e parliament is the of this unproductive

vicious ‘circ{gy, vhich can be extended over a large part of foreign policy.

Parliamentary debates over international issues are often concentrated on

marginal issues - Vietnam has probably taken more time than the EC and broad

Atlantic problems.
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Are the&? “i"orei'g,trpoil_;‘.c_yum alternatives for Italy to West Buropean
ipteg:ra‘tion and Atlantic solidarity? Ever since the cold war, the communist
world has appealed to the Italian left, first as an opposite model vig~-a~-vis
the West, ﬁ"then as a prospect for a neutralized Burope, and finally as a
partner in a security agreement that would, de facto,m block
confronté,tion. None of these scenarios has worked: the present trend of
the ﬁCSCEtowardsteanmglesmemwls the fllnal disilluslon. West
European integration is not considered any more as being contradictory to
détente policies. As I said before, the _Atla.nt:.c Alllance is now accepted
by both socialists and commnists as necessary, until the 'dissalui_:ion of ’ /))

Eeadcg ' ocecurs. -‘LA- ;ec'ehd alternative forei‘gh poiicy line-r deriving
from early Italian history comes from the Medlterranean. Traditionally power
and/or self-assertion pollcles have looked att the Mw{t ﬁrmnm ba&m They have
usually had audiences on the right of the .Italian political spectrum., After
the war, nevertheless, there has been the support of ENI (sta,te owned oil

P et

agency) and of leftist catholics @eﬂaﬁeaa-ee&?ezenees—organrzed“‘by_ '

mto a more Pm»M attlmde, puttlng together Hrkee A RoFhen
o (

lqa*. Ovujv
%d%o m.owb salad of Ynterests,

1- . iod a:Ld o development%ﬂ&\q
o b 8 et o vitwod i shian ctumeni sm -

The few aa*a.-gas,—‘ﬁee at remainedgs as a result of this,in e Italian foreign
] law‘ QS ’" )

policy, were not such as to save us from being put by the arabs into the

o —
limbo of the neither friendly nor enemy countries, after 'th‘lK:.ppur war.

In the present situation, for most efade countries and particulariy
for Italy, making extrapclations out of the recent trends is risky, and

making predictions is doubtful. I would only like, in cdncluding, to come
LA Y

back to my initial point, ie:the relevance of the European Community

and the Atlantic Alliance to ¥a JTtalian domestic pelicy and vice-versa.
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It is known that the present very acute crisis in Italy results from the

Suerginpgaids a difficult international situation, due to the drastic increas
‘ 2

, "f our lubelaus®—&f payments onsequent to the steep energy cost increase,
O.

J

L'Eu.

Vwith domestic troubles, that mostly come from the end of a political
Tkl s MW/‘ Y
generation that ruled the country for 30 years uninterruptedly, which/wes has
Ao

e~

often considered a sign of stability but is also a sign of
To increase stability effectively, three ways have - been conpidered:
(1) The 'rajeunissement' within the present coalition/‘which does not
seem a far-reaching change bec of the la.ck of personalitiesy Guu 0

a aching ge because P iesx owg Youdpa .
(2) Moving to the right, which cannot ~go -bel‘Zmd the small liberal party,

after it is clear neo-fascist groups have been a.lmost constantly planning

Phis b f‘éf’kf./‘uw woild P I T 0 LN T R F
coups d'etat‘*aﬂé-:m-}&—\]’rﬂre}ykhse Soc:.a,lz.st Party.fo -&ﬂuvc Hu.iwe/;m,.u/-

(3) Accepting the support of the Italian Communist Party, the so-called
1 ot friuii, ABr'co ' which has been polarizing the Italian political

debate for the last eme—er—~twe yearfor JTw»,.

As far as our baléance of pa.ymenf&problem 13 concemed, we have experienced
international solidarity to a great extent. Italy smf;:r:'elgn debt is at
present as high as 16.6 billion dollars, and likely to increase to about
18 billion dollars if the Community loan presently to be nego‘?ated with o0il

producing countries should be ﬁsuccessful. According to Treasury Minister

@&UIV[&O , we are likely to need - L —————
.. . I : B |
ET . v yral -fo.rd'ﬂ#» fmmu«i Wﬂ*
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8. The evolution of the financial sources and the associated M[h‘eﬂns
add, nonetheless, an interesting feature to this substantial economic help.
The international financial market (mostly the Burocdollar)}, the IMF and
the EEC were the instances where we applied successfully. But thia is
i dial

not the case any more. At present we have to resort toYcountrJ.es, e

”~

d namely Germany, to which the EEC is an increasingly
transparent screen, and the US.,

On the European side, we have been asked explicitfly economic

e .

conditions. Traditionally the EEC has suggested macro-ecconomic ©r :
\—.._______.__i

\J

measures (containment of inflation, reduction of deficits, etc) to the

Italian Govemment@). Recently the lcoan from the German Federal
"

Government was given at rather eemmem interest rates, with an additional

Al &
T - brodon e
o

T Con ]
gold guarantee, which is likely to kide a simple

Attempts to give the Community effective micro-economic 4 .;'lstruments to %ﬁ'%
enter #ae Italian economic policy, from the so-called structural policies
(regional, industrial, social) to the proposal of including project support '
facilities in the draft of the present g)mmunity loan )have not been
-successful. I find it very unfortunate, because this, I feel, is whal

Italy really needs.

Then there is an implicit institutional oondition associated with the
membership 6f the EC. The similarity of the ingtitutions of the /V' l‘m s
the refusal of Southern Europ%thoritarian regimes, vérified @

"o contrario' by the opening toward Greece and Portugai after thelir recent

evolutions towards democracy, @—@been pointing to a European
h?;—‘ = 4o be saved. If it is kept, 'bh:l.s will sound as a wa.rnlng

1o my country. If, on the contrary, the Comm1.1m.‘l:;sr should become a ld’ser
agsociation of states, sd@e this unique featurgofgs likely to be dropped.

o _\\ E‘rom the Atlantic gide, and namely from the ﬁS, we receive rather mixed,
- if not contradictory, pressures. On the one hand there is the plea for

2w

E A
discouraging epidemic inflation ( éﬂ_ 9¢ requests for establishing a

ceiling to credit facilities) and for efficiency. Nevertheless,
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heans

political wmdl'ﬁ'@us appear -exEieg, substantially if not formally, than
economic ones. Kissinger's a.lmost explicit admission of CIA interferences

in ¥Ee.Italian gmme politicsy when

& a governmental crisisVby a political group well known for having strong

American connections, is revealing. Poli‘tica.l conditions are abee likely

to be stronger than institutional ones, as thefAtlantic Alllance history Q!‘AQ

and present situation demonstirate. The increased strategic importance

of Italy, because of the 'gfowing confrontation in the Mediterranean and of
the reduced Greek commitment (even if the need of Italian bases for NATO

was highly exaggerated))will only dramatize this,

Thas, to conclude, there is, as I have tried to demonstrate, a complex
interplay betweehgta.lian domestic scene and Italy's membership in the EC
and the AA. I do not think, I repee.t, that there is a problem of whether,
but how to stay in 'l:hese two institutions. This will depend, more than ie
comnonly understood, on the evolution of integration as well as on that of
the Alliance. If the Communitjr will definitely ch&'ﬁ/e, toward@
a weak intergovermmental structure and, connected with it, the AA will
evolve towards a series of bilateral links centgred in Washingtoni this woﬂ‘l:
help the survival of the Italian institutions. The hierarchy of the
European countries will become more evident and Iviphies WML- - w/:f
are well aware of being at the bottom. But the destiny of Eu-ope may be

eﬁmo.uﬂ) |
more common than\?o' ur 1

- .:‘" o R A o, (
i =V ‘ena.bleﬂ' us to perceive.
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THE INTERNATIONAL FINANCTAL CONTEXT CON‘I'E}[T Yo
" by Dr' Kurt Richebacher - L .'7-",

Inflation or ueflatvon, inflation or recess 1on, that s the
question. I__.-ool-'.:ng around us, we are con‘rcn..ed with a-
be‘willderring: 'conltr_é;st. -Wages, prices ire rising move
.- . rapidly than ever before, with Ge;'rf;an',r as the main ex-’
R céption; Qn the :other hand, the current money value of
practualiy ;very tv'ae of proner‘-y, ré.noi g from sha.res

over real estate to commodltles, is suf‘ermo €NOrIous

: declmes, compa&ed with price levels of only half & year

ago. Where are we -- in the m: st of J.nﬂatlon or de-
flation ?

e

N -

We are, indeed, confron ated with a Grastic, a dramatic
turn of the economic and rnone..ar'y c‘lima.-te all o've: the

world. In my opinion, th1s cha-mge is governed by th‘-eu o

N

1den"1f1c.ble :mﬂuences.

B L - .
- (RN

| Firstly: Credit restrictions at last produce their effect

- . . ! “I . N - . [
~on our &conoinies. o : ‘ S
y . i & .

Secondly: Acceleratmg :nflatmn absorbs mere meney,

and credit. Greater amounts of money and credit are

necessary to support a given volurme of -goods ancd services.,

\‘I'

Thirdly: Cn top of these two coniractive influences now

comes a third one:' Oil - a four fold increase of oil prices

pilieetly

with far reachmc cons ecn.ences Putt'“ﬂr it in 2 nut-saell:
What happens is masb;ve t‘ans ‘er of pur asing power to
&

0il exporting states resultmg in 2 marked shift iz the
.l . . . L

-pattern of world inceme and of world payments.

e o A —— i e et S
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"~ Trying to assess the European economic sitwation in

'1diper cent. Well above ¢

_comes now for var ious countries on top of high exis t*n -

deficits.’

.Altogether, s0 we agree, wé_arelfaced with an unusual and

explosive mixture of prohlems.of which no country is spared,

"leaving alone the o0il prpducgrs.{ﬁowaver,,there are wide
‘divergencies in degree. The United States is ' the counfry'
which is far less dependent on o0il imports than other

.contingnts and countries, far less also than Europe.

'

“the world-wide.context I have to Statg in the first

'place:the,obvious{ __'; - - .

There are extreme leerCﬂﬁclé from country to coﬁnfry
measured by 1n’1aulon, maasu ed by balance of nay—'.\éj_
menta’ apd measu;pd pg leve;s o€ domestic ﬁemand.J/vﬂ

o '-;5 B R S e . -
- To g:ve vou a brlaf skeihh of the 1nfla.ufﬂarv nlcture,
Germeny, as well known, s»ands ‘out as the countrv with
thc 1owest'fa+e of 5nfla»1on, just about_? pe; cent
A groun of sma¢¢er cou niries like Switzerland, Austrié,
Belgium, The Netherlan ds, bhas infiatioh_raﬁes around

cme countries Jik@.Ffﬁﬂté,

Great Britain and Italy, this ord wizhn inflation

+

i
rates ranging from 16 ‘o 20 per cent. Inflation is

most rampant in the whola residual group of lesser

-

developec count ies at the outer circle of Europe,

starulng from Finnland ova furiey, Greeéce, Yu«oslav1a,r

Spaln. Poritugal. Here anlatipn ig at its highest

between 20 and 40 per cent.’

v M
L]

With 1nfla+1on so divergent, it is clear'that_alsb

balance of pay“ nis positions differ extremely. 0il

BTN

R
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dlvergencles between countrles. Three European countries

- As a heritage of earlier monetary overexpansion practically

all countries had and still have quite - a lot of reserves

and credits in the pipeline. But with these massive deficits

most of them should quickly get through " them. The danger

"4n this situation arises not only from the magnitude and
likely duratioh of the o0il deficits, but-from‘their ex-
tfemely uneven distribution. Western Germany and The
Netherlands together will record this year a current sur-
plus of around $ 10 billion, which squeezes other countries

in addition. Among the industirial countries the bulk of

the.deficits falls on a handful of them: UK $ 9 - 10 billion|

Italy $# 8 - 9 billion, France 3'6‘- 7 billion - and out-
side Europe Japan with § 7 - 8 billion.

.To understand the meaning of these figures, it may be
worth mentioming that in the case of Great Britain and

Italy this accounts for about 6 % of the gross nétional

i A A o TR e T TS T

[T

product.m By contrast, let me recall that &t the helght
3?ﬁ;£e dollar crisis in 1969/70 the current account
deficit of the United States did not surpass ‘an equlvalent

-

‘of 1 per cent of national product.

”»

‘Most of a year of higher oil prices now lies behind us.

Though payments on the basis these prices did not start
before April, the impact is already of staggering pro--" v
portions. .During the first half of this year, OECD

countries as a whole_hnxgmgggigiggggmﬁ deficit in their
—

- current account amounting.to 3 22 bllllon, compared with
d’gﬂgggzllion surplus in the first half of last year.
' _Out—at_iz_ll_gg,eﬁze—b»i.LLiongmgnglymtwo thirds_or $.15_ billion .

was covered by capital-imports, . and one third or $ 7 bl.'l.llonj:1
M

— e T T -
B T

by drawing on reserves.“ Again these f1gures hide wide
b haslba i ik
- France, Italy, UK - together managed capital imports
of 3 12 bllllon, whllst Germany had a capltal outflow
of 8§ & b11110n. '

[ - . e .. . e ie ) e smem e da = memee bR chian e

i
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In fact, one may say: The mo?t.notewgrthy feature of
experience so far has been the smeothness with which this
" financial revolution has been overcome and extermal

- deficits have‘been financed. Individual countries have

o obtained the capital inflows they each needed to offset

their current deficits. The quest1on is in how far this

‘can give ug hope for the future. Inspite of this hopeful

beginning we mostly agree to-day, 1 thlnk, that the
problem of financing all national o0il deficits will be
unmanageable for private markets. As experience

already amply shows, the access of a country to inter-

national finance is strongly affe its success

i

or failure to cope with domestic stability and external

%
geficites.

_——

' The large international banks, which have so far been the .

- .main financial channel, will contlnue thelr functlon.

i/ Nevertheless, :l.t ig isipossible for them to lend n.. -
without end to countries whose international solvency
is bound to be questioned. We can only rely to a limited
}_extend on the banks as intermediaries forfthe recycling
~ of the o0il dollars. Fof Europe, there is an urgent need
.'Tfor alternative.financial channels to Sﬁpplement the

banking system.

' A second question concerns the direction of the flow of
the oil dbllars. Contrary to earlier expactations _an

overproportlonate part of the. morney has gone to the

'Unlted States. Accordlng to official sources (Bank of
__-___-—M""-"""'

7 England) the oil-exporting countries have accumulated
- from January to Juiy of this year a total surplus of

_'$ 25 billion. Thp 1nVestment of the surplus can be
?identlfied only,roughly, but so far it would seem that

‘up to one eighth of it ‘corresponds to increased

"5‘5.u

o
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sterling assets, including some euro-sterling deposits
held outside London. Most of the rest of the surplus

appeaims to have gone into dollars, a large part directly |

_ to the Un1ted States, trgasury bills for example, and

a smaller part into the surodollar-market.

So much about the oil deficits as far as Europe is concerned.
Let me return to the question of the present economic
situation in Europe and possible future development.

One can say fhaf by now all countries have reinforced

their counter-;nflationary,policy which normally should

also help the reduce external deficits. Up tiil now, how=
ever, bpthrlnf;gtlon rates and externalﬂefﬂﬁié seem to -
_escaléte further. But the repercussions 6f the measures

taken to restrain 1nflat10n are clearly to be seen in a

: generdl weakening of demand. What is most significant

here is that Western Europe's current cyclical downswing

is close to what secems to be evolving in the United States;'

" not only in its origination, but in its.time-phésing.

The slowdown began at the turn of the year, almost
exactly as in the United States, and again like the US
was so far relativély moderate through midsummer 1974,
the latest‘daté‘for which sufficient information is _
available. As in the United States, residential construc-
"tion, automobile production and financial institutions '

-and markets - share and bond markets - have been hardest .

\.

One of the reasons. _behind this disquieting phenomena,
e A T N e S

of course, 1s that other countries, too, are deflating
s gt “cin

..... L

-thqlr economles. So the Unlted States,_andﬂsn_ﬁenmanx

And the,quest1on really is who deflates most. In this

respect, I daré say, Germany contznues to be at the head
o

”‘ T

. of the league =~ the result belng the rise of our export
I e .

st e e : R S R
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. our re atively low inflation rate, Jjust above 7 per cent,

surpluses which continues ﬁnabashed. Due to slower world
demand our exports are slowing down too, but with domestic
demand inside Germany contracting faster than abroad, our
imports are declining even faster. And projecfions are

that there is no end yet in éight.of’this contrary movement
between exports and imports.

.During the first eight moﬁthé our trade .surplus with

the rest of the European Comﬁunity has more than tretled
against last year, in figures by more than DM 8 billion

to DM 12,5 billion, equal to about § 5 billion. But

80 per cent of this increase of the surﬁlus has fallen

on Italy, France and‘UK,-@n this order.’

Clearly, German economic and monetary policy will play " |
a"central-rolereiyher to ease or to intensify imbalarnces g
between countries within the Commuﬁity. Trying to assess
"German policy and future development I do not expect a
really worthwhilé“relaxatiOn of monetary policy before
the eﬁd of this year. Taking account of the usual time-
lags between measures taken and their effect on economic
,qctivitfj I find it difficulf to conceive an upswing of
domestic demand beforé the middle of next'year,'always
provided that'expansionary policy will be successful in
time.

‘With the economic key-role of Germany in Europe in mind

I_would like to make a_few remarks_about_ ourselves.

Germany has two trﬁmp cards at the moment: The one is

and the immense foreign exchange surpluses. This yeér,
our foreign surplus will reach-DM 50 bi;lion, our current
surplus around DM 25 billion or roughly $ 9 - 10 billion.

4
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To many foreignérs both are symptoms of first class

“national health. About the causes behind this, there

can be no doubt. Practicallj‘oﬁe.and a half years of

~an exfremely stringent monetary policy lie behind these

" achievements. And this pollcy had its pricey I shall

mahaa ﬁmrrmmukacm that.

' On balance, the German economy is stagnating in real

terms, but this is the'average.of,two_extrémes, of a SR

depréssive home market and overhéatedrexport markets.
.With foreign demand so far Being very strong} tight

monetary pollcy 1argely shifted- productlon into exports.

CA lor of these exports you mlght more suitably call

emergenC} exports. .
e e,

r

To give vou an idea of the actual economic situation in

Germany, let me present some figures. Unemployment has

risen over the year, seasonally adjusted, from 1,6 to

" 3,4 per cent or nearly 800.000. Capacity utilisation

is down from 92 to 81 pef cent now. In spite of very

'high:wage settlements, private consumption is down in

" real terms by a little over 1 per bent. The building

volume has fallen by more than 5 per cent. 'But the

“brunt of monetary restriction has so far fallen on in-

" dustrial investment. Grossilnvestment,;nto plant'qnd,

e
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equipment has fallen by 9 per cent in real terms, net
by about 30 per cent. TrYiogrﬁo aseeserthese'investment
~ figures one should take intofaccount.that industrial
‘investment in Germany has been practioallylflat-for more
‘than three years. | ' !” o '
: f
- The problem of our. 1ndustry 4is that the monetarv re-
striction has largely done its JobJ in respect to sales
prices, but by no means in ‘respect to costs, above all
not in respect to wages. Monetary pollcy appears quite
effective on the domestic price level, yet totally in-
.~ effective at the wage front. -Thouggigﬂ;‘inflation rate’
on the consumer level.has stopped at/7 per cent -

e, wage rates were boosted since the

- beginning of this year by more than 12 per cent. Relatlve‘
Vto the inflation rate this represents one of -the steepest;
' increases in the world.. h o .
Recently..the CECD has given some figﬁres for various
“industrial countries about wage rises'sincé-l9?0. This:.
”jm“comparison shows clearly the degfee'of the wage inflatioﬁf
 in Germany which contrasts sharply with the general
Qpicture of relative price stability. In'order.to compare
"we must, of course, 9150 take into consideration the ‘
exchange rate changes;brewaluatlons on the one hand _
edeveluations on the other hand. On thls basis the OBCD
ca.loulates for the US an increase of unit labour costs,
qf -emnﬁ==ﬁsﬂg since beginning 1370 of 11 per cent, for

. 64 per cent.

Germany, calculated on dollar ba5;§r:.

This combination of wage inflation and restrained prices
has'takeh its toll from business profits, a very heavy
" toll whose repercu331ons we are seelng now in the invest-

'ment.sl1de. {Here agaln i would like to quote some

o
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- figures, Gérmany on the one hand, ,the United States on

the other hand. Whllst retalned - profits of American

companies have been rlslng year by year since 1971,. they

have equally continueiy declined in Germany.
O
Annual changes of retained profits in per cent

' . Federal Republic" f. USA -
1970 oo 26,60 1 4 46,9
1972 T - 16,7 T+ 42,6

19731 - -26,6  + 43,0

 ‘Looking at financial structures there are some points

. of .importance to wblch I would like to draw attention.

In the first place, private savings are well up. The

private savings ratio has climbed to a record level

‘of. 14 per cent; At the same time, however, f1nanc1al

savings of companies are way down as the figures of

‘retained earnings tell us. Also, the public sector is
running a mounting deficit. In total, budgetary deficits

‘may well double against last year. Drawing the net

'Balance,'total financial savings in Germany have so _
-far declined below ‘the level of last year by 20 per cent
from DM 58 billion to D\I 49 billion.

N
™

Yet, even more dramatic chaﬁges have taken place

on the credit side. - With 1nvestments so heavily cut

" back, credit demand of 1ndustry is extremely weak

"in line with credit demand of the building sector

and consumers. Drawing here, too, the balance, we
find a steep fall of total domestic credit demand
by 40 per cent from DM 61. billion to' DM 36 billion.

‘In other words, ‘the flow- of sav1ngs by far exceeds the
r.'flow of credlt demand. ' o ' '

. -10-
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. The monetary and credit figuras{tell us still more:
 ,than that. . Iq fact, they glve us also the clue for :

rthe’:{r:elat’ive weakaﬁing* R .of.‘ the l}eutschmark. As a mattnr ~
x‘of‘fact, there has been a tremendous swing in etport '

 financing. It appears that German industry is extend-
the first half of this year outstanding export credits

 compared with an increase of just over DM 2 billien

" in the same period of last year. ‘Simulténequsly foreign.

51derably. Certainly largely due to'the cash-dépo$f
;“:schene whlch pen1117ed forelgn borrow1ng. Altogether,

this tr emendous swing in export and import flnanC*ng

Lit largely explalns why the Deutschmark has been so
‘ ,weak relative to other currenc1es inspite of 1ts soar-

:1ng export surplus.'
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ing far more export credits than it used to do. During,

of the German companies have risen by DM 16 billion

indébtedness of German industry has siowed down con-

surpasses the rise in export surplus. - In other words;

”
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It is an obv1ous fact that we are in the grip of many

and partly quite contradlctory pressures. We must give
priority attention to the international dimensions both

of inflation and the threat of recession. It has been

truly said that no country with a highly developed socia ‘

and economic structure has ever had an inflation rate
over 20 per cent and continued with a democratic govern- ‘

ment. It is sobering and alarming to see social and

'~ political unrest escalate in more and more countries. . 1
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. total values takes iits course: marke

by speculation are thrown out of balance to the general price

One of the puzzling features is the erosion of wealth,:
caused by steep declines of market values of all those
things which~for years had been considered and used as
full—proof hedges against inflation: real gstéte, shareé,
and even gold is mot doing too well. lLosses must now
be running into hundreds_of billions of.dollarS'wqud-wiQe.
Though this collaps of market values of financial and |
real assets-is by no means pgrticular to Eu?ope I would.
like to give you some. of my ¢onsiderations, as it is
a problem Sf such wide importance.' '
T° begm. with, we have to Ixeep 1n mind one fact of cent‘al
- importance -- market va‘ues of real as well as Iinancial
assets are a.lways d\,termmed oy »rc-nsacuons of minimal
" and marginal volume relatxve to the totahty' of emstma assets.

|
Nonethelesa, theSe prlces "a.. the adoe” serve 2s.the bell-,

wether and as the yardsti ck for the valuatlon of equal or

o i

similar assets as a whole Feople, compames 1nvest on
the basm of dmese margmal market pr‘ceu. Hoping m the

next round of hlgher pr;ces, they' tend to become 1nsen31t1ve
to the relatmn between current Droflts and current interest

rate costs At the same trne, banks lend on these rzsmcr

prices. .- R . : A S
. | i .

In ﬁime, however, and that’'s what we are painfully wi‘cnessiﬁg,

' Speculations-'gét'out of touch with real markets. Outlé.‘j on

_‘ca}pital goods, . on inventories is swollen far over and'above

current savings, far over and above nor ma.l demand -- belng

R

iinanced by & massive inflationary expansion of credits.
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The cycle of events whereby the fringe of the market pushes

t values of all assets javored

1

" level and also out of balance to the current return on these invest-

a.re ;o Ionger makmg profzts but 1nsteac1 sustammcr losses. :

" ‘ments. They simply become cverpriced,

My point is easiest to see When you look at building markets

where, at present cost a'ld mterest rate levels new investors , ‘ S
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“to feel happy in spite of waning cuzzeat yields, Now, however,

buyers. Even if there is no wave of sehmg, the crucial.thing is

' between ta.kma over the azlmd assets. or: runmno the nsk oi pre-- ) -

| c1p1ta.t1na the crisis.

. said. Market values of capitel assets of all kinds are determined

by the following factors: o o N

- Monetary in inﬂuences which were very expansivedurin the la.sr.

- buyers to sellers are enough to tarn a bull market into bear market. . .

As long as owners hoped for relatively big capital gains, com-

pared with which the interest burden seemed light, -they continued
-with tight monby and credit, there suddenly are more sellers than

‘that the fringe of the market has gone into reverse gear. Some
hard-pressed QWners try to sell 2nd soon the gigantic edifice,
which was h’oneycombed with s'pecdla.ti\;e credit, beﬁiné fo break .
under its own WEJ.C'ht Wha.t was consldered mo:.t secure, turns

out to be the least s0, whlle the ba.n.l\.S are faced with the cho*ce

Let me try to draw a few general conclusions from what I have - . J-

First, by the general monetary influences.’

.

Second by expecr.at;ons abot.*' future can*tal gains by rising prices.
'Thn‘u, by expected current pr ofits.

‘Fourth by mterest rates, in par ticular the long-term initerest

rate. oo AN

years, have turned contra\_uve. Money is no 1onr'er in favor of ' B

marzrkets, 1t is against ..hem, and as I said, marginal cn nges from

A
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As capital gains expectations disappear, now suddenly~ thatis - '
my conclusion - markets quickly becomg Ligaly interest rate
|

sensitive. Without prospects for bigger capital gains investors:

~ look more eriticallyat expected current profifs relative to the
) 1

income offered on riskless bonds. Arnd our bond yields - I need
not tell you - are atrociously high, nominally and above all in
" relation to curr;.nt a.nd e:mected proiits. More and more markets ..

begin to feel the full we1gh.. of these long-term interest rates.

Conclugion - L

>

‘With economies sagging, we all shall be confronted one - -- -

day with growing internal pressure to resort to uni-

1ateral beggar-—thy-neighbor actions - competitive de-

valuatlons, dumping, import and exchange controls. ’f‘nough

P,

) inflatlon remains our public enemy Nr. 1, we must pay
greater attentlon than hitherto to the danger of a worid- .
wide slump. In th:.s respect, trying to weigh. both dangers
' agalnst each other, I found ,4 passage in a speech of the

Managlng D:Lrector of the IMF H Je Wltteveen, most

balanced-' e e T o

"To a certain extent, dexlatlonary effects have to be S

accepZed, as some reduct:l.on 1n demand is requlred to
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- fight inflation. But the necessary elimination of excess

demand must not be allowed to generate international

" repercussions resulting in severe and prolonged recession.
- The emergence of severely recessionary conditions not

_6nly would be harmful in itselfﬁ but also could be expected

to have a counterproductive effect in the flght ‘against’
‘inflation. For such conditions would inevitably lead to
widespread pressures for a shift;fc sharply‘expansionary_
policies, and this could eaéiiy - exacerbate inflationary

pressures and psychology. In -the uncertain internatfonalf

- énvironment that prevails, it will be of crucial importance
for national authorities to conduct their demand policies

" with a close eye on chahges in the uhderlying economic

situation and, in this process, to take into account

" both the time lags in the effects of policy instruments

and the interdependence of developments in different

countries."

In the face of this ocean of problems we ask ourselves,

. where is Europe? For many years our_efforts to create

the European Community were favoured by steady economic

growth. Even then we suffered painful setbacks, but on

“the whoie,we nade some progress. Our present problems

are‘of‘unprecedented proportions; We have unprecedented

inflation, an unprecedented threat and'potential of

- recession, ani unprebedented external imbalances due to
"the higher oil prices. For the Euroﬁean Community the

' cost of imported oil will treble from $ 16 billion last

year to $ 48 billion this year. That compares with an
1ncrea=e in the 1mport billi for the United States by

about $ 10 billion. All this is putting and will contlnue'
to put enormous strain on our Community, con51der1ng

in particular the extreme differences in the domestic

'and external position of member countries. The Common
agrlcultural market seems to be falling apart and the

‘monetary plcture 1ooks even more gloomy.
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‘ Altogether} it is easy to become very pessimistic about .

Europe. When the o0il crisis broke out, at first any.
Community spirit seemed to have gone to the winds., For

some months sauve qui peut became the order of the day.

At the same time the Turkish-Greek war painfully demon-

strated to us what we knew before: The political weakness

~or should I say the political non -existenoe of Europe.

Political unity seems so far beyond our prezent horizon

that we have practicaily stopped to speak or even to

© think about it. At the same. time even economlc union
‘;.seems on the retreat. In view of . ~the urgency and the

“huqe dlmen51on of the energy problem, one should thlnk

"that this would give a stimulus to tackle it in European

.cooperatlon. I am afraid tolsay'that there is little

evidence in this direction.

5till, some rays of hope, ome may say so, begin to emerges.

Wlthtma:n countries having adopted flexlble exchange rates

we éll feared that we would finally move apart. While the
system has wofked well in some respects, experience has
meanwhilengiven'the losson that the possibility of
countries to follow their independent monetary and fiscal
policies has been widerly overrated. The need to co-
ordinate policies is hardly less pressing than nnder a
system of fixed rates‘é and I.think that governmentis are
making -this again the basis for their decisions. Remember

the recent plegde of Giscard d'Estaing to join Germany

-anti—inflation'targets. The.  sense
of interdependence is returning. N

Also witness the German loan to Italy and the planned;

" venture of a joint European loan issue. There is some=~

'scept1c1sm aboat the meetlngs of the heads of Government

LT

of the conferences on mlnlsterlal 1evel whlch have pro—

~
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. - . duced little concrete measures. To retain or to create
mutual understanding among leading politicians is still

" important. Although all these new trends and efforts

b et

‘cannot givé rise to euphoriaﬁ'they seem at least to
justify a moderate optimism about the coherence of the -

Group. For a some time to come, however, we- shall

certainly have to live with flexible rates on the one

:hanq, and the "little snake' on the other. As to this o
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snake, I am rather optimistic that this monetary nucleus
of Europe will hold together ,as the positions and the

| o policies of the countries in 1% are not far apart. -
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