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Contrary to popular wisdom, the InternationalMonetary Fund
(IMF)is not entirely apoliticalwhen dealing with debtorcountries,
particularlythose with which it is negotiatingconditionalfinancing
arrangements. Concomitantly, within countries seeking funding,
actions of the IMF are often usedby interest groups andpartiesfor
politicalpurposes.John R. Hillman examines the nature of this interaction in the case of Italy, andgives some insight as to whether
the IMP's recognition of politicalfactors facilitates such negotiations.

The relations between the International Monetary Fund (IMF) and its borrowing nations have engendered rising controversy in recent years. In exchange
for the right to draw a stipulated amount from the Fund, a borrower promises
to observe certain practices designed to redress the problems (or at least some of
them) which necessitated the loan in the first place. Increasingly, banks and
creditor nations have refused to help a chronic debtor country until it has come
to terms with the IMF. Thus, the IMF has emerged as a "super-creditor,"
seemingly holding the power of financial life or death over its would-be borrowers.
Much has been written to suggest that the IMF imposes its conditions in accordance with some standard formula for correcting balance of payments difficulties regardless of the long-term political and economic consequences in any
particular country. Far less attention has been paid to the more immediate effects of the IMF conditions on the domestic political process, or to the domestic
political involvement in the IMF negotiations. This article will try to correct this
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inattention by examining the negotiations between the IMF and Italy from
1974 to 1979. The Italian case, it will be argued, gives reason to doubt the
perception that the IMF is indifferent or impervious to the influence of internal
economic and political events.
As an introduction to a history of the Fund's negotiations with Italy, it may
be helpful to outline the economic difficulties that made the Italian request for
the Fund's help necessary. Likewise, it is important to mention the pertinent
economic interests and philosophies of the major political actors in this history.
Italy's immediate need for assistance from the IMF was occasioned by a large
projected deficit in the balance of payments for 1974, partly due to the oil price
rise following the Yom Kippur War. At the time, Italy depended on imported
oil for 82 percent of its fuel requirements, a higher percentage than that of any
other industrial country except Denmark andJapan. The oil deficit exacerbated
existing payments difficulties manifested by a $4 billion trade deficit in 1973.
This deficit and an inflation rate in 1973 of 11.9 percent reflected the serious
structural weaknesses of the Italian economy which had brought an end to the
'miracle" of the fifties and sixties.
The first of these weaknesses was the high labor costs caused by the steep rise
in wages since 1969, when the three major union confederations ended their
bickering and united to bargain with industry. One result of this new union
power was the scala mobile, or cost-of-living wage escalator. In practice, the
scalamobile induced wage increases far in excess of any increase in productivity.
Productivity was hampered further by strikes, inefficient use of labor and iponti - "the bridges" between weekends and holidays which workers used to
create mini-vacations.
Higher prices and the loss of competitiveness vis-i-vis other nations resulting
from rising labor costs were aggravated by a chronically inflationary state apparatus. Italy's tax collection system has always been notoriously inefficient and
inequitable. Self-employed businessmen and professional people have widely
disregarded their duty to pay taxes, as have, at least until recently, perhaps as
many as half the major corporations. Massive deficits naturally result when the
government's inability to raise revenue is exceeded only by its incapacity or unwillingness to control spending.
Italy has the largest state-owned industrial sector among the advanced
capitalist nations, including not only the usual railroads and utilities, but computer, plastics and textile firms. The state sector accounts for at least half of the
GNP. Some of the firms are profitable, many are not. Inefficiency is rampant
and there are strong political pressures to control state industry prices. State industries also tend to absorb a large share of available investment funds - 40
percent in 1972 - thus crowding out the access of private businesses to credit.
Outlays for the vast health and pension systems - which in a sense substitute
for a welfare system - augment the deficit of state enterprises. With a working
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population of 20.5 million, Italy has a pensioned population of 13.5 million,
many of whom nevertheless work full- or part-time.
By 1974, the miracle years of export-led growth and low wages had given way
to a cycle of economic crisis, whose every turn seemed to result in greater social
tensions. Inflation and declining productivity would induce a deterioration in
the lira's value, which momentarily restored the country's competitive edge.
The higher import prices would begin to have their effect through the scala
mobile on wages, causing further inflation and further decline in the terms of
trade. I At some point, when pressure on the lira became intolerable, the Bank
of Italy would intervene to slam on the brakes. Restrictive monetary policies
would bring some improvement in the balance of payments, but the insatiable
state enterprises absorbed an increasing percentage of the shrinking supply of
credit, causing private industry cut-backs, business failures and unemployment. Eventually, political pressures to avert serious unrest would become irresistible, and deliberate reflation of the economy would be undertaken starting the cycle all over again.
This cycle continued in seeming perpetual motion for several reasons, the
first being the lack of coordination in state economic policy. The ministries
dealing directly with economic matters include Treasury, Finance and Budget,
as well as other ministries for Industry and Commerce, Foreign Trade, Agriculture and Labor. The quasi-independent Bank of Italy, through its control of
monetary policy, has a disproportionate influence over economic matters owing
to the lack of disciplined ministerial control over fiscal policy instruments. The
Bank of Italy can indeed take the credit for having kept the economy and the
balance of payments on course during the miracle years, and in less fortunate
times has been the only effective force of economic restraint.
Secondly, the strength of non-governmental actors, particularly the trade
unions and Confindustria, the national association of manufacturers, complicates economic decision making. The major trade unions, accounting for
two-thirds of the labor force, are the Confederazione Generale Italiana del
Lavoro (CGIL), Confederazione Italiana Sindicati Lavoratori (CISL), and
Unione Italiana del Lavoro (UIL), confederations of smaller unions influenced
respectively by the Communists (PCI - all political parties will be referred to
by their common Italian abbreviations), the Christian Democrats (DC) and the
Socialists (PSI). Despite these party affiliations, the three confederations have
increasingly spoken with one voice. Direct party ties, particularly between the
Christian Democrats and the CISL, have been sacrificed to growing union
militancy. The extent of control which even the Communist Party can exert
over the union leaders, let alone the rank and file, is uncertain.

1. Journalof Commerce, 21 December 1976, p. 11.
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The unions' chief non-governmental adversary is Confindustria. Like the
unions, this association has found strength in unity and often appears better
able to drive a hard bargain with workers than does the government. The
unions and Confindustria have, however, occasionally joined forces to oppose
the government's deflationary measures, which would reduce growth, cripple
private industry and generate unemployment.2
Lastly, the inability to break the cycle owes much to the highly turbulent
political climate. With the Christian Democrats in decline, Italy has been
governed by a series of formal or tacit coalitions encompassing so many different economic views that no one policy can easily emerge. The Christian
Democrats, covering the political spectrum from conservative landlords and
peasants to leftist Catholic workers, are themselves hard-pressed to formulate
any economic program. They have left responsibility for far-reaching economic
policy primarily to the Bank of Italy, and have taken pains to avoid causing internal dissent.
On the other hand, the DC has built a vast network of political patronage.
With the loss of most of the local governments to the PCI, the use of the organs
of the central government to build support by scattering benefits far and wide
has assumed greater importance. It might not be too cynical to suggest that the
DC has tried to "buy" the entire country, or at least run it like a family
business.3 The health and pension systems have in a sense brought patronage to
the grass roots. Therefore, DC economic programs are designed to promote and
protect this system of clientelismo.
The Socialist Party (PSI), while perhaps no longer a major party with only 9.6
percent of the vote (compared to the DC's 38.7 percent) in 1976, figured
prominently in the first series of negotiations with the IMF. After joining the
DC in a series of center-left coalitions beginning in 1962, the PSI shared declining credibility with the DC through a kind of guilt by association.
The PSI considered itself caught in a vice between the DC and the Communist Party (PCI), which has become the second largest party (34.4 percent of
the vote in 1976) largely at the PSI's expense. Having long ago shed the trappings of Stalinism and proletarian revolution, the PCI has led the Eurocommunism movement and now fervently espouses its commitment to gain, maintain and relinquish power by democratic parliamentary means. Since 1972 its
goal has been the compromesso storico, or historic compromise, whereby the
DC would recognize the PCI's electoral strength and democratic beliefs and admit its members to the cabinet.
To buttress its democratic image, the PCI has formulated an economic policy
which rejects any further state nationalization or collectivization of agriculture.
2. Journalof Commerce, 12 November 1976, p. 9.
3. Economist, 21January 1978, p. 12.
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It promises instead a more efficient operation of the existing state machinery.
Some high-ranking party officials, however, have joined members of the rank
and file in criticizing both the political and economic aspects of the new moderation. As will be seen, this internal dissent plays a significant role in the course
of the negotiations between the IMF and Italy.
THE FIRsT

RouND

OF NEGOTIATIONS

Anticipating an oil-import bill of $5.5 billion in addition to a projected
deficit in the remainder of the current account of $2.6 billion for 1974, Italian
officials early in February 1974 decided to approach the IMF, where Italy enjoyed the status of a creditor at the time. However, the country had already borrowed almost $6 billion in private Eurocurrency markets since the middle of
1972 and arranged a $3 billion swap with the U.S. Federal Reserve. The
magnitude of the payments imbalance nevertheless impressed on the government the need to open every available source of credit.
Italy's first round of negotiations was concluded quickly and relatively easily.
One source has suggested that the IMF, languishing since its last major lending
operation in 1969 (to France and the United Kingdom), was eager - perhaps
too eager - to be of use. 4 A more likely explanation is that Italy's chief
negotiators, Guido Carli and Ugo La Malfa, were basically in sympathy with the
IMF's customary deflationary prescription. Carli, as head of the Bank of Italy,
had little patience with what he considered the government's fiscal irresponsibility in causing enormous deficits (forecast at L. 9,200 billion, or 10 percent
of GNP). La Malfa, Minister of the Treasury, was head of the tiny Republican
Party which formed the governing coalition with the small Social Democrats,
the PSI and the DC. Having no system of patronage to maintain and little
worker support, the Republicans were known for advocating fiscal conservatism
and wage restraint. Indeed, La Malfa had become the Cassandra of the Italian
economy, warning of impending collapse due to state deficits on the one hand
and labor costs on the other.
By the end of February, the negotiators had agreed on the conditions which
Italy would have to meet, embodied in a "letter of intent" to be signed by the
government, in exchange for a stand-by line of credit of SDR 1 billion ($1.2
billion). In keeping with the policy established by the IMF's Committee of
Twenty in Rome a month earlier, Italy pledged to finance the extra cost of oil
rather than compensate for it through deflation or depreciation. On the other
hand, the government promised to eliminate the non-oil deficit by the end of
1975. To help achieve this latter goal, the IMF proposed reducing the Treasury
deficit and applying a restrictive monetary policy. Mindful perhaps of the con4. Euromoney, April 1974, p. 64.
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troversy which would ensue at home, the Italian negotiators were successful in
softening the IMF's position to some extent, and the Fund resigned itself to the
anticipated Treasury deficit and a rather mild ceiling on credit expansion.
One can surmise that for Carli and La Malfa to urge the IMF to moderate its
stand required a certain suppression of their natural inclinations in light of
what they considered politically feasible. If this is the case, their estimate of
political feasibility was wide of the mark. The conditions attached to the standby arrangement provoked an immediate cabinet crisis. Antonio Giolitti, the
Socialist minister of trade, attacked what he saw as the severe monetary
restraint to which the proposed letter of intent committed Italy. Such a policy,
he felt, would bring widespread unemployment and thus sacrifice Italian
workers for the sake of the country's creditors. The minister's point was reinforced by a general strike called by the trade unions on 27 February 1974.
While deliberately fostering intragovernmental tensions, Giolitti was probably more interested in making his position known than in causing the government to fall. 6 So long as the possibility of an election was remote, the PSI felt it
would not lose non-worker votes by publicly advocating workers' interests. Nor
did the Socialists want Italy to spurn the IMF's assistance. They merely wished
to leave open the possibility of renegotiating the terms, a possibility the IMF
had never excluded.
In one of the all-too-frequent Byzantine twists of Italian politics, the letter of
intent as negotiated by Carli and La Malfa was accepted. First, however, La
Malfa resigned not only from the coalition, but temporarily from the leadership
of his party as well. La Malfa took the Socialist criticism somewhat personally,
and resented the charges that he had used the IMF loan to impose his idiosyncratic economic views on the cabinet. At the same time, he felt he could not go
back and renegotiate the terms. 7 Thus, to everyone's surprise, La Malfa and his
party brought down the government in March 1974. After two weeks of frantic
scrambling, a new government, Italy's thirty-sixth since World War II, was
formed essentially on the same basis as the old one. The only change was that
the Republicans now held no cabinet posts.
The new government agreed that, for the sake of unity and the billion SDRs,
differences over the terms should be temporarily laid aside. The whole controversy thus seems to have been entirely pointless.8 Italy acquiesced in various
regulations set by the Fund mandating higher interest rates and taxes and imposing a 50 percent surcharge on nonessential imports, to be deposited with the
Treasury for six months. Yet the limit on credit expansion and its implications
for the economy as a whole remained a source of contention and governmental
5.
6.
7.
8.

Euromoney, April 1974, p. 64.
Economist (London), 9 March 1974, p. 38.
Ibid.
Economist, 20 April 1974, p. 104.
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instability. The split on this issue, essentially between the DC and the PSI,
brought about the collapse of the government twice more before the year was
out. After that, the Socialists pulled out of the cabinet altogether. The DC
alone or with one of the smaller parties formed a series of minority cabinets of
precarious durability which depended on the capricious Parliamentary support
or abstention of the other parties.
The PSI's difference with the DC on the credit expansion issue was only
superficially one of economics. One can better see it as political posturing,
perhaps costly to the country's welfare. It was part of a strategy to revive the
party's failing support on the left and thus save the party from impending oblivion.
The PSI never hid its ambition to become the privileged representative of the trade union movement, the spokesman for their
demands and their channel of access to the government. It attributed such great import to this role that it was willing to subordinate its policy choices in the socio-economic field to the desires of
the unions.9
The failure to achieve any sort of lasting governing coalition which could
undertake long-range economic planning made it virtually inevitable that the
situation which had made necessary a loan from the IMF would eventually
recur. The policy of monetary restraint did lead to a temporary improvement in
the balance of payments. In contrast to the 1974 deficit of $6.6 billion, 1975
showed a surplus of $1 billion on the current account. The improvement was
pleasing enough to the IMF that Italy was able to draw SDR 675 million and
SDR 780.24 million in 1975 and 1976 respectively from the Oil Facility, which
between 1974 and 1976 aided countries whose balances of payments were hurt
by higher oil prices. The lira rose to 625 per dollar in June of 1975, as compared
with 670 the previous autumn.10
At the same time, optimistic predictions about the balance of payments were
more than offset by a deepening concern for Italy's internal predicament. By
late 1974, the credit squeeze had certainly made its impact. As the state sector
nonetheless continued expanding, average industrial producti6n plummeted to
a level 10 percent below the previous year. Starting in October, as unemployment surpassed 1 million, the unions organized four-hour general strikes each
month to call attention to the worsening situation. The economic slump was accompanied by increasing violence from both the far right and far left.
Under pressure from the leftist parties and the unions to reverse the trend,
9. Howard R. Penniman, ed., Italy at the Polls (Washington, D.C.: American Enterprise Institute
for Public Policy Research, 1977), p. 197.
10. International Monetary Fund, Annual Report of the Executive Directorsfor the Fiscal Year
Ended April30, 1976 (Washington, D.C.: IMF, 1976), pp. 14, 82.
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and fearful of slipping at the polls in the approaching June elections, the
minority government of Aldo Moro began in the spring of 1975 to reflate the
economy." Its increased efforts to reduce unemployment after the elections
brought significant gains for the PCI and an alarming loss for the DC.
The predicament which made necessary Italy's second major stand-by arrangement with the IMF followed the Moro program with almost monotonous
predictability. The combined effects of vast increases in imports due to
domestic expansion and the outflow of capital with lower interest rates hit the
lira during its customary winter weakness when tourist receipts are at their
lowest. Through January and February of 1976, the Bank of Italy's efforts to
stabilize the currency resulted only in the loss of half of the country's foreign
exchange reserves, as the lira fell to a record low of 916 per dollar in March. The
Italian response to this latest emergency utilized two traditional short- and
medium-term measures: raising the discount rate and searching for loans.
Although Italy had exhausted its previous stand-by arrangement and all of
its possible credit with the IMF, the 45 percent increase in credit tranches
created at the Jamaica Conference in January 1976 placed another SDR 450
million ($530 million) at Italy's disposal. Considering Italy's needs (in the first
three days of March Italy reportedly spent between $200 and $250 million in a
vain defense of the lira12), the amount was itself inconsequential. Yet the directors of the large private banks to whom Italy owed almost $6 billion - a
quarter of its external debt - conditioned any further assistance on Italy's
13
ability to obtain credit from the EEC and the IMF. Since the EEC had already
lent Italy $2.3 billion, however, it declined to make any further loans until
negotiations with the IMF had begun in earnest.
With the initiative passed to it by the banks and the EEC, the IMF for its part
was in no hurry to conclude a new stand-by arrangement with the Italian
government. In contrast to 1974, the negotiations begun in early 1976 dragged
on for over a year, with the final letter of intent not signed until April 1977. In
part, the difficulty in reaching an agreement stemmed from the fact that for
more than three months there was no one with whom the IMF could come to
terms. Before and after the elections in June 1976, Italy made do with caretaker
regimes that did not have the requisite negotiating authority.
However, the delay may also be attributed to a realization on the part of the
Fund that new circumstances required new approaches. By this time, it was obvious that Italy's problems were not merely temporary dislocations due to the
oil price rise. Of course, Italy's balance of payments difficulties resembled those
of 1974 and might have been given the same swift treatment. Yet the underly11. Euromoney, April 1975, p. 93.
12. Euromoney, April 1976, p. 101.
13. IlMondo, 23 March 1977, pp. 12-13.
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ing economic condition of Italy, reflected in unemployment and inflation rates
that continued to rise, was far worse than in 1974 and threatened not only its
long-term balance of payments position and its ability to repay loans, but the
country's very social structure as well.
In addition, the IMF negotiations with the United Kingdom for a massive
new stand-by arrangement may have influenced the Italian case. The image of
two of the world's leading industrial nations leaning so heavily on international
credit was bound to raise further questions about the world financial system's
ability to support stable growth in either developed or uiiderdeveloped states.
At a time of controversy over how and whether the Fund should favor developing countries in its liquidity creation and loan -policies, it might have seemed
somewhat inappropriate to allow industrial countries to rely too readily on the
IMF's largesse.
Perhaps all of these perceptions were influential in the formulation of a more
cautious and demanding negotiating strategy for the IMF. This new strategy
manifested itself in several ways. Firstly, the IMF appeared to consider the
traditional deflationary formula applied in 1974 as inadequate. Unless some attention were paid to the basic structural weaknesses of the Italian economy, further assistance to Italy would be simply a waste of money. Therefore, early in
the negotiations, the IMF made it known to the Italian government that some
effort would have to be made to contain the government deficit and weaken
the effect of the scala mobile.
Secondly, the IMF appeared to require some initiative on the part of the
government to indicate that the DC was willing to accept sacrifices itself and
was strong enough to confront its adversaries on economic policy. This was part
of a strategy to arrive at an agreement that would be politically feasible. The
IMF, at least, could afford to wait while the domestic actors fought among
themselves and then reached a compromise. By waiting for a politically acceptable position to emerge before the letter of intent was signed, the IMF appeared to be trying to avoid a repetition of the La Malfa debacle of 1974.
This attitude, however, was regarded by much of the Italian public as a
political ploy motivated by the unwillingness of the NATO allies to see Communists included in a new coalition government. This prospect had become a
real possibility after the elections of'June 1976, which resulted in gains for both
the DC and the PCI at the expense of the smaller parties.
The Italians' belief was fortified by the announcement of Chancellor Helmut
Schmidt of West Germany, after the'Puerto Rico summit conference of July
1976, that the Western leaders (in Prime Minister Moro's absence) had ruled
out any aid to Italy if a government with PCI participation came to power. This
announcement angered all Italian parties and in fact created a small political
crisis of its own. Chancellor Schmidt's apparent interference in Italy's internal
affairs temporarily upset Premier-designate Giulio Andreotti's attempts to put
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together a government. In the eyes of lMondo, 1 the implicit veto on IMF aid
was removed chiefly by Premier Andreotti's visit to Washington in December
and the incoming Carter Administration's initially more accommodating tone
on PCI participation. These changes allegedly made possible an IMF visit to
Rome soon afterwards.
Whether this linkage between economic aid and desired political behavior
was part of the ostensibly independent IMF's strategy is highly questionable.
There is no direct evidence indicating that IMF officials made such a linkage or
that Western allies used their voting strength in the Fund to pressure its officials to convey their message to Italy. The differences between the IMF and
the Italian government during this period seem entirely economic. Yet the
Italian press tended to speak of the potential loans as one package and not to
differentiate between the attitudes of the IMF and other lenders. This is
somewhat understandable, since the paltry IMF loan would have been insignificant had the others not been tied to it.
Nor is there any evidence that Andreotti's settlement of political differences
with the United States or the Carter Administration's softened tone had any influence on the IMF. Up until the moment the letter of intent was signed, differences over economic issues made the outcome uncertain. Yet in trying to
assess the role the IMF played in the context of domestic politics, what appeared to be taking place may be even more important than what actually did
take place.
The IMF's refusal to be hurried, combined with the state of flux prevailing
after the June election, meant that little progress was made on a new loan arrangement until the fall of 1976. The political dust settled with the formation
of the new Andreotti regime in late July. All cabinet posts were held by the
DC, and the other parties were consulted on major issues in exchange for their
abstention in Parliament. Andreotti, aware that the IMF awaited some serious
initiative on the part of his government, announced in October the first of a
series of austerity programs.
Designed to reduce the government deficit by almost $6 billion, the October
measures included raising taxes, controlling prices and requiring the payment
of certain income taxes in advance. Andreotti's strategy was to give these measures immediate effect through his power of decree and then to try to muster the
necessary support to turn the decree into law within the required sixty days.
This search for support necessitated discussions with all parties (except the neoFascists), and the trade unions as well. The object was to arrange all the necessary compromises in advance of a parliamentary vote which might otherwise
bring down the government.

14. IlMondo, 15 December 1976, p. 34.
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Andreotti found backing for his austerity program in uncustomary quarters.
At least among the political parties, there was none of the constant needling
and sabotage which had characterized the PSI in 1974. Whether or not they
were united on details with the government, participants in the consultations
seemed to recognize the urgent need to agree. This resulted in part from a common recognition of the magnitude of the economic problem and in part from
the inescapable realization that social unrest in the country was taking an increasingly ugly turn. Terrorists, rioting students and the legions of unemployed
formed a mass of urban malcontents, referred to collectively as lapiazza, which
was no one's constituency in particular. The leftist parties could no longer
blackmail the DC or bring down the government by threatening to generate a
little chaos in the streets. Chaos was there already, threatening all the parties
and even the unions.
Additionally, the PCI's electoral gains in June appeared to vindicate the convictions of Enrico Berlinguer, Secretary of the PCI and the driving force behind
the compromesso storico, that respectability was the fastest road to power. At
the same time, the party's enhanced status and role as consultant bestowed on
it a certain responsibility for events. If not yet a governing party, it was nonetheless obliged to act like one.
While the unions labelled Andreotti's austerity measures "unsatisfactory"
and staged general strikes to indicate their displeasure, the PSI and PCI agreed
not to vote against the program. For the PCI especially, this was not an easy
decision, and intraparty debate (which exists at least at the highest levels) on
the measures exposed the deep ideological struggle plaguing the party from
within. Disagreement with the PCI's official position came, as might be expected, from the more doctrinaire wing which feared an alienation of the party
from its working-class supporters and from those who found any sort of collaboration with "reactionaries" distasteful regardless of the issue. "5
Yet the Belinguer leadership was not going to support the government and
receive nothing in return. Together with other parties, the PCI renewed its call
for a greater part in decision-making - if not the compromesso storico, then a
new government by consensus, in which all parties would contribute in formulating a plan to heal the Italian economy. Andreotti himself was not averse
to such a proposal, but he could move only as fast as his party and the Western
Allies would allow.
It is probable that in Washington the IMF conveyed to Andreotti that the
October measures were a welcome but insufficient indication of the government's ability and resolve to cope with economic issues. No doubt they urged
an attack on the scala mobile, for just such an attack was launched in January

15. Economist, 30 October 1976, p. 57.
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1977. The government issued suggestions, but the principal negotiation took
place between the trade unions and Confindustria. Despite the IMF's concerns,
the ensuing agreement, the "social compact" of 26 January, covered virtually
every labor-management issue except the scala mobile. It encompassed provisions which decreased the number of holidays, increased labor mobility and
discouraged absenteeism - measures which would help declining worker productivity only marginally. 16 Nonetheless, the IMF considered the agreement an
encouraging start and was soon in Rome to resume direct negotiations.
THE SECOND ROUND

The IMF team, led by Alan Whittome, head of the Fund's European division
and former governor of the Bank of England, arrived in Rome on 28 February.
In preparation for establishing a limit on state spending, the IMF's analysts
went to work on the Treasury's books. They were reassured to see that Treasury
Minister Stammati had planned a L.9,800 billion deficit for the current year, a
figure which was quite in line with their own plans. A closer inspection, however, revealed that certain expenses had been mysteriously omitted, such as anticipated losses from state enterprises, the health and pension systems and local
government programs paid for by Rome. Adding on this "submerged" deficit
almost doubled the stated figure.
Ultimately, Treasury officials surrendered to the IMF's insistence that the
submerged deficits be brought to the surface and under control. As a result the
letter of intent stipulated a rather detailed series of deficit ceilings. The
Treasury deficit could not exceed L.9,800 billion; the entire state sector deficit
was to be held to L.16,500 billion and reduced to L.14,450 billion the following year. Within this overall deficit, the various components such as the health
system had their own particular limits. Thus, no one sector would be permitted
to get out of hand or absorb deficits from any other. Additionally, the IMF required a limit on total state spending ofL.55,350 billion in 1977, which could
rise only 7 percent the following year.17
The limit on state spending was supplemented by other conditions, including a limit on credit expansion and the prohibition of any import restrictions. Target figures for the balance of payments deficit and the inflation rate
were set at $500 million and 13 percent respectively. Unlike the previous standby arrangement which had run for one year, the present agreement was to run
twenty months. The Fund did not intend to give Italy the entire $530 million
at once, but only in stages after reviewing the country's compliance with the
conditions.
16. Economist Intelligence Unit Annual Survey: Italy, 1977, No. 1, p. 8.
17. IlMondo, 30 March 1977, p. 13.
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One final condition remained, the mdst controversial and problematic. The
IMF had not dropped its earlier demand that the Andreotti government move
to mitigate the inflationary implications of the scala mobile. Though not a
direct participant, the IMF was nonetheless the "unseen presence" dominating
the talks on this issue among the government, the PCI and the unions. The
government in effect acted as a broker between the IMF and the left, the PCI
between the government and the unions, and the unions between the politicians and the street.18
Spurred by the IMF, Andreotti first attacked the scala mobile obliquely. To
lower the costs of labor, he decreed that part of the burden on employers of
social security payments would shift to the central government. This "fiscalization" would be paid for through increases in the value-added tax. Normally
such increases would eventually flow through the scala mobile right into wages
and hence erase the desired savings in labor costs. However, Andreotti proposed to "sterilize" the tax increases at the source; in other words, to exclude
them from the cost-of-living index.19
Fiscalization brought such a vehemently negative reaction from the unions
that the government was forced to abandon it. Nevertheless, the left wing parties and the unions realized that some compromise on the scala mobile was only
a matter of time. They eventually yielded, agreeing to a virtual exclusion from
the cost-of-living index of price increases for various important items.
The government now had the task of explaining to the IMF why fiscalization
had been dropped. Reportedly, Whittome was not happy about the change,
and as compensation he suggested that additional items should also be given
reduced weight in the index. The unions, however, would budge no further.
Stammati flew to Washington and got the approval of IMF Managing Director
Johannes Witteveen to drop fiscalization in exchange for some undefined effort
to make the scala mobile less sensitive to price increases. The government made
one more attempt to expand the list of excluded items but prudently retreated
when there was clearly no further concession to be won from the unions.
In April, the IMF accepted the pact as it stood, albeit reluctantly, and all was
set for the letter of intent. Though the Fund did not get all it wanted, the outcome was nonetheless perceived in Italy as a rout of the unions by Andreotti
and the IMF, with the PCI as an unenthusiastic assistant. It had political implications far exceeding its economic consequences (real wages rose 7 percent in
1977 in any case), and the IMF must take some of the responsibility.
For the first time in almost ten years, the unions had made major concessions
without getting anything in return. The unions had insisted initially that the
government make efforts to expand employment, especially in the south.
18. IlMondo, 13 April 1977, p. 10.
19. FinancialTimes, 13 April 1977, p. 18.
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However, the letter of intent projected a 2 percent growth rate, which would do
no more than prevent new unemployment. More importantly, the conditions
defiled the sacred idol of the left, the scalamobile, symbol of union strength. It
is little wonder that when the IMF agreement was made known, several union
leaders disclaimed any responsibility for it, claiming that Andreotti had
tampered with the agreed text. Such reactions were seen as little more than
to convince the rank and file that their
political schizophrenia, frantic attempts
20
leaders had not betrayed them.
The conclusion of the IMF negotiations appeared therefore as a triumph for
Andreotti, all the more remarkable considering the precarious nature of his
government. Andreotti had uncanny success in exploiting two political
strategies at once. First, he used the image of the IMF as an alien master, ordering Italy to do what the government had tried to do all along. To reinforce this
image, every last ounce of drama was squeezed out of Stammati's trip to Washington, including live broadcasts in the middle of the night to report on progress in obtaining IMF approval to drop fiscalization. Such activities overplayed
Italy's role as suppliant before a semi-divinity and underplayed the actual flexibility of the IMF. Yet it was an effective bit of showmanship. Onto the contentious stage of Italian politics the IMF appeared to descend as a deus ex machina
and, in the name of financial prudence, confuse and scatter the forces of the
left.21
Andreotti's other successful strategy was to exploit the PCI's desire for
respectability. 2 Clearly no dent could have been made in the union's resolve to
maintain the scala mobile intact had not the PCI, with its following in the
unions and direct links with union leadership, been amenable to compromise.
To have refused to cooperate with Andreotti would not only have brought
down his government, a futile gesture in itself, but it would have severely set
back the party in its quest for the compromesso storico. As part of its move
toward moderation, the PCI had often said that it would honor Italy's foreign
debts. Yet if the IMF negotiations had ended owing to Communist intransigence, the assistance which Italy needed to pay those debts would not have
been forthcoming. The suspicion of Kissinger and Schmidt - that the PCI
held no allegiance to the Western economic system - would have been vindicated.
In effect, Andreotti used the IMF to force the PCI to choose whether it would
foster its new image as a trustworthy, responsible, ecumenical force or reassert
its older doctrinaire and obstructionist approach. Considering Berlinguer's
commitment to the former, there was never any choice at all. Nonetheless, con20. IlMondo, 27 April 1977, p. 21.
21. The Banker, May 1977, pp. 15-16.
22. Economist, 6 August 1977, p. 11.
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tinuing on the road of moderation was not without its costs, not all of which
would be immediately apparent.
Up until this point, the party had been quite successfully catering to two
groups at once, holding on to its traditional supporters and making converts
among the middle-class voters. Yet it is one thing to approve the EEC in principle, for example, and quite another to side with the DC against the scala
mobile. Andreotti had forced the PCI into what seemed to be a repudiation of
workers' welfare, not only a departure from ideological orthodoxy but a
dangerous affront to a loyal constituency.
Some indication of the political costs to the PCI of supporting the IMF conditions was immediately evident. Lower cadres of the trade union movement
refused to accept the letter of intent. Most notably, an assembly of one hundred factory councils met in Milan on 10 April to protest the agreement. Uniti,
the PCI newspaper, denounced the assembly as a design to split the workers'
movement. Union leaders added their vehement denunciations. The assembly
and the PCI's response to it highlighted the militant left's growing dissatisfaction with the party. Also, the incident raised doubts as to the PCI's ability to
keep the union movement under control.
Thus Andreotti not only gained PCI support to conclude an agreement acceptable to the IMF, but forced the PCI to move in such a way as to engender
intraparty tension and alienate loyal supporters. 23 Also, Andreotti accomplished the heretofore difficult task of pinning the PCI down to a set of specific
and controversial economic proposals. Previously, the PCI had enjoyed the luxury of all opposition parties, promising almost everything to almost everyone.
It had pledged to control state spending and yet advocated vast efforts to
rehabilitate the entire infrastructure of the Italian economy, in particular to
create jobs and housing in the south. Now, however, the PCI had taken partial
responsibility for the letter of intent and would be obligated to defend it.
Obviously, the PCI leadership felt that the benefits of cooperating with the
government were greater than those of maintaining the integrity of the scala
mobile. Nor were the benefits of cooperation entirely speculative or long-term.
As the price of PCI agreement, Berlinguer was able within a short time to move
23. A more machiavellian interpretation of Andreotti's actions suggests that the Premier's real
concern all along was not the IMF loan, but gaining the PCI's support for his government. Accordingly, he resumed the IMF negotiations not when the foreign exchange crisis was at its
worst, but at the moment when the chances for his government's survival seemed lowest,
knowing that the PCI would not dare bring down the regime during discussions with the IMF.
(The Banker, May 1977, pp. 15-16.) However, the history of the 1976-1977 negotiations indicates that Andreotti never had the control over events necessary to orchestrate the resumption or conclusion of the negotiations. Also, though the immediate foreign exchange crisis was
indeed over by the time the letter of intent was signed, the IMF loans and especially the ones to
follow were still necessary to begin payment on the debt scheduled for repayment in the next
few years.
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one step closer to the long-sought compromesso storico. On 4 July, after two
months of negotiation, all parties, excluding the radical fringes, joined in the
so-called governoprogrammatico,more or less formalizing the government-byconsensus approach (at least in theory) mentioned above. Whether this and
other more distant benefits would amount to any more than a Pyrrhic victory
was cause for continual debate within the PCI. As will be seen, this debate surfaced again conspicuously in the next round of talks with the IMF.
TOWARD A THIRD ROUND

By the end of 1977, there were some signs that Italy had begun to put its
economic house in order. Inflation had slowed from a rate of 20.1 percent in
the first half of 1977 to 12.6 percent in the second. Growth approximated the
IMF figure of 2 percent. Also reassuring was the remarkable improvement in
the balance of payments. In contrast to the expected $500 million deficit, there
was a surprising $3.6 billion surplus (current account) for 1977. Andreotti
dramatized Italy's improved fortunes by paying in advance SDR 700 million
due on the 1974 IMF loan inJuly 1977, barely three months after the new loan
had been arranged.
However, the country's economic performance had been less than exemplary
in other respects. As many skeptics had believed would be the case, the government found it impossible to stay within the spending limits of the letter of intent. In the summer of 1977, Whittome sent a letter to Rome praising the progress made on the balance of payments but severely criticizing the
4
government's failure to bring spending under control.2 Once it was clear that
the 1977 state sector ceiling would be exceeded (it amounted to L.20,500
billion, instead of L.16,500 billion), Andreotti attempted to enact a budget
which would conform to the 1978 ceiling. However, his proposals to reduce
pensions to those still partially employed raised such opposition from both the
trade unions and his own party that they were abandoned, along with much
hope of abiding by the letter of intent.25 In addition, credit had expanded
L.5,000 billion beyond its L.30,600 billion limit and state industries had absorbed 75 percent of the total available credit instead of the agreed-upon half.
As a consequence, Italy was able to draw only $100 million of the $530 million
loan. At the same time, with unemployment at its highest rate in fifteen years,
the trade unions together with Confindustria began to call for greater
government-induced growth. A repetition of the 1975-1976 cyclical crisis appeared imminent.
Though Italy feared no immediate shortage of foreign exchange creditors,
24. Economist Intelligence Unit Annual Survey: Italy, 1977, No. 3, p. 9.
25. FinancialTimes, 10 October 1977, p. 40.
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and had not even effectively used the last stand-by arrangement, the burden of
impending debt repayment induced the Italian government to initiate discussions with IMF about a new $1 billion loan. The government this time could be
under no illusions as to the general thrust to IMF conditions, and all parties
braced themselves for further spending restrictions and erosion of the scala
mobile.
After the IMF visit to Rome in the summer of 1978, a letter to the government by Alan Whittome, which was made public, seemed to reveal a more
comprehensive and politically sensitive approach than the IMF had exhibited
up until then. Apparently for the first time, the IMF negotiators had held6
direct and "rather relaxed" consultations with the leftist parties and unions.2
The message of Whittome's letter was basically one of responsible growth.
Ironically, he used language reminiscent of the vague ecumenical style with
which the PCI describes its political aspirations: "[For] such a policy [responsible growth]," Whittome said, "to have success, [it] will have to be based for
many years on the consensus and contribution of all social components. "27 This
policy, in other words, involved both rewarding and depriving each faction in
the social debate. Whittome reasserted his insistence that the state sector deficit
would have to be reduced and suggested doing this by reducing pension and
health costs as well as by raising revenues. He also proposed four alternative
changes in the scala mobile to reduce its inflationary effects.
Whittome's most innovative proposal came in his discussion of new investment, a concession to the advocates of greater growth. Rather than the longterm, large-scale efforts in which state enterprises had lost so heavily, he advocated investment projects which did not individually require too much
money or time, but would collectively work to bring quick results in alleviating
unemployment. Agriculture, he suggested, required development since the recent decline in that sector had forced Italy to import large amounts of food
while its redevelopment would utilize a sizable labor force. He advocated investment in housing and energy, the former to increase mobility of labor and
the latter to reduce dependence on outside oil. Most importantly, he cautioned, new investment must not be siphoned into fatter paychecks or used to
finance unprofitable industries. To remove any suspicions that these were
merely his personal musings, he concluded by saying, "A robust and continual
effort to escape from the present pressures [political and economic] is the sole
legitimate base from which Italy properly can ask for international
assistance.'"28
Whittome's letter seems the most sophisticated stage in the development of
26. Mondo Economico, 5 August 1978, p. 18.
27. Ibid., p. 61.
28. Ibid.
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the Fund's Italian policy away from a preoccupation with the balance of payments, and toward a greater interest in long-term economic recovery and a
greater concern for domestic political realities. Does this indicate a general shift
in the IMF's perception of its world role? Arguably no, since in dealing with
some countries, such as Portugal, the IMF is still seen as imposing a rather
dogmatic deflationary regime despite the country's particular needs.
Portugal's revolution of 1974 had been followed by foreign capital flight and
the loss of colonial markets and sources for goods. In 1977, a rapidly deteriorating economy, marked by balance of payments deficits exceeding $1 billion for
three consecutive years, obliged Portugal to ask the IMF for a $50 million loan.
The amount, though meager, was the prerequisite for a $750 million package
from the OECD countries.
In return, Portugal pledged itself to devaluation, higher taxes and drastic
reductions in public spending, imports and credit. Many commentators considered the measures a bit too severe, a "brutal attempt to cauterize Portugal's
wounds,' 29 in light of the country's shaky start back from revolutionary upheaval. Since Portugal's luxury imports were minimal, the requisite reductions
would come from capital goods and energy imports to raise the country's agricultural and industrial productivity.3 ° While the IMF might anticipate some
reduction in the 30 percent inflation rate, it would only replace one danger
with another - unemployment beyond the existing 16 percent mark. At the
same time, Portuguese officials in particular were worried about the increased
social tensions the IMF conditions would cause and their effect on the
1
democracy which Portugal had only recently established.3
How can one account for the contrast with the IMF's treatment of Italy,
where it seemed more aware of domestic realities and solicitous of political constraints? The most obvious and plausible answer is that the IMF, while perhaps
perfectly aware of domestic realities, considered that Portugal's problems were
too serious for much solicitude. Since the revolution, the country had shown no
ability to get a grip on its balance of payments problem and seemed liable to
fall quickly into bankruptcy. Despite all its difficulties, Italy still showed signs
of the miracle years, especially where the balance of payments was concerned.
Italy's export sector tended to respond briskly to depreciation of the lira and
reduction in home consumption, enabling the country to build foreign exchange reserves for the next crisis. The balance of payments position, therefore,
while volatile, was not hopeless. If the Italian economic foundation was deteriorating, there seemed to be more time to save it and more cause for patience
than in the case of Portugal, where time was clearly running out. Also, Italy's
29. Economist, 19 November 1977, p. 104.
30. The Banher, March 1978, p. 35.
31. Euromoney, March 1978, p. 20.
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superior position in the industrial world meant that it could not be ordered
around like an unruly child.
By the time of Whittome's letter, the IMF may have felt that with the new
governing structure of Italy, some form of true national consensus on economic
policy was evolving (leaving aside the terrorists) which it would be prudent to
recognize and encourage. Whether this was a correct view of the Italian situation is questionable; but clearly, no such consensus existed on the Portuguese
political horizon - indeed, often there was no government to negotiate with at
all. There was little more than a national mood that the revolution had been
too costly in terms of economic disruption; and with this feeling the IMF conditions were at least superficially in harmony.
Italy's consensus, which Whittome's letter perhaps tried to reflect, collapsed
in 1979. In the fall of 1978, Finance Minister Pandolfi proposed a plan which
more or less embodied Whittome's suggestions and was seen as a first step
toward new negotiations with the Fund. An attempt at medium-term
reconstruction to last three years, the Pandolfi plan proposed a limit on any rise
in real wages, in exchange for which the government promised to create
600,000 new jobs through investment in housing, tourism and agriculture.
While initially supportive of the plan, the PCI by the end of 1978 was far less
enthusiastic. Tension within the party between the moderate and doctrinaire
factions had reached a critical point. The PCI, as the major social alternative,
needed to be dynamic. It had to show movement in some direction, and all
Berlinguer could show at the moment was stagnation. The general feeling
among the dissenters was that the compromesso storico was getting no closer
and that the formal expansion of the governing majority in Parliament to include the PCI was just a DC ploy to buy time. Indeed, time seemed to be on
the side of the DC. In local elections in May of 1978, Communist Party support
had dropped 8 percent.
Pressure from the militant wing of the Party forced Berlinguer to act. In
December the PCI voted against the government on the issue of Italy's joining
the European Monetary System, ostensibly because the attempt to keep the lira
within the prescribed bounds would restrict economic expansion. The vote
signalled the end of any pretense of economic consensus. Berlinguer made one
more bid for an immediate compromesso storico, knowing this would be
denied, and on 26 January withdrew his support from the government. With
the loss of the Communists, the entire majority fell apart, bringing a call for
new elections. None of the parties seemed to want these elections, least of all
the PCI leadership. But the need to appease party dissenters on economic and
ideological issues prevailed for the moment over electoral strategy.
In the elections held this past June, the PCI suffered its first major loss of
support in national elections since 1948, a decline from 34.4 percent of the vote
in 1976 to 30.4 percent. Since the DC also declined slightly from 38.7 percent
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to 38.3 percent, the main beneficiaries of the PCI's setback were the smaller
parties such as the Social Democrats, the Radicals and, to a lesser extent, the
PSI (up .2 percent to 9.8 percent).
While the PCI's loss may be significant, the election provided no clear mandate which would increase Italy's governability. Indeed, the struggle to form a
new government lasted until August, when Francesco Cossiga, a former
Minister of the Interior, was called upon to fashion a coalition led by the DC
and including some of the small parties. Only the abstention of the PSI enabled his government to pass a vote of confidence in Parliament over the opposition of the PCI.
Considering this rather insecure parliamentary foundation, Cossiga's present
prospects for a long tenure appear dim. Consequently, it is unlikely that much
progress will be made for the time being in arranging a new IMF loan. (An updated version of the Pandolfi plan is due in January 1980.) Also, the return of
the PCI to its traditional role as opposition party signals a new intransigence on
its part which could threaten the emergence of a new economic consensus on
which the Pandolfi plan or the IMF loan may depend.

CONCLUSION

This paper has attempted to trace the internal political effects of Italy's
negotiations with the IMF. What has emerged is that, at least in the Italian
case, the power relations between the IMF and the country do not flow in only
one direction. While the IMF conditions have influenced the course of
domestic politics, the reverse seems true as well.
The IMF conditions, while under negotiation and as they took effect, were a
constant factor in Italian politics throughout the period under discussion. Not
only have they been the subject of acrimonious debate, but they have acted as
catalysts for events whose consequences are still not at all clear.
Does the IMF therefore limit Italy's sovereignty? Obviously it does to the extent that no country, except perhaps the United States, can continue to live
beyond its means without its creditors eventually imposing some discipline.
Considering the humiliating terms of the 1974 loan from Germany, which
resulted in that country holding Italian gold reserves hostage, the Italians may
be better off dealing with the IMF than with their own allies. While the image
of Italy prostrating herself before the IMF has been useful for both the DC and
the PCI, it is not, a reflection of reality.
The asymmetries in the relation between the IMF and Italy do not work entirely to the latter's disfavor. The IMF's strength lies in its role as the international arbiter of credit-worthiness. Yet Italy too negotiates from a certain

HILLMAN: ITALY AND THE IMF

strength - if only a strength of weakness.32 Italy can rely on the fact that the
IMF and the Western Allies can ill afford to see her slide into bankruptcy, considering all the economic and political uncertainties that would bring. In an
interdependent world, it is unclear what one can do with a bankrupt country,
especially one the size of Italy; so it is probably prudent to prevent such a situation from happening in the first place.
Any notion of an Italian surrender to the IMF can be refuted by two observations. Firstly, there have always been important figures and factions within the
Italian policymaking structure welcoming the IMF restrictions. Secondly, the
IMF seems to have learned from experience that it is futile to try and bring
about any lasting improvement in Italy's financial position without achieving
some sort of political consensus to ensure that a coalition can both accept the
loan conditions and last long enough to carry them out. This requires that the
IMF watch internal political developments carefully and remain flexible
enough to allow a politically viable economic program to take shape.
The Italian case seems to disprove the assertion that the IMF always applies a
procrustean deflationary formula without regard to domestic needs or consequences. Perhaps as the IMF continues to deal with Portugal, and Portuguese
politics become more predictable, those nuances evident in the relationship between the IMF and Italy will develop in Portugal. That the IMF is paying more
attention to the domestic affairs of the countries with which it deals seems to be
a sign of increasing sophistication and a praiseworthy development.
Yet the case of Italy demonstrates that this sophisticated approach has its
own risks. The more the IMF tries to adapt reasonably to internal political
change, the more it participates, however unwittingly, in the internal debate
and the more controversial it becomes. Any proposal it suggests, regardless of
how economically rational and politically acceptable it may seem at the
moment, may prove eventually divisive.
This results from the close connection between certain economic issues and
political viewpoints. Such a connection exists in all countries, but it is particularly strong in Italy, where foreign policy and security issues traditionally occupy public attention to a much lesser extent than in the United States, United
Kingdom, Germany or France. The sorry state of Italy's economy since the end
of the "miracle," and the social unrest it has engendered, only heighten the
political urgency of any particular economic question.
The full import of economic issues can only be understood in light of the
most important development in Italian politics since the war: the rise of the
Communists, by democratic means, to a point of rough parity with the Christian Democrats. It is generally felt on all sides that the realization of the com32. Alan R. Posner, "Italy: Dependence and Political Fragmentation," InternationalOrganization, Vol. 31, No. 3 (Autumn 1977), pp. 810-11.
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promesso storico would be a momentous event. In this context, the struggle between the DC and the PCI for the "hearts and minds" of the people is far more
significant than any contest between Republicans and Democrats in America,
or the Labour and Tory Parties in Britain.
The highly charged ideological debate lends to economic proposals a symbolic significance far beyond their empirical impact on the national welfare.
Thus economic positions are assumed and abandoned not so much for their
objective economic merit but because they either advance or retard the compromesso storico. State spending is hard to control because the DC sees the
state industries and the health and pension systems as a bulwark against the
growth of the PCI. Likewise the scala mobile, despite its ruinous consequences
for Italian world competitiveness, has become the talisman of leftist solidarity.
The PCI did not strongly support it only because of the necessity to pursue the
compromesso storico by other means. Similarly, the PSI seized upon the credit
expansion issue to arrest its own decline and the rise of the PCI.
For the IMF to dive too deeply into this sea of political-economic inconsistency is to risk its credibility. What seems both economically reasonable and
politically feasible at one moment may still be economically reasonable but
politically out of the question the next. For instance, at the present time, the
particular political configuration which made possible that first change in the
scala mobile does not exist. Thus, any IMF insistence on the Pandolfi plan may
be an uphill struggle in which the role of the IMF itself could become a bitter
issue. This is of no small concern if the IMF values its image of political impartiality (already somewhat tainted in the Italian view due to suspicions that the
IMF responds to the anti-Communist prejudices of the major Western powers).
In any case, the IMF's increasing involvement as world financial truant officer leads it to confront an unhappy choice. If it imposes its conditions without
reference to domestic political constraints, it stands accused of insensitivity. On
the other hand, if it attempts to construct an economic program based on a certain alignment of political forces, it may find itself an unwilling participant in
domestic controversy should these political forces shift.

