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1. — This paper is not concerned with the two
preliminary questions relating to bank capital:

4) the necessity and functions of bank capital;
&) the advisability of State regulation,

Both the above problems have been thoroughly
cxarained in banking doctrine and a fairly general
agreement has been reached along the following lines:

#) a bank must have a capital of its own — even
if the low ratio of its net worth to outside funds is a
typical feature distinguishing it from other economic
enterprises — not only to start business (« promotio-
nal » function), but above all to ensure (except in the
case of a general depression) the capacity of absorbing
extraordinary losses (1), in the direct interest of de-
positors (« guarantee » function).

£ In order to afford a proper degree of pro-
tection to depositors, the fixing of a bank’s capital
requires the intervention of 2 public supervisory autho-
rity. There is ample reason to believe that the com-
position of contrasting interests between bank
«owners» and depositors cannot be left to market
forces. In fact, «owners» are anxious to keep ca-
pital accounts at the lowest possible level so as to
increase their profit rate, while depositors are inte-
rested in there being a large and adequate capital
capable of meeting possible risks. Since, generally

(r) As is known, the process of the formation of bank
income enlists among costs: imsolvencies, the depreciation of any
kind or form of assets, losses due to fluctuations in Stock Ex-
change quotations and exchange rates, These [osses are con-
sidered part of ordinary business risks and should be sufficiently
covered by current receipts. Conscquently, the capital should
only be required to cover:

— unpredictable and extraordinary risks;

— losses ordinarily experienced in day-to-day banking
operations, when market conditions do not allow receipts suf-
ficient to absorb them;

— losses due to liquidation sales, when a bank is being
weund up and operating proceeds are no longer available,

On the other hand, when a general depression, whether
national or interpational, occurs, the solvency of banks ceases
as a rule to be 2 problem of « capital » and becomes a problem
of ¢ liquidity », the solution of which depends essentially on
the action taken by the central monetary authorities,

cently in Italy, where the divergencies in average

speaking, the size of the capital is one of the ele
ments on which the public’s confidence in banks is
based, ane might assume that free competition should
lead to balance «at a point in which capital would
find a sufficient yield — as compared with the yield
of any other form of investment — and creditors a suf-
ficient guarantee » (2); but, as a matter of fact, market
imperfections and the peculiarities of bank business
might lead to very different results, to the detriment
of depositors’ claims. In particular, «it is not possible
to neglect the fact that savers are nearly always inca-
pable of assessing and estimating the relevant elements
. when facing the problem of deciding which bank
to entrust their savings to; furthermore it is not dif-
ficult for bankers to find suitable substitutes for ca-
pital to offer to more or less gullible dépositors » (3)
Now, among the factors which, over and above capi-

tal, are likely to attract the public there is the volume -

of deposits; and this, in turn, is influenced by the
credit policy carried cut by the banks themselves.
This process, as is well-known, enables credit Insti-
tutes, unlike all other economic enterprises, to increase
their resources regardless of the amount of their net
worth; and it is likely that the banks will be parti-
cularly inclined to avail themselves of this possibility
during periods of business expansion and to postpone
capital adjustments.
entails only a negligible increase in expenses, capital

increases — quite apart from the charges involved — -

are usually beset with a number of difficulties both
for State-owned banks and for private banks, The
former are subject to the financial possibilities of the
‘Treasury or to the accumulation of profits; the shares
of the latter are usuzally less popular owing to their li-

mited circulation, their comparatively low yield and &
the absence of opportunities for windfall profits, This

is, in actual fact, the situation prevailing unti! re-

(2) M. Mazzanting, Trattate di tectica Bancaria, Milan,
1940, p- So2. ‘
{3) Ibidem, p. 8oz,

For, while deposit expansion.

T
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yield between bank shares and industrial shares are
shown in Table L.

In the framework of these basic assumptions, our
enquiry aims at discussing certain problems regarding
a) the principles to be adopted in establishing

to establish simple and clearcut principles so as to
ensure the same standard for all banks, in actual fact
considerable difficulties are encountered, both regard-
ing the choice of the basis ratic and the modalities
of enforcement, difficulties which it might be impossi-

FROF{TS AND DIVIDENDS: COMPARISONS BETWEEN INDUSTRIAL AND BANKING CONCERNS Taprn I
o Paid-up capitak and Profits Dividends Percent ratios of
Year Number of firms r(cs.c.l?c flmfd SliES (per cent) {per cent) dividends to profits
ca millions o
Industrial | Banking | Industrial | Banking | Industrial I Banking | Industrial | Baaking | Industtial | Banking
1928 1,138 66 33,164 308250 4.56 5,09 6.22 3.33 82.32 65.13
1946 1,354 75 81,671 | 5.520.19 8.08 6-35 479 2.31 59-27 | 36.39
1947 1,515 " %o 172,743 8,y50.21 10.13 | 6.18 .00 2.47 69.19 37.40
1948 1,628 85 426,669 | 10,000.55 8.29 1 10,02 6.39 4.45 7732 43.88
{a) The funds for monetary adjustment are included, End of year.

Source: Nofizie statistiche sulle Socictd ltaliane per
Azioni », :

the size of bank capital, and &) the present ca-
pital structure of Italian banks and its practical impli-
cations.

|, - Capital-Depasit or Capital-Asset Ratio.

2. — As is known, current regulations concerning
the size of bank capital generaily vary according to
whether they refer to the foundation or to the subse-
quent activity of a Bank,

Generally speaking, for the establishment of a new
bank the presence of a certain capital is required.
This ipitial minimum has necessarily to be fixed on
the basis of factors quite extraneous to the future
enterprise’s activity; sometimes (as is today the case
in Italy) they are left to the appraisal of the super-
visory authorities in each separate case (4); some-
times reference is made to the population of the
country or to the juridical form of the enterprise or
to the territorial extension of its activity, etc.

Once the Bank has started operating, the adequacy
of its capital to act as a guarantee should be propor-
tionate to the expansion of its activity and, for this
purpose, further and different control measures should
be introduced. But, although it would seem advisable

o (4) For the evolution of Italian legislative control (bank-
g laws of 1926 and 1936) and for comparisons between the
*égulations in different countrics, sce: A. Runzi, Difesa del
Wparmio ed esercizio del credito in regime corporativo, Padua
1938 A. M., Awcsn and other Authors, Commercial Banking
Legisiation and Control, McMillan, London, 1939,

Aztoni, 194g, issued by the « Associazione tra le Societd Italiane pes

ble to overcome in periods of rapid economic dynamism.
Hence it may become advisable or even necessary to
waive precise formulas, preferring a flexible control
and the pressure brought to bear by the supervisory
authority.

3. — Regarding the selection of the term with which
bank capital may be compared, there has been and
still is a considerable divergency of opinions.

@) One line of thought, which in the past pre-
vailed also in the United States, holds that capital
should be in proportion to the total deposits and
current accounts; and this as a consequence of the
obvious relation existing between the risks inherent
to credit operations and the total amout of alien
funds .

&) A second line of thought — now strongly
supported in the United States -— considers total
assets as the most reasonable basis for establishing the
ratio of bank capital.

Undoubtedly the capital - total asset ratio presents
an abstractly «logical » foundation, inasmuch as it
refers the capital directly to credit items, including
« loans and investments », the deterioration of which
(owing to losses, devaluation, etc.) the capital is directed
to absorb. However, in actnal fact this abstract «lo-
gical » validity becomes irrelevant: on the one hand,
total deposits differ from total assets according to
rather homogeneous percentages; on the other hand,
owing to the intrinsic characteristics of the assets, it
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conceals incongruities and drawbacks not easily over-
come,

Firstly, it should be remarked that the commonly
accepted meaning of capital is an ideal, abstract ac-
countancy value resulting from the algebric total of
assets and liabilities. Therefore, in an operating enter-
prise, its size is a function of the assessment criteria
adopted to determine assets and labilities, In parti-
culay, it is subject to asset evaluation since bank
liabilities arc casily ascertained. As there is a close
connection between the evaluation of total assets and
the size of capital, the latter has no value of its own
that may be compared with the value of the assets.

Further, two other difficulties are to be considered:
-~ some of the component parts of total assets, lacking
a market value, have only nominal values; - the
degree of risk varies considerably in the case of the
majority of the credit items.

Consequently an unavoidable lack of precision and
arbitrariness arises, which excludes a right of priority
to total assets as a basis for establishing the size of
bank capital.

The foregoing objections could not be overcome even
if the ratios were calculated on the basis of assets
exclusive of cash and investments in State securities
{i. e, limited to the so-called « risk assets »). '

¢) In order to give « real » meaning to the logical-
ness of the capital-asset ratio, the suggestion has been
put forward in the United States to divide asscts into
groups with varying degrees of risk and to establish
different capital (5) requirements for each group. This
diécriminating capital-asset ratio would overcome the
drawhacks of which the capital-deposit ratio is accu-
sed, drawbacks which may be summed up as follows:
— in its uniformity, the capital-deposit ratio,
although it is meant to cover any losses occurring in
credit operations, does not make any allowance for
the varying degrees of risk attending the different
types of operation;

— it neglects the differences which may exist in
asset structure from one bank to another and conse-
quently applies the same standard to all enterprises,
regardless of their business conduct;

— it ignores the changes which may occur in the
pattern of bank assets in the course of time, modifying
the estimate of the «adequacy » of capital as a gua-
rantee.

Although the «logical » superiority of a multiple
capital-asset ratio is undeniable, there are however
serious reasons preventing it from being practicable.

(5) Some specify: « available » capital, that is to say capi-
tal account (capital+-reserves and undisteibuted profits) less
investments in immovable property (real estate, banking house
fixtures, etc.).

Firstly, situations may develop which call for rapid
changes in the composition of assets; in this case the
adjustment of the several asset ratios might give rise
to difficult problems or might even compel the banks
to oppose legitimate business developments.

But, above all, the fact of establishing ratios for the
different groups of assets would invelve a complicated
classification as regards the creation of homogeneous
groups with respect to the degree of risk. Owing to
the range of bank operations, no objective degree of
tisk can be applied to individual groups of credit
operations, except in the case of cash assets and State
sccurities.  Very often, moreover, there is a conside-
rable difference in risk between one operation and
another within the same category — a difference which
may actually be greater than the difference between
one category and another,

To sum up, it appears that the traditional ratio
of capital to total deposits is the most reasonable and
simple in practice and not @ priori surpassed as some
American writers would contend (6).

It is based on a reliable and easily determined
factor: the bank’s liabilities, the amount of which
may easily be ascertained and is not subject to evaluation
principles of a subjective nature, so that it is possible
to establish an amount of capital in keeping with the
bank’s debts and consequently with its credit capacity
and presumable volume of risks.

Il. - The ~Traditional” Capital-Deposit
Ratio (1 to 10) and the Necessity of
Adequate Remuneration for Bank
Capital. -

4. — As already stated, the adjustment of capital
to deposits prevailed for a long time in practice as well
as in theory and even now, despite the unavoidable
arbitrariness involved, it may be satisfactorily applied

as an cmpirical and general device to be adopted with

suitable qualifications according to the different bank
managements,

The best known of these ratios — it may be
termed  « traditional » since it represented the index
of broad approximation for advanced banking systems

in the first decades of our century - was the one =

(6) For an cxtensive swrvey on this subject and for infor-
mation regarding the twndency of the American supervisory
authorities to replace the traditional ratio based on the volume
of deposits with new systems referring two credit activity, see
R. L. Rosmson, The Copital-Deposit Ratio in Banking Super-
vision, in « The Journal of Political Economy », Feb. 1o41;
T. Surret and R, E. Hewcern, Bank Capttal; the Problem
Restated, in the same « Journal », Nov. 1047; R. L. Ropivsow,
A New Sapervisory View of Bamk Capital, in « The Journal
of Finance », Marck rg50.

which considered the necessary and sufficient amount
of capital to be about one tenth of total deposits.

This amount — which referred to a period in
which the capital of banks was well above this mini-
mum — was actually contemplated by the articles of
association of some banks (7), sanctioned by banking
Jaws or recommended by the supervisory authorities (8)
and also in Ttaly it was proposed with variations in
some Biils referring to credit control (g)

As we shall specify later on, the ratio of 1 to 10 is
now a memory of the past, except in a few countries
(Switzerland and, to some extent, the United States).
The expansion of currency circulation and inflationary
developments in the last ten years have led to a great

Bank Capital in Traly 73

broadly speaking, to the normal rate for investments
on the market. Consequently the adjustment of bank
capital to the expansion of deposits finds a natural
obstacle in the Jevel of bank capital yield: the faster the
expansion of total deposits and the more limited the
profits of bank business, the greater is the obstacle.

These conditions oceurred in Italy during the past
ten years of inflationary developments.

5. — On this aspect some statistical data may be
interesting so as to bring up to date the calculations ma-
de by Prof. Mazzantini (10). ‘The latter remarked that,
between the first world war and the great depression,
a ratio of about r:10 between capital accounts and

PROFITS OF PUBLIC LAW CREDIT INSTITUTES AND BANKS OF NATIONAL INTEREST

(millions of lire) Tastn IJ
Net profit, as a percentage Ratio (:{f; f[:;:rﬁ!)lit]a;ii;;ccounts
Capital Adrainistered N it 8
Year ct profit

and reserves funds (a) of capital of admini- o Canital = 1

accounts stered funds @ 13
1938 3,582 15,024.92 200,75 5.60 0.558 11.07 9.03
Iggs: 3,649 39,824.16 207.87 5.69 0.549 ro.08 9-92
1940 4,082 46,929.40 221.19 5.41 0,509 9.52 10.50
1941 4,175 60,871,16 242,12 5.80 0.449 7.36 13.58
1942 4397 74,882.69 202,27 5.99 0.386 6.20 16.14
1943 4402 93:314.50 200.02 4:54 0.237 4.89 20.45
1944 4.491 175,005.49 172085 3.84 0.128 2.63 38.02
1945 4,810 256,804.34 156.92 3.26 0.0%2 1.91 52.36
1946 5,557 471,317-30 174,08 3-13 0.048 r.1g 84.03
194% 5,848 753,403.44 292.98 5.01 0.047 0.78 128.20
1948 6,422 1,096,101.11 650.60 10.13 ©.073 0.58 172,41
1949 32,728 1,192,658.00 1,304.50 10.25 0.114 .08 92.59

(a) Includes: paid-up capital, reserve funds, deposits and current accounts, circular cheques and sundry creditors,
Source: Notisle Statistiche sulle Societi Italiane per Azionmt, 1949

divergency between the growth of bank deposits and
the increase of bank capital, resulting sometimes (in
Italy for instance) in a capital-deposit ratio much
below 1:10. Tor a thorough appraisal, and a partial
justification, of this trend, two sets of circumstances
must be taken into account:

@) the complex variety of controls introduced
during the last twenty years and the growing impor-
tance of public investments in bank assets have pro-
vided guarantee factors making up for and rendering
acceptable considerably lower capital-deposit ratios;

8) further, as already stated, a ratio between ca-
pital and liabilities cannot ignore the necessity of en-
suring a remuneration of bank capital corresponding,

(7) Sec Mazzanmin, op, cit., p. 804, .

(8) 8See the articles already quoted in « The Jowrn:l of
Political Tcopamy », Beh. 1941 and Nov. 1947.

{3) See « Rapporte della Commissione economica presen-
tato al'Assemblen Costituente »; Vol. IV, Credite e Asscieura-
Fone, p. 5, Rome, 1946.

the funds administered (including not only deposits
and current accounts, but also net worth, circular che-
ques and sundry creditors) allowed a more than suf-
fictent yield to paid-up capital (xx). In fact, net pro-
fit luctuated around 1o-12 per cent per annum. The
world crisis impaired this yield very considerably.

Continuing these calculations for the years after
1937, and until 1949, for « public Jaw credit institutes »
and «banks of national interest» on the one hand
(Table IT), and credit companies including « banks of
national interest » on the other (Table III), we observe
in contrast:

— a stationaty average percentual yield during the
first years of the war and its decline betwen 1942 and
19463

~- an uninterrupted lowering in the average ratio

(10) Op. cit., p. 803 IL.
(11) As a general practice of Italian banks, « subscribed
capital » and « paid-up capital » coincide.
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between capital accounts and liabilities: from about
r:10 in 1938 to 1:20 in 1943 and r:x72 in 1948.

It may be inferred that the traditional ratio of 1o
per cent showed a tendency to shift radically also
because, under the conditions in which banking ope-

PROFITS TN BANKING COMPANIES

seven-tenths. Once the reserve fund reached one tenth
of total deposits, the aforesaid institutions were allow-
ed to allocate a maximum of five-tenths of their net
profits to charity and public utility purposes,

A real capital-deposit ratio, however, was omiy

Taere 1Y

{millicns of lirc)

R B ) Net profit, as Ratio of capital ac.
Nugber Cagital Administered N a percentage counts to labilities
Year of firms and reserves funds (a) ot profic of capital of admi-
nistered %, Capital =1
accounts P
B funds 7
1938 60 3,082,70 30,843,547 157,13 5,69 0.5 11.09 9,02
1946 75 3:529.19 451,615.50 3512y 6,15 0,07 124 80.64
1947 8o 8,870.21 6470,046.40 548,00 6,18 0.09 1,34 74,62
1948 8s 10,690,55 902,494.68 1,091,55 10,02 0.12 1.09 91.74

(2} Includes: paid-up capital, reserve funds, deposits and current accounts, circular cheques and sundry ereditars,
Sentce: Notinie Statistiche sulle Soctetd Italiane per dwioni, 1949,

rations are performed today, it does not guarantee a
« fair» remuneration for the capital invested, owing
to the constant increase in bank costs (12).

. - Capital-Deposit Ratio in Law and
Practice.

6. — The problem of a minimum initial capital
will not be discussed in this paper; it has been
suitably solved in Italy by granting the supervisory
authority full power to take flexible decisions case by
case according to circumstances (Art. 28 of the Bank-
ing Law 1936-37). Far more interesting and delicate is
the problem of the capital-deposit ratio for operating
enterprises. We will turn our attention to it, exami-
ning present Italian legislation and the changes which
have occurred in the actual ratio for the whole Italian
banking system as well as for the different groups of
banks, posting up to date some international compa-
risons and discussing briefly the possibilities and the
means for strengthening bank capital in our country.

7. — 'The first provision regarding the capital-
deposit ratio in Italy is to be found in a law of 1888
on Saving Banks, which established that nine-tenths
of the yearly net profit were to be set aside to form a
reserve fund until the latter amounted to -one tenth of
‘total deposits, Subsequently, in 1929, Savings Banks
and Pledge Banks were allowed to reduce the quota
to be carmarked for the formation of a reserve fund to

(12) On the problem of bauk costs in Italy, see: M. Maz-
ZaNTING, [ costi di gestione delle banche italiane, in « Moneta ¢
Credito », edited by the Bance Naziopale del Lavero, No. 7,
3ud quarter, 1949, pag, 288 {f,

enacted ia 1926, On the basis of Art. 15 of Decree-Law
No. 1830 of November 6, 1926, the ratio of bank de-
posits to caprzal plus reserves was not to exceed 20 to T,
Any amount in excess of this was to be invested in
Government bonds or deposited or placed in a non-
interest bearing current account with the Bank of

" Italy, This « legal » ratio of 1:20 was at that time —

and remained until the second world war - far lower
than the actual ratios of Italian banks which were
generally about 1:10.

The 1936+ Banking Law — recognizing the arbi-
trary mature of any inflexible and aprioristic formula,
in view of the different banking managements and
changing market conditions — refrained from formally
enacting fixed ratios and preferred to grant the super-
visory authorities power «to impart instructions of a
general pature to banks or of a particular pature to
groups of banks or to single banks, amendable after
suitable notice » with regard to « the ratio between
net worth and liabilities, and the possible types of
investment authorized for such deposits as exceed the
amount established by said ration (Arts. 32 and 33 (13).

Nevertheless the ratio established by the 1926 Law
was maintained - as a standard by the supervisory
autherities until 1g4s.

The «nominal» increase which had meanwhile
taken place in the volume of deposits as a result of
inflation — unaccompanied by even a nominal adjust-
ment of bank capital — then made it imperative to
change the ratio so as to ensure a suitable yield to
the banks which were heavily burdened by increpsed

(13) The supervisory authorities have also the power to
« regulate the ratio between bank capital and investments in
real estate or industrial shares » {Art. 35),

Bank Capical in Tealy 5

operating costs. Consequently, as from March 1, 1946,
the supervisory authority provided that capital accounts
(capital and reserve funds) could not be less than one
thirtieth of total deposits and that banks holding depo-
sits equivalent to more than thirty times their capital ac-
counls were to invest the surplus in State or State-gua-
ranteed securities to be deposited with the Bank of

This measure was a temporary makeshift at a time
when monetary devaluation reacted unfavourably on
the yield of banking enterpriscs and the formation of
savings. It was not implemented and had therefore
to be abandoned.

Eventually the matter was regulated ex novo by
the provision of July 17, 1947, wherein the Intermini-

DEPOSITS ANI} CURRENT ACCOUNTS IN ITALY, BY GROUPS OF BANKS (a)

(millions of lire) TasLn IV
' Savings Banks
Ind of Public Law Banks of Ordinary Credit Pcoplc? andg]?]cdgc ]
v 1 " : - Co-operative Bapks of Total
year Credit Institutes | National Interest Banks nks
Banks ist catcgory
1938 8,843 13,888 8,163 5,722 18,916 55,532
Iggg 10,437 15,994 9,699 5,924 18,912 60,966
1940 14,701 19,251 . 11,543 7,210 19,753 72:458
1941 19,550 24,626 15,568 9,478 24,012 93:034
1942 24,701 29,622 21,500 12,840 29,283 117,946
1443 26,880 40,337 26,745 16,617 32,679 143,258
1944 56,648 73,562 45,175 27,122 46,278 248,785
1945 84,081 108,763 86,020 46,455 81,267 406,586
1946 142,540 192,063 154,783 28,500 130,169 698,055
1947 225,070 244,486 226,719 114,291 203,323 1,013,889
1948 333:333 364,717 328,249 169,279 324,700 1,520,278
1949 448,286 440,101 424,310 214,125 415,902 1,948,724
- 1950 518,506 517,089 484,033 238,400 473,878 2,234,900

(2) Tnterbank curremt accousts are excluded. The data refer to 365 banks {commercial and savings banks) which hold about

90%, of the total deposits collected by all Italian banks,
Sourcz: Bolleitino of the Bank of Italy,

Italy or pay it into an interest-bearing current account
also with the Bank of Italy (within six months from
the ascertainment of the surplus).
TasLe V
NET WORTH OF ITALIAN BANKS (a)
(millions of lire}

Savings

find of Pﬂgic Banks |Ordina- ]fl(:).‘s B:;lgs
ind of . .
Credit Of Na . Co-ope-| Pledge Total

Year . tional | Credit | 7 ° ks of

Institu- Interest] Banles ralive |Banks of

tes Bapks | 1st ca-

tegory

1938 | 1871 | 1711 | 1481 599 1582 71344
1939 | 1530 | 1yxg | 1574 | 592 1691 71506
Igqo | 2254 | 1828 | 1697| 664 1716 8,139
1941 | 2329 | 1846 | 1745| 716 1796 8,432
1642 | 2518 | 1859 | 2041 | 741 1947 9,106
1943 | 2530 | 1872 ) amq8: 927 2073 94550

1944 | 2630 | 188y 2261 | 1080 2256 10,088
1945 | 2916 | 1894 | 2434 | 1217 | 2415 | 10,876
1946 | 3632 | 1925 | 3909 1748 | 2541 | 13,735
1947 | 3833 | 2015 | 6885| 3123 29%0 18,766
1948 | 4347 | 2095 | 8630 3001 3802 22,755
1949 | 6378 § 6350 | 13590 | 5567 | 5258 | 37,143
1950 | g331 | 6625 | 17190 | 6666 | G958 46,7470

{a) « Net worth » includes capital and reserve funds.
Source: Dolletting of the Bank of Italy.

sterial Credit Committee introduced, as an anti-infla-
tionary weapon, a system of compulsory reserves.

"Banks other than Savings Banks had to deposit
with the Bank of Italy, cither in the form of cash or
of Government Securities, 209 of such part of their
deposits and current accounts as exceeded ten times
their capital accounts (capital and reserve funds) at
September 30, 1947 as well as 409, of any increase
in deposits occurring after September 30, 1947 until
the total ratio between «reserves» and alien funds
reached 25%,.

Although this provision has deprived banks of the
possibility of granting credit to economy in proportion

to the whole of the increase in the deposits, it has,

on the other hand, strengthened the guarantee for depo-
sitors as far as liquidity and solvency are concerned
making up for the heavy drop in the capital-deposit
ratio.

8, — Tables IV-VII contain data regacding the
increases which occurred between 1938 and 1950 in the
face value of deposits and current accounts and in
the capital accounts of the Italian banking system.
According to the index numbers in Tabdle VI deposits
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and current accounts increased 4o times (14) between
December 1938 and December 1950 as against an
increase of only about six times for total capital ac-
counts, The capital-deposit ratio consequently un-
derwent considerable changes, declining from about
1:8 in 1638 to 1:15 in 1943 and 1:66 in 1948; the
situation improved appreciably in 1949 and xgso (x:48
in December 1950), but there is still 2 very marked
divergency as compared with 1938. In actual fact the
total capital accounts of the Italian banking system
at present amount to 2 per cent of total deposits and
current accounts, as against 13 per cent in 1938,

TapLe VI

RATIO OF NET WORTH TO DEPOSITS
IN ITALIAN BANKING SYSTEM

Indexes (rg938=100)
— | % ratio
End of year deposits of net worth
and curront | net worth (b) | to deposits
accounts (a)
1938 100 100 13.22
1939 109 102 12.31
1940 130 110 T1.23
1541 169 114 9.00
1942 212 124 7.2
1943 258 130 6.66
1944 448 137 4.05
1645 732 148 2.6%
19406 I.25% 184 1.97
1647 1,825 255 1.84
15448 2,737 399 I.49
1549 3,509 505 1.96
1950 4,021 634 2,009

(a) Interbank current accounts are excluded.
{b) « Net worth » includes capital and reserve funds,

The drop in the capital ratio differs from one
group of banks to another, owing to the different rate
of deposit expansion and to the different managerial
conduct adopted tc adjust capital to the new condi-
tions,

As Table VII shows, the highest capital ratio is
at present that of «ordinary credit banks» and of
« people’s cooperative banks », for which the respective
ratio are 3.52 and 2,75 per cent of deposits and cur-
rent accounts, while the « banks of national interest »
show the lowest percentage of the whole credit system,
namely 1.28 per cent, Between the two extremes
there are the savings banks and « public law credit
institutes ».

The fact that «ordinary credit banks» and
« people’s cocperative banks» have maintained the

(14) As is known, this increase is considerably lower than
the increase in wholesale prices (54 times); hence the increase
in « monetary » terms conceals a drop of about 32 per cent in
the « real » value of total deposits and current accounts.

Tane VII
PERCENT RATIOS OF NET WORTEH TO DEPOSITS
BY GROUPS OF ITALIAN BANEKS (a)

. Savings

Public c rdi Pecple’s &
End of I aw Ore. BauI'(s of Ordmzlary Co-gpc— Banks nnd
Year dit Insti- Mational | Credit | rative Pl?dgef
tutes Interest | Banics Banks | DADKS ©

Ist Cﬂtﬁgﬂl‘y

1938 21.15 12.32 16.30 16.49 8.36
1639 18.49 | 1044 | 16.23 | 10.00 8.94
1940 | 15.33 949 | 1453 9.21 8.68
1941 Ir.ot 7:49 | 10.93 7455 748
1942 | 1019 | 637 9-49 577 6.65

1943 94t 4.64 8.03 5.58 6.34
1944 4.00 2.35 5.00 398 4.87
1545 3.46 174 | 283 2.62 2.97
1546 2.54 1.00 2.52 2.22 1.95
1947 170 0.82 3.03 2.73 1.43
1948 1.30 .57 2.63 2.20 I.17
194g T.42 142 2.20 2.60 1.26
1950 .80 1.28 2.52 2.9 1.46

(&) « Net worth » inelndes capital and reserve funds, The
term « deposits » includes deposits and current accounts, In-
tetbank curvent accounts are excluded,

highest ratio is accounted for partly by the larger
flow of deposits to « public law credit institutes » and
« banks of natianal interest», and partly by the juri-
dical nature of « ordinary banks» and « people’s cao-
perative banks», whose private character has enabled
or even obliged them to increase their capital, not
only by coaverting hidden into manifest reserves, but
also by resorting to the money market and to reva-
luation for monetary adjustment — measures which
weie not accessible to the « public law credit insti-
‘tutes » owing to their juridical nature, or to the
« banks of national interests» owing to the difficult
financtal situation of I R.I. (Istituto per la Ricostru-
zione Industriale - Industrial Recovery Institute} which
holds the of their shares (15).

9. — It is not only during the last ten years that
there has been a decline in the capital-deposit ratio.
Inflationary movements have always been accompa-
nied by a marked downward trend of the capital
ratio (16).

(15) It must be remembered that also the capital-deposit
ratios for cach of the above-mentoned banking groups are only
general averages, often concealing wide divergencies from. one
enterprise to another within the same group. Even for one and
the same enterprise, the capital-deposit ratic may be mislead-
ing inasmuch as the capital accounts are the result of asset
values depending on subjective appraisals and divergent business
policies; consequently they acquire a real meaning only if
they are considered in the light of the mapagement’s practices
(provision of sinking funds for real estate and banking house
fixtures, under-valuation of investment portfolios, writing-down
of doubtful credits, etc.},

(16) See Mazzantini, op. cit., p, 8oy; and the article Zum
Kapiiel « Bank Kapizal » in « Zeitschrift fiir das gesamte Kre-
ditwesen », Feb. 19350,

As compared with deposits and current accounts,
the percentual capital ratio of Italian banks actually
declined from 22.3 to 8 per cent between 1913 and
rgz1, rising to 13.3 per cent in 1926 (12% in 1937).

Nor is this only an Italian phenomenon. Also
abroad the decline in the capital ratio, which had
already started before World War II, increased consi-
derably as a result of recent inflationary developments,
dropping to levels never reached in the past. Table
VIII is significant in this respect, since it sums up

DEPOSITS AND CURRENT ACCOUNTS, NET WORTH AND RELATED RATIOS

Bank Capital 1o Irvaly ol

10. — As has alteady been remarked, a justification
for the changed pattern of the capital-deposit ratio
may be found in the far-reaching innovations (changes
in asset structures, public controls, etc.) introduced in
most countries, after the Great Depression of 193033,
which led to a considerable increase in the guarantees
afforded to depositors. ‘This is the case also in Italy,
particularly since 1947 when the system of compulsory
reserves was added to the network of legal obligations
already in force (control relating to the opening of

TasLe VIII

IN AMERICAN, FRENCH, ENGLISH AND SWISS BANKS

. GREAT BRITAIN: « BIG FIVE » (a)
(millions of sterling)

Ead of Deposits and )
. Net worth %, Ratio
period current accounts
1938 1,050,090 116,11 5.95
1947 5,147.00 125.30 2.43
1948 5,354.00 128.3 2,40
1949 5,336.00 128.8 2.41
1930 5,473.89 129.62 2.36

(a) Barclays Bank, Midland Bank, Lloyds Bank, West-
minster Bank, Nationa] Provincial Bank,

Sowrce: Balance-sheets,

UNITED STATES: « COMMERCIAL BANKS »
(millions of dollars)

FRANCE: WHOLE BANKING SYSTEM
(billions of francs)

Deposits
End. of and Net worth <, Ratio
period current

accounts
1938 545 0.7 19.63
1946 443.1 19.3 4-35
1947 516,2 22 4.26
1948 816.3 24.5 3
1949 986 35.1 3,50
1950 1,131.9 394 348

Sowrce: Commission de Contréle des Banques, Rupports
Annucls.

SWITZERLAND: WHOLE BANKING SYSTEM
(millions of francs)

Source: Federal Reserve Bullerin.

the data for the four money markets of greatest inter-
national importance : U.S.A., Great Britain, France
and Switzerland. In Great Britain the capital-deposit
ratio has dropped to a level slightly higher than in
Itly (from 6% to 2.40%); the French ratio is
somewhat higher (3.50%,, but with a maximum decli-
ne from 19.6%,); the ratios for the U.S.A. (7.6%) and
especially for Switzerland (10.30%) are still high, but
there has been a considerable shrinkage as compared
With 1938, which in the case of Switzerland is as
hlgh a8 30%. .

End of Deposic End of
ind o and o R 2 : ; X o ;
period current Net worth %, Ratio period Alien funds Net worth % Ratio
aCccounts
1939 57,718 6,885 1.9 1939 15,195.0 2,119.8 13.9
1945 150,227 8,950 6.0 1945 18,339.1 2,182.5 LI,9
1646 139,033 9,557 6.9 1946 19,820,6 2,209.7 ILT
1647 r44,103 10,059 7.0 1947 21,0128 2,261.2 10.8
1648 142,843 10,480 73 1948 21,920,9 2,306.5 | 10.5
1949 145,174 10,967 7.0 1949 23,018.8 2,371.3 10.3
1950 153,870 11,620 4.5

Source: Das Schweizerische Bankwesen im Jahr 1949, is-
sued by Swiss Natienal Bank.

new banks or banking branches, elimination of partici-
pations and medium and long term loans, credit
control, etc.). In this legal framewark, a policy aiming
at guarantecing bank creditors’ claims by an increase
in bank capital might to some extent at least, be
substituted by an active manipulation of the complex
variety of control weapons the monetary- authorities
now have at their disposal.

In any case, the process of strengthening bank ca-
pital has been under way since 1948 and, quite apart
from the above-mentioned «compensatory» control
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measures, should be pursued tenaciously beyond the
modest level so far attained, Until what new ratios
are reached? The answer — obyiously only a broadly
approximate one -— invelves a knowledge of the
present revaluation pessibilities for monetary adjust-
ment, We will now exdmine this aspect,

IV. - Revaluation for Monetary Adjustment
and Bank Capital Increases between 1946

and 1950,

11. — In recent years the problem of revalua-
tion (17) for monetary adjustment has been of parti-
cular interest to non-financial business enterprises
which, operating as they do on real gooeds in which
almost all their capital is invested, have not suffered
any substantial loss as a result of inflationary develop-
ments, :

On the other hand, this problem is not of great
importance for banks owing to the different structure
of bank assets, which consist for the most part of
monetary values and only for a small fraction of values
incorporated in real property (real estate, furniture
and equipment}. :

In fact, if we consider the distribution of bank
assets we see that:

— for a first group of assets (cash, portfolio,
discounts, advances, contangoes, letters of credit, etc.),
which absorb most of a bank’s resources, no problem
of revaluation arises;

— for a second group (State securities, corporate
debentures and shares), revaluation is equally impos-
sible, since, while the accountancy value of some
investments (State sccurities) remains unchanged, in
the case of others (shares) stock exchange quotations
already discount monetary devaluation. There is,
however, a possibility of revaluation in the case both
of the share portfolio and of industrial participations
purchased in periods of currency stability, provided
these securities are still entered at « face» value in
the bank balance-sheets;

— it is for a third group of assets, consisting of
immovable property and equipment, that revaluation
can be of interest. Only a part of these assets are
entered in bank balance-sheets in view of the usage
of considering as operating expenses all payments
made for the purchase of furniture and equipment and

{17) As is known, revaluation for monetary adjostment is
regulated by Act No. 436 of May 27, 1946; Act No. 241 of
Sept. 13, 1946; Act No, 49 of Feb. x4, 1948 and Act No. o4
of April 1, 1545.

On the problem of legal cocfficients for monetary adjust-
ment, sce G, Mawciwy, Aspects and Problems of the Iialian
Stock Market, in this Review, No. 5, April 1948, pag. 321 £

for works of adjustment and improvement to bank
premises. Hence the existence of -hidden reserves, the
extent of which it is impessible for anyone outside the
bank administrations to know — and the possibility of a
revaluation, which, however, can never have the same
importance as in the case of non-financial business
enterprises,

The problem of the revaluation of these assets should
be carefully studied by banks in an attempt to find
a way of adjusting their capital to the new monetary
standard and raising its ratio to the deposits and cur-
rent accounts, with the threefold purpose: (a) of
reducing the amount of the deposits to be tied up as
compulsory reserves in State securities or current ac:
counts with the Bank of Italy; (&) of increasing the
line of credit that may be granted to a single enter-
prise (18); (¢) of reducing the amount of the securities
to be deposited with the Bank of ltaly against the
outstanding velume of circular cheques (wssegni circo-

lars) (19).

12. — The process of strengthening bank capital,
which was started in 1946, developed in 1947 as a
result of: &) asset revaluation for monetary adjust-
ment (in compliance with Act No. 436 of May 27,
1946); b) cash payments cccurring in the case of
« ordinary credit banks » and «cooperative banks»;
¢) allocation to reserve funds of carrent profits. In
this manner the net worth of the banks as a whole
rose from 7,344 millions in 1938 to over 18,700 millions
at the end of 1947. ‘The same trend continued in 1948
(from 18,766 to 22,755 million lire). But the greatest
capital and reserve increase — 14,388 million lire —
was in 194g. It occurred in all sectors of the Italian
credit system, and in particular in that of «banks of
national interest » and « ordinary credit banks» which
were able to effect revaluation for monetary adjust-

(18) Under present regulations, a bapk is allowed to grant
to a client a line of credit up to and not excceding 20% of
the amount of bank capital, - For grants above this ratio the
authorization of the Bank of Italy is required,

(19) The «assegno circolars » is an inscrument of credit
payable to order issued by a bank against payment of the
equivalent in cash, The bank is respansible for the payment of
the wassegmo circolare», 'This is the difference with a common
cheque: in fact a bank is under no obligation to cash a cheque
if no funds are available in the drawer's account, Owing te
the guarantee of the issuing bank, the « assegno circolare » ls
an instrument of payment quitc generally accepted. Tt may be

issued only by some authorized banks, after they have deposited -

a special reserve fund with the Bank of Italy for an amount
equivalent to 40%, of the average circulation of drafts duting
evety two-month peried, If ap the cnd of the period the
circulation excecds the «capital accounts» of the issuing

bank, an additional « cover » must be deposited for anp amount ‘

cquivalent to 100%, of the surplus (at present this reserve is
only 6e% of the surplus as compered with the amount which
was in circulation at September 30, 1947).

ment, availing themsclves of the provisions issued in
Act No. 49 of Feb. 14, 1948.

A further strengthening of bank net worth — by
g,627 million lire — especially pertaining to « public
law credit institutes» and «ordinary banks» took
place during 1950 due, for the amount of 3,032 mil-
lion lire to the increase in capital and for the amount
of 6,595 million lire to the increase in reserve funds.

On the whole, the contribution brought by revalua-
tion for monetary adjustment to the capital funds of
the Italian banking system in the period 1946-1950
has been calculated to amount to 3,337 million lire:
only 10%, of the total increase (33,015 million lire)
in banks’ net worth occurred in the last four years
(See Table IX).

‘Tapre IX

REVALUATIONS FOR MONETARY ADJUSTMENT
{millions of lire)

Revalued Items Assigntr{§nt of
N um- revalued items to
ber | Pre-
Year : Other| Total
@ of szl Secu- Y?‘:’i Ca- | Re- p::_l
banks ppcrty rities | jua- | pital [serves poscs
] tions
194% 18 | soz| 284 — 7r| 124| 591] 786
1948 | 70 | 311| 273 — | 214 340/ 30 584
1949 | 28 | 418| gq1| 182 735/ 515 291} L.541
1950 | 22 |5,662| 534 191 | 764f 574{1.049| 2,387
Total | 78 |2,893|2,032| 373 |1,784]1,553|1,961| 5,298

Source: Report for 1950 by the Bank of Italy.

In December rggo the total capital accounts of the
ltalian banking system — 44,770 million lire — rea-
ched an average of barely 6.37 times the 1938 level,
whereas deposits and current accounts had increased
40.2 times; the comparative rate of increase for capital
and deposits differed widely from one group of banks

to another:

) Increases in
Increases in dcposits and
Banking Institutions capital accounts curreat
(1938 =1) accounts
(1938=1)
Public faw credit institutes 5.55 58.6
Bauks of national interest 3.87 37.2
Ordinary credit banks . 10,89 59,6
PmPlc’s cooperative banks 11.12 41,6
Savings banks and pledge
banks P 4.39 25,1

In short, despite the efforts made by the banks,
the results on the whole are modest so far, The low
ceeflicients for monetary adjustment established by the
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law (20) and their limited application have not per-
mitted the full revaluation of bank asscts, nor has
the flow of fresh capital (and the ploughing back of
profits) been proportionate to the steady increase in
depaosits,

V. - Revaluation Possibilities of Bank Capital.

13. — What results might be obtained with a full
revaluation of bank assets?
As has already been said, the assets to be consi-
dered for this purpose are:
a) the share portfolio;
b) participations;
¢) premises;
d) furniture and equipment.
Let us examine these items for the several banking
groups.

14. — Share Porifolio.

The share portfolio, consisting mainly of assets
not in the nature of participations, followed the trend
shown in Twble X between 1938 and 1gso in the
five scctors of the Italian banking system,

As can be scen, the total nominal value of banks’
share holdings remained practically unchanged bet-
ween 1938 and 1946, subsequently starting to rise, in
conformity with the revaluation process for monetary
adjustment, until in 1950 they reached ¢ times the
1938 level. Now, if we consider that the market value
of said shares was about twice their face value in 1938
and about three times at the end of 1950, after having
exceeded To times in 1g47-48, it is permissible to assu-
me that the share portfolio is not liable to appreciable
revaluation, Undoubtedly the bank’s share portfolios
contain securities which, in view of the prudential
standards of evaluation adopted, deserve to be revalued;
but in any case.these are values which, compared with
total assets, are of little importance and would there-
fore give a very modest contribution.

15, — Participations,

The Banking Law of 1936 forbade banks to have
participations in commercial and industrial enterprises,
so as to avoid risks of immobilization.

This ban, however, is not extended to some « public
law credit institutes », which have continued to hold
and acquire participations in some enterprises of an
industrial nature or of public interest in Southern
Ttaly. But, with this exception, all other banks now

(20) Maximum; 18 times the 1938 values, as against am
increase of 54 times in wholesale prices (on Dec. 1950). Pro-
posals for raising the revaluation coefficient now in force (o
a maximum of 4o times?) are now pending in government
circles,
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possess only participations in other national or foreign
credit Institutes.

The participations to be considered are therefore:

) bank participations;
&) sundry participations;
¢) foreign participations.

Their trend during the past years is given, for the
whole Italian banking system, in Table X, As can
be seen, the most striking increases occurred in recent
years; they may be attributed, at least partly, to the

TarLz X

SHARE PORTFCLIO, PARTICIPATIONS AND PREMISES
OF [TALIAN BANKING SYSTEM

{millions of firc)

Share . Premi
End of year portfolio (=) Participations remises
1938 696 784 1,564
1939 Gog 761 1,509
1940 Gos 785 1,540
1941 613 1,644 1,497
1042 581 1,674 1,200
1943 795 1,797 L:544
944 552 . L750 1,531
1945 507 1,797 1,664
1946 644 3,258 2,408
1947 1,374 4143 3,063
1948 3430 5,015 6,033
1949 5,288 72445 8,979
1956 6,500 11,387 11,740

(a) Nominal value.
Sowurce: Bollewtino of the Bank of Italy.

capita! increases carried out by controlled enterprises.
The trend varied widely from one group of banks to
another.

In the sector of «public law credit institutes»
which, as we have seen, is the only one in which
some banks hold industrial participations, a revalua-
tion might be possible, particularly when the parti-
cipations were acquired prior to the war and are stiil
entered at their original values. It is impossible, how-
ever, to give reliable calculations on this matter,
since it would be necessary to know the nature of
each participation, the economic and capital sitvation
of the enterprises controlled and their manage-
ments, ete,

As far as bank participations are concerned, reva-
luation may be considered in differing degrees, ac-
cording to whether they refer to Italian or to foreign
banks. We are of opinion that revaluation is not
possible for the former since Italian banks, as we shall
soon show, have no intrinsic revaluation possibilities
with regard to their capital. For participations in
foreign banks — which are still entered in the balance-

sheets of Italian banks at the old exchange rates —
revaluation possibilities are greater owing to the chan-
ged rate of exchange, but not likely to be importane.

16, — Premiscs.,

The most suitable secter for fuil revaluation is that
of banks’ real estatc — the jtem which has suffered
least from the process of monetary devaluation. Re-
valuation possibilities are enhanced by the usage of
considering all works of improvement, adjustment and
embellishment as aperating costs to be fully covered
by current profits.

Limiting our considerations to the values indicated
in bank balance-sheets, since it is obviously impossible
to take hjidden reserves into account, the immovable
property of banks returned by the Bank of Ttaly
followed the trend shown in Twble XII between 1938
and today,

The increase recorded in recent years is mostly due
to new purchases of immovable property, but for the
two sectors of « ordinary credit banks » and « people’s
cooperative banks » it is partly due to revaluation for
monetary adjustment carried out in compliance with
the legal conversion coefficients.

Obviously the data given represent acccuntancy
values which, as things are at present, owing to the
changes in the purchasing power of money, do not
give any precise indication of the real value of the
banks’ immovable property,

17, — A revaluation of bank premises might be
carried out according to one or another of the
following criteria, which lead to very different results:

@) a revaluation based on «legal cocfficients »
could only give very limited results. In fact, by
revaluing the immovable property owned by Italian
banks in 1gz0 (worth about 450 millions) and its
subsequent increases up to September 1gso on the
basis of the aforesaid coefficients (21), the foilowing
approximate credit balances are obtained: .

(21) The coefficients for monetary revaluation caloulated in
compliance with legal provisions are the fellowing:

Year 1920 - 36.3582544738 Year 1924 - 25.1626318632

» 1921 - 28.3411%41626 » 1925 - 23.055065514
» 1922 - 27.3120568680 » 1926 - 22.3163343702
» 1923 - 26.5623977304 » 1927 - 20.500054848
from 1927 to October 1036 , . 30.42
from October 1936 to 1938 . . 18
Year 1939 . . . . . . - 15.66
»OT040 . . .« . . . .« 1350
»ooig4If42 . . . . . 1134
B 1643 P
v Tgdd . . . . . . . OBu5average for ipvesumentd

North and South of
the « Gothic Line »

»OI945 . .+ o+ .+ . . . 360
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Public law credit institutes . 12,015 millions
Banks of national interest . . . 9663  »
Ordinary credit banks . . . . 8868 »

People’s cooperative banks . 5,374 »
Savings banks and 1st cat. pledge
banks. . . . . . . . . . 10644 »

Total . . 46,564 millions

5) One might also conjecture a revaluation on the
basis of the general index numbers for wholesale prices
(at September 1950, 58.88 times the 1938 level).

Following this principle, the credit balances of
revaluation would increase considerably, reaching the
following amounts: '

Public law credit institutes . 13,738 millions
Banks of national interest . . . 16,231  »
Ordinary credit banks . . . . 19,589 »
People’s cooperative banks . 9,200 »
Savings banks and pledge banks 20759  »

Total . . . 59,577 millions

It should be remarked that, having taken the values
of the 1938 balance-sheet set forth in Tadle XII as
conversion basis in this case, we have not considered
the revaluation indices for the years 1927 and 1936
and the process of amortization already under way in
the preceding years, which might raise the figures we
have obtained even higher. '

¢) Lastly, it is. possible to conjecture a full revalua-

tion on the basis of the changes in the value of the
lirg resuliing from

— the gold price between December 31, 1920 and
December 21, 1g27;

— the Jaw relating to the stabilization of the lira
(Act No. 2325 of December 21, 1927) for the period
going from December 22, 1927 to October 4, 1936;

— the law relating to the «alignment » of the lira
(Act No. 1745 of October 5, 1936} for the period going
from October 5, 1936 to December 31, 1938;

— wholesale price indexes between January 1, 1939
and September 30, 1950,

.If suitable computations were performed in com-
pliance with the foregoing principles, the credit
balances of revaluation might be the following:

Public law credit institutes 306,749 miltions
Banks of national interest . . . 28,018 »

Ordinary credit banks . 26,534  »
People’s cooperative banks . . . 6421 »
Savings banks and 1st cat. pledge

banks . . . . . . . . . . 3Lgg8  »

Total . . . 139,720 millions

The conversion computations do not of course take
into account certain phenomena of a truly economic
nature reflecting the immovable propeety market and
the process of amortization under way, which would
probably modify the results we have obtained.

18. — Furniture and Eguipment.

The praiseworthy administrative custom adopted
by banks of considering purchases of furniture, calcu-
lating machines, mechanical equipment for account-
ancy, etc. as operating costs helps to form hidden
reserves, the extent of which is unknown, But as said
articles are subject to great wear and tear, the value
of these reserves, as compared with total assets, could
hardly be noteworthy. For this reason — quite apart
from obvious principles of cautious management —
they ought to be overlooked.

19. — Hidden Reserves.

The survey we have made so far of revaluable
assets has not yet exhausted the possibilities of the
reintegration of bank capital.

‘the integrity of the latter is further safeguarded
by the formation of hidden reserves resulting from
prudential evaluations of the several bank assets. But
just because of their particular nature, it is not advi-
sable to reveal them through revaluation, Moreover
it would be a very difficult task to determine their
extent, owing to the divergent evaluation principles
— of a subjective nature — adopted by banks and
their variability even within the same bank from one
year to another, In any case, the possible margin of
revaluation is necessarily low, as these reserves usually
result from an under-estimation of security holdings,
bearing for the most part a fixed income and having
a market value about par. '

Besides the case of reserves resulting from the
under-estimation of asset items, mention must also be
made of the hidden profits concealed among liability
items. In the case of most banks, these too, however,
are not of such magnitude as to render an equivalent
and manifest revaluation of capital advisable.

VI. - The Reconstitution of Staff Retirement
Funds.

20. — In order for the problem of the revaluation
of bank capital o find a complete solution, not only
the assets liable to monetary adjustment must be con-
sidered, but also the liabilities consisting of charges
which have to be adjusted to the conditions existing
at the moment of payment and which consequently
are also affected by monetary vicissitudes,

Under this heading we find the indemnities due to
bank employees when their employment comes to an
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end, for the payment of which the banks have to con-
stitute suitable retirement funds,

The formation of these funds without a cor-
responding investment in real estate — which was
not allowed in the case of Italian banks — has
had a detrimental effect on their real value. In
fact, while the indemnities due to the stafl have
increased in proportion to the rise in salaries con-
nected with inflationary developments, the value of
the assets allocated has not followed the same trend
owing to the fact that for their very nature they are not
liable to revaluation for monetary adjustment. Conse-
quently, as things are at present, the value of the
retirement funds of the banking system as a whole is
not in proportion to the amount of indemnities due
to the staff on the basis of present salaries and seniority.

21. — Regarding the calculation of stafl retircment
funds, Prof. Saraceno rcmarked (22):

« supposing that each employee administers on an
average a deposit quota equivalent to 15-20 times his
yearly salary and taking the average seniority of the
personnel to be 10-15 years, the staff retirement fund
is equal to 3-5 per cent of the deposits ».

Following this principle and making allowance for
the fact that the total amount of bank deposits is about
2,234 billion lire (Dec. 1950} it might be assumed that
the staff liquidation fund for the whole Italian bank
system should fluctuate between a minimum of 68 and
a maximum of about 113 billicn lire.

Perhaps this computation is optimistic. H, as it
would appear, the number of bank employees amounts
to 83,173 with an average seniority of from 5 to 10
years for one third, from 10 to 20 years for another
third and over 2o years for the remainder and if the
average retirement indemnity is at present about
1,500,000 lire per employee, the total volume of the
reticement funds which should be indicated in the
balance-sheets of Italian banks should be about 125
hillion lire; instead bank returns showed a total of
24,611 million lire at December 31, 1950.

These figures, we repeat, are based mainly on
suppositions and must therefore be considered only as
broadly indicative. Tt is likely, however, that the
Italian banking system as a whole would require
further allocations not far from one hundred billion
lire to reconstitute the retirement funds for the bank
staff now in service. And, since, rebus sic stantibus,
it would not be possible generally speaking, to cover
this gap with current profits, any capital revaluation
would have first of all to be allocated to this purpose.

Are the credit balances resulting from capital re-
valuation likely to be sufficient for the reconstitution

(22) See . Sanactno, Le banen di credito ordirarie, Milan,
1049, page 10g.

of staff retirement funds? The answer depends largely

on the criteria followed in asset revaluaton, If we
assume that revaluation sources are provided exclusi-
vely by real estate items, the balances thus attainable
would be completely absorbed by the reconstitution of
staff retirement funds, should they be computed at a
total amount of about 78 billion lire on the basis of the
index number for wholesale prices (hypothesis b). On
the other hand, in the case of a full revaluation such
as was conjectured under hypothesis (¢}, a margin
would very probably remain.

VIl, - Conclusions.

22. — If the latter alternative is excluded for
reasons of extreme caution, one might affirm: ) that
immovable property assets which may certainly be
revalued are offset by liabilities which, adjusted to the
present cost and the seniority of the staff, would
probably absorb the whole of such revaluation balan-
ces; b) that bank capital, consequently, could not
expect any eonspicuous contribution from revaluation
for monetary adjustment,

These remarks — which might be complicated by

the previously mentioned divergencies in conditions

hetween groups of banks and from one bank to another
and the consequent necessity of adopting an appro-
priate minimum common denominator — show that
any realistic possibility of rapid improvements in the
present capital-deposit ratio is to be excluded. There-
fore, the burden of strengthening capital accounts will
fall largely on banks’ current profits, which increased
considerably in 1948, 1949 and 1950 and on which the
capital adjustment efforts made by the banking
systemn in recent years — with results that are favou-
rable on the whole but vary from group to group and
from bank to bank — were founded. It is undoubtedly
necessary to persist in these cfforts so as to attain
capital endowments more in keeping with the impor-
tance and expansion of banking activities both at
home and abread. As things are at present, however,
it is out of the question for banks to set themselves
pre-war capital-deposit ratios as target, owing to the
expansion which has occurred in deposits and current
accounts and increased operating costs; furthermore

saic. ratios would be unnecessary in a situation like

the present when the interests of depositors are gua-
ranteed by so many public controls.

Wishing to indicate a realistic and at the same
time technically adequate proportion, one might consi-
der an average capital-deposit ratio of frem 3 to 6 per
cent. However, since the Italian banking system as
2 whole is below these levels, it might be sufficient:
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) to reach an intermediary ratic between the
«legaly pre-war ratio (%) and the present average
%)

£) to consider the latter as a «limit» ratio in
view of the changed economic situation and use it for
purposes of control, judging any departure from it as
a sign that the bank in question is in a bad way,

No statement regarding this matter has so far been

made by the supervisory authorities, Nevertheless,
although any comparison of capital to deposits is now
outdated having been absorbed in practice by the new
system of compuisory reserves, some term of compari-
son of the type mentioned above might integrate, and
be satisfactorily conciliated with, said reserve system,
if it were applied by the supervisory authorities as a
term of orientation without rigid formalities.




