Notes on Firms, Banks and Company Law

Prerruict Crocca

Corporate governance, a combination of law and economics, is
in fashion, The combination is useful in view of the synergy it can
create between the two subjects, not because it is based on a new or
in some way better company law or theoty of the firm.!

From the methodological point of view the literature on corpor-
ate governance is confirmation that law and economics are tending to
draw closer once more. A tendency, it is worth stressing, that is
positive and potentially fruitful. For Ttalian scholass it represents a
return to the interdisciplinarity of which they had carried the baton,
before giving it up to others in a late imitation of extreme specializ-
ation that needs to be reversed today.

As regards the substance of the matter:

@) the modern firm (in which control is separate from owner-
ship) is seen as having two fundamental values, both of which deserve
to be protected: autonomy (A) of the control exercised by directors
{entreprencurs) and scrutiny (S) of the exercise of that control by, or
at any rate in the interests of, owners and creditors (financers);

b) the existing institutions of company law, and numerous
other conceivable ones, are analyzed and catalogued according to
whether they protect one or other of the two values, enterprise or
financing, A or S;

¢) no general ctiteria are found by means of which to estab-
lish whether A or S is more valuable in any given case, and in par-

8 Banca d'Ttalia, Rome (Ttaly).

! For a helpful examination of the litetature, see: A, Shleifer and R,W. Sishny, “A
survey of cotporate governance”, Harvard Univetsity, September 1995, mimeo; F, Barca,
“Le politiche del governo societario”, in A. Ninni and F. Silva a cura di, Le politiche
industriali, Laterza, Roma-Bari, 1996; and Associazione D, Preite, “Rapporto sulla society
apetta, La proposta di una societd aperta per la riforma del governo societatio in Italia”,
1996, mimeo.
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ticular whether they ate incompatible. Economic theoty, for instance,
is unable to say whether more A and less S makes an economy mote
growth- and stability-oriented and vice versa;

d) reliance is therefote placed on emp.ir:mal' case-by-case analy-
sis or on the value judgements of the indlv@ual lawmakef: W%len
deciding which of the two values is mote deserving of protection in a
given context (economic system/legal order).

1. Economic aspects

This last decision cannot be avoided even where both interests
are actually protected in a sub-opt?mal manner under th_e existing
legal order. There is thus necessarily a (Eor}ﬂlct.: a legal 1nst1tut1%n
cannot simultaneously protect two conflicting interests, s:xc:n:e%i}:1 y
giving greater legal certainty to the holdets of ,bot!? interests. T 1j:re
are no short cuts, not even a ‘weighted average (?Vlth what weights,
besides?) of the vatious legal institutions reflecting the preference
each accords to one or the other value. '

It would therefore be dangerous to copy the.solutions adqpted
elsewhere, They are the expression of the economic and'legal histor-
ies of countries that are very different, with none of which I_tgly i;n
be compared except by carrying out tf.le very assessment, .makl(rilgd e
very decision, that imitating the solutions of others was intended to
fwOldl‘\Ior is there a general, universally valid, answer based on 6001:1-
omic theoty to the question whether one or the other value is mm?f
desetving of protection. Walras, starting from t'he assumption o
maximizing agents, would probably not have admitted the queizm“x?.
Schumpeter would have defended his entrepreneut who, as suc ,d1s
never the risk bearer”,? but who must be able to decide freely in order
to innovate. Keynes would probably also have defe.nded th'e'auton;
omy of his entrepreneut, condemnec-l to operate in Ct.)ndiuops‘ o
insupetable, non-Berpouillian, uncertalt?ty,,’drlven by “animal spirits”,
the soutrce of “unconscious mental action”.

2 1A, Schumpeter, The Theory of Capitalist Development, Oxford University Press,
Oxford, 1961, p. 137
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The problem therefore has to be set in a given real context. Its
nature is that of an empirical-inductive, ot histotical, problem, How-
ever, even when tackled in this way, it is difficult to solve except by
making conscious and explicit value judgements,

Deciding whether, at a specific moment in time, an economy has
a greater need for A or S faces two difficulties:

- attributing the weaknesses of the economy to A or to $ and
believing that they can be remedied with A or S;

— overcoming, even in the specific case, the problem of the
trade-off between giving preference to A and giving preference to

S.

If the investment of firms is low, it is hard to establish how much
this is due to a lack of A. Tf investment in firms is low, it is hard to
establish how. much this is due to a lack of S. Tf both problems are
present, it is hard to tell which should be solved first, taking account
of the probability of succeeding and the time needed to do so, by
acting on A ot S,

Nor can recourse be made to highly synthetic judgements based
on history, economic or otherwise. It is probably true that in recent
decades the Italian cconomy has shown lively entrepreneurship
coupled with a reluctance to accept controls. On the other hand, it is
also probably true that despite the progress made this entrepreneur-
ship has had to operate in an environment marked by “rejection of
the market as an institution able to otient productive activity”.? While
the first of these features suggests a need for more S, the second
points to a need for more A.

I shall therefore attempt to draw a first empirical picture of the
Italian economy. Considered over the long term and compared with
those of more advanced countries, the Italian economy is marked by
high operating margins in relation to value added and a rapid rise in
labour productivity, especially in manufacturing industry. But those
are gross margins and need to be related above all to the investment
effected, while the rise in productivity probably reflects the closing of
the gap that existed owing to the late development of modetn
industry. In reality, ROL, ROE and the real return on shares are
relatively low and point to the difficulty encountered by Italian firms

> G. Catli, Cingrant'anni di vita italiana, Laterza, Roma-Bari, 1993, p. 14.
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in matching the profitability of fore.ign firms.* At.)ov.e all, this ﬁlffﬁ
culty is confirmed by the wariability of .these. 1r.1d1cat0rs (Wb'll(f ,
besides, are less exposed to doubts as to thel'r statistical compara ility
than the corresponding levels). Self-financing (no_t gross operating
margin), ROI, ROE, the real return on shares, the. rise in productlydlty
and in all probability the matk-up on normal unit costs show wider
fluctuations than in other countries, ROI and. ROE, moreover, are
much more widely dispersed across sectors with dlffe{ences on the
order of 10 percentage points, with sma‘ller enterpriscs generaﬂy
performing better than large ones. The picture, o at any tate Eb le
impression, of a structurally volatile economy with highly varia 2
corporate operating results tallies with the greater frequency an
entity of the revisions of investment plans, .
The directors of Italian firms thus appear to be more exposed to
risk, especially the risk that the management‘of the business and th_eni
choices will be unjustly condemned by.fmancers, by the capita
matket, if companies’ results are assessed in terms of the low points
and not of the trend or average or maximum values. .
Control — the defence of control — thus becomes a reaction, a
conditioned reflex: a more important objective even than _grox.vth‘of
the firm itself. Tt is thus possible to explain - in terms of ob]ectllve
data on the economy, rather than by invoking a special propensity,
almost an anthropological trait, of Italia_n entrepreneurs ~ why ollllly
10 per cent of manufacturing firms’ capital is held by petsons other
than the controllers (or by persons linked to them under voting
agreements ot by family ties), why only 20 per cent of 'thesf £11im52
capital is listed on the stock exchange, why the ownership o }?n v
out of a 100 industrial fitms with more than 50 emplf)yees changes
hands pet year (the bylaws of neatly 50 per cent of Ttalian companics
have clauses restricting the transfer of control.), and why there are
only 7 Ttalian companies among the top 500 in the wotld. v
At this point it is necessary to consider the legal system app ‘ymgf
to firms. A recent study” has confirmed what was .mtultlvely obvious:
that different legal traditions lead to differences in the legal protec-
tion of investors, the quality of law enforce'ment‘ and corporate
governance, The comparison is between countries with legal systems

4 A recent work on large enterprises shows that Italian firms” return on mvestrr.]ent
is significantly lower, See B.B. Yurtoglu, “Rates of return on corperate investment: an
i i ison”, Univessity of Siena, 1996, mimeo.
international comparison”, Univetsity o , " co, )

3 R, La Poita e al., “Law and finance”, Harvard University, 1996, mimeo.
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based on common law and civil law and, among the latter, between
those that refer respectively to the French and German civil codes
and those of the Scandinavian countries. The authors classify 49
countries and in their compatison of investor protection mainly
consider the provisions of company and bankruptey law. They find
major differences between the common law countties, which offer
sharcholders and creditors the most protection, and those - including
Italy - with legal systems based on the French civil code, which offer
the least. The quality of law enforcement in the latter countries is also
less satisfactory, and their accounting standards have a lower rating,
On the other hand, ownership is generally more concentrated in these
countries.

Let us now suppose that the facts set out above are true and, as
Einaudi used to say, not stupid, and that the interpretation I have
proposed is correct, with the causal link running from the instability
of the economy to the defence of directors’ control, Supposing,
furthermore, that the Ttalian legal system, independently of its distant
origins, reflects the traits of the economy described above, sanctions
and helps to perpetuate them. Under this hypothesis, it would be
rationalistic, illusoty, and above all dangerous, to seek to overcome ot
attenuate them by amending the law. The risk is not only of failing
but also of producing counterproductive effects, or at the least
considerable confusion.

The opposite hypothesis is that the law itself has produced these
traits of the economy, with the causal link running from positive law
to the behaviour of entrepreneuts marked by a low propensity to
open their companies to the contributions of others, list them on the
stock exchange, give piiotity to growth or put their control at risk.
This interpretation cannot, of course, explain the instability of the
real economy with which Italian firms are faced. It suggests that a
legal policy oriented towards common law criteria would be consides-
ably more cffective. It would nonetheless have to overcome strong
resistance by those with vested interests in the present system,

A third hypothesis is to assume that a common law approach is
preferable in itself, on the basis of value judgements that ignore how
it would wotk in the economy or the compatibility of the new legal
institutions with the economy as it actually is. It could be argued, for
instance, that the common law approach is, or will become, prevalent
at the international level, so that adopting it would be desirable and
failing to do so costly for the whole economy. The Leopardian buon
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trono of Tralian customs would be aligned in this field, for the sake of
advantage and de iure condendo, with that of other nations.® .
These btief considerations prompt an invitation to proceed ‘fvlth
caution, not to opt for conservative inaction. Prudence i§: especlall,y
necessary where A or S are to be modified by amending todqy 8
company law, The uncertainty does not so much concern th_e h'nk
between the instrument (amendments) and the intermediate objective
(more ot less A or S) as the actual choice of the. intermediate and final
objectives, which, if pursued through changes in tl.le legal system, are
alternatives; it also concerns the link between the intermediate objec-
tive and the final objective (the particular aspect of the performance
or modus operandi of the economy to be improved). .
Prudence is needed in view of the damage that ill-considered
changes in the legal system could produce in such‘ a del'}cate sector. It
would be especially serious if the ecrror consisted in exce§s'1ve1y
restraining the freedom of entrepreneurs and her'lce t'he spirit c?f
enterprise: “Without development there is no profit, without profit
no development. For the capitalist system it must be added fu,r,ther
that without profit there would be no accumulation of wealth”.’
But thete is another solution: that offered by competition ar}d
the matket, both in the structures of the economy and in the preva1'1~
ing culture. In Italy we must, and can, go much furthc‘ar along t?ns
road, which appears distinctly promising, with high marginal benefits,
This solution is free from the trade-off that afflicts the legal solution,
Competition stimulates both A and S. Together with the market
culture, it implies strengthening S without curbing A (shareholders,
and especially minority shareholders, must know that when they
acquire their intetests they run a risk and‘cannot expect to manage
the firm directly with the aim of limiting it). Recourse to the l.e.gal
system to protect competition and the market — “for a competition
law in Ttaly”® — not only does not involve any trade-off but is alsp
necessary: what is required is regulated competitive markets, that is
markets ensuring competition and governed by rules. B
Another important point is that competition, in addition to
stimulating and controlling fitms from the outside, can also exert

¢ G. Leopardi, Discorso sopra lo stato presente dei costumi degllialiani, Feltrinelli,
Milano, 1991, 154

7 T.A. Schumpeter, op. ¢it., . . )

8 ISee the proceedings of the meeting orgenized by the Bank of Italy on this theme,
published in the Banlc’s Quaderni per la ticerca ginvidica.

t
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valuable pressure from the inside if the enterprise is organized appro-
priately. There are two basic ways in which a company or a group can
be organized, That which has generally prevailed to date is based on
the principle of internal planning, coordination and hierarchical
command. It is assumed - in line with traditional neoclassical econ-
omic theory — that the aim of minimizing costs permeates companies
from the boardroom to the factory floor. This assumption is not
borne out by the facts, however. The drive to minimize costs is
variable, a function of numerous factors. Competition is the most
general and powerful stimulus/constraint encouraging those within
the firm to improve efficiency. Inside the firm? an otganization based
on competitive collision — with a synthesis at the highest level rather
than collusion planned by top management — can promote this end. It
can reconcile the operational and entteprencurial autonomy of man-
agement with the need for scrutiny and above all the pursuit of profit
that interest shareholders and creditors,

Before embarking on complex reforms or, worse, on piecemeal
adjustments of today’s company law, it is worth evaluating how much
progtess can be made, and how fast, along the road of competition
and the market, of the cultute and rules of the competitive market.
This would also avoid the risk of creating yet another alibi for all
those who fear and continue to obstruct competition: that of ‘work in
progress’ at the very heart of commercial law, company law.

At all events, the search for better guarantees for shareholders
and creditors must avoid two major risks, respect two limits. The
bodies and institutions for the scruting of firms must be placed
downstream from the directors’ legitimate decision-making, the verifi-
cation cannot be ex anfe. Entrepreneurship in a firm is one and
indivisible. The relationship between those who verify and those
whose action is verified must be dialectic, it must not degenerate into

a permanent conflict that would paralyze the firm or destabilize its
decision-making,

? H. Letbenstein, Inside the Firm. The Inefficiencies of Hierarchy, Harvard University
Press, Cambridge, 1987, However, see also some other penetrating but strangely
neglected contributions by the same suthor: “Allocative efficiency vs. X-effictency”,
Ametican Economic Review, no. 3, 1966, pp. 392-413; Beyond Economic Man. A New
Foundation for Microeconomics, Harvard University Press, Cambridge, 1976; General
X-Efficiency Theory and Econonic Development, Oxford University Press, Oxford, 1978.
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2. Legal aspects

The Tralian Patliament — evidently on the basis of value judge-
ments — has recently expressed its intention of strengthening the legal
arrangements for verifying the performance of the directors of com-
panies that raise funds from the public. Article 21, paragraph 4, of
Law 52 of 6 February 1996 (known as the Community Law for 1994)
states that “when the provisions concerning intermediagies, financial
and securities markets and other related mattets are revised, changes
may also be made in the rules on companies issuing securities in
regulated markets, notably as regards the board of auditors, the rights
of minorities, voting trusts and intragroup relationships, with a view
to enhancing the protection of savings and minority sharcholders”.

Although the law states that the aim is to improve the protection
of financiers (savings) and minority interests and identifies the fields
in which changes are to be made, it does not specify how the new
equilibtia within the firm are to be achieved.

Apatt from this cautionary note, it is necessary to have a clear
understanding of the law in force today, in terms of the underlying
approach, the institutions and the main provisions concerning A and
S, The key elements are £ the management of companies, i) shate-
holders’ self-protection and i) the protection of shareholders by

third parties.

i) The management of a company is entrusted by law to the
board of directors, which is given broad overall powers: “The direc-
tors who are the legal representatives of the company may adopt all
the measures provided for in its instrument of incorporation” (Article
2384 of the Civil Code). Directors are also required to “fulfill the
duties established by law and the instrument of incorporation with
the diligence of agents” (Article 2392 of the Civil Code). The refer-
ence to the principal/agent relationship js important for the assess-
ment of the decision-making autonomy of the board of directors in
management matters. The prevailing view is that the powers of
directors are of an exclusive nature, s0 that interference by the
general meeting of shareholders is not admitted. Resolutions adopted
by the genetral meeting are not binding on the directors. The later
are not released from their civil and penal liabilities because an
operation has been apptoved by the general meeting. Neither the
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The interest of the company — profit — and that of the share-
holders — profit - necessarily coincide when reference is made to the
ultimate putposc inberent in the cause of the contract. It is this
purpose that must be considered when applying the provisions that
govern the actions of directors in relation to a company.

Nonetheless, the fact that the corporate contract gives tise to an
ad hoc organization has sometimes led to companies being seen in
‘nstitutional rather than contractual terms. This is revealed by the
notion of the “interest of the company” referred to in Articles 2373 and
2441 of the Civil Code {(on conflicts of interest in votes on resolutions
in the general meeting and on pre-emptive rights to newly-issued
shares and convertible bonds). In the Fifties the Court of Cassation
interpteted the intetest of the company as that of the company itself,
superior to and separate from that of the shareholders, and potentially
in conflict with that of the shareholders as a body. This view was based
on an exireme interpretation of the principle of legal personality
conferred on companies by law. Separate and autonomous legal
persons with respect to the sharcholders, they appeared to be endowed
with a subjective otherness, to possess a patrimony of their own and

hence to have an interest of their own.
Subsequently, however, the conception rooted in the contractual
nature of the instrument of incorporation came to ptevail. 1t was
argued that the notion of the interest of the company should be
traced back to the voluntary communion of interests that links the
individual shareholders and led to the contract establishing the cotn-
pany, The corpotate natuse of the interest pursued peeds to be
assessed in the same way as the cause of the corporate coniract, as can
be deduced from Article 2247 of the Civil Code. A recent judgment
of the Court of Cassation®® has confirmed the adoption of this
approach, making it clear that the creation of a company does not
involve the creation of an entity different from the physical persons in
question, but only the application of a particular set of rules designed
to tegulate the relations between such persons. The opinion stressed
the contractual nature of the instrument of incorporation drawn up
by the founding members and referred to the cause of the corporate
contract and the aims for which it was drawn up for the purpose of
assessing the legitimacy of resolutions adopted by the general meet-

10 Sentenza della Corte di Cassazione, 26 October 1995, no. 11151 (written by
Marziale), in Giwrisprudenza commerciale, 1996, 11, p. 329.
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Companies are required to have a board of audiiors, except for
private limited companies (societd a responsibilita limitata), which
must make special provision for such a board in their instrument of
incorporation. The need for auditors to have approptiate professional
qualifications prompted the requirement, introduced in 1992, that
they be entered in the register of auditors kept by the Ministry of
justice and to include removal or suspension from the register as cause
for disqualification from the office of auditor.

The board of auditors must not pass judgement on the appropti-
ateness o advantageousness of the decisions of the directors, who are
solely responsible for managing the company. Its principal tasks fall

into two categories:

@) administrative controls: the board of auditors “shall control

the management of the company, verify compliance with the law and
the instrument of incorporation” (Article 2403 of the Civil Code);

b) accounting controls: the board shall “verify the regular
keeping of the company’s accounts, the conformity of the annual
accounts with the accounting recotds, and compliance with the rules
laid down in Article 2426 for the valuation of the company’s assets”
(Article 2403 of the Civil Code).

In companies whose shates are listed on the stock exchange, the
activity of the board of auditors is supplemented by that of indepen-
dent auditors entered in a special register kept by Consob. Pursuant
to Article 1 of Presidential Decree 136 of 31 March 1975, the
independent auditors “verify the regular keeping of the company’s
accounts, the conformity of the annual accounts with the accounting
records, and compliance with the rules laid down in Article 2426 for
the valuation of the company’s assets”. The independent auditors
certify the annual accounts of companies (as well as the consolidated
accounts) with a declaration as to their regularity. Legal scholarship
generally atirfbutes independent auditors and the board of auditots
with joint authotity in these matters, recognizing the different func-
tions of external and internal controls: the formet are intended to
ensure that the accounts provide a clear, accurate and independent
picture of the company’s situation at a specific moment in time; the
latter to contribute to the assessment of management performance by
providing a historical perspective through the diligent and continuous
monitoring of the boatd of auditors,
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It has been argued that the body of rules described above ar
inadequate, especially for larger firms, and thai the conflict betwees
autonomy and $ is sharper within firms that issue securities in official
markets or are listed on the stock exchange. According to this vie .
tI.le corporate contract has degenerated in Italy, majority votin “;’
.d1storted by the dichotomy between entrepreneurial shareholders inj
investors, and voting syndicates keep conmtrol in the hands of
ql'ganlzefi, st‘:able minorities. The main effect of this underlyin disto?r-
tion, which is not found in Anglo-Saxon systems, is to debasegthe rol
of tl.le market. It is necessary to carefully define the rights of all thi
Partles to the corporate contract in order to restore a balance between
tion;ollm% m'inl(:ﬂtiis}’) and ‘minority majorities’ and give certainty ?to
e property rights of bo i
(e Drobe C); nt%act‘ th by strengthening the rules disciplining the
.The tools provided in the Civil Code for regulating corporat
relations are also seen as having proved inadequate to protectzhar (_i
h::)lders,_ especially minority shareholdets, against the power of tli3
dlra_actf)rs. The board of directors is the direct expression of the
majority shareholder; it is the instrument of the latter’s policy for th:‘
lclzzl(iaimy. The conirolling interest is often concentrated in only a few
. Tt is no solution, however, to allow the majority to appoint the
entire board of directors in order to maximize the effectiveness of
management; to separate accounting controls, entrusted exclusively to
an independent auditor, from management controls and to entrust}ich
latter to a.supervisory board elected using a form of proportionafl:
representation in order to ensure the presence of directors represent
ing minority shareholders. This would deprive the board of (fi,rectors:
of the contribution of representatives of interests that, while different
._from those of the majority shareholder, are noneth’eless ‘company’
interests, thus eliminating any form of dialogue within the boardp%'}?e
?lsk of permanent conflict would be greater owing to the stren 'then
ing of the position of minority interests on the supervisory boarg Th H
German model of a dual administrative structure composed ‘of z
management body and a supetvisory body reflects the participation of
employees in the management of firms. Ttaly differs from Germany in
that the legal form of the public limited company (societd per azfonjz; i
Eften adopted by small businesses. These and other consideration:
ave blocked the C(?mmunity’s proposed fifth ditective based on the
German model, which has remained at the draft stage.
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Other proposals also appear questionable. The indiscriminate
lowering of limits on the exercise of powers, such as reposting
suspected irregularities to the courts pursuant to Article 2409 of the
Civil Code and the attribution to minorities of the right to bring an
action for liability against the directors, would bring with it the
danger of interested or nuisance actions, The reversal of the burden
of proof to facilitate actions of liability is plausible in cases of obvious
violation of the law; in other circumstances, it would result in
directors, when the proof requested became little more than a
probatio diabolica, having a sort of objective liability for the poor
performance of the business, for ‘having been unlucky’, with the
benefit of hindsight.

A reallocation of powers within the corporate democracy delin-
eated by the Civil Code'! obviously risks hampering the “legal
person” (which is and remains a fictio iuis) in the pursuit of profit,
which is the purpose cleatly attributed to companies by Article
2247,

Before achieving a definitive solution of one sort or another
based on a careful analysis of the economic interests worthy of
protection (beating in mind the impact of Community law), it is
necessaty to decide whether the problems regarding Italian company
law depend on the absence or inadequacy of today’s rules or rather on
a failure to implement them.

The average duration of a civil trial in Italy is estimated at 2,527
days (Pretura 616, Tribunale 1261, Corte d’Appello 1050).12 And the
situation is not improving. Such delays have serious effects on civil
society and, in the narrower realm of company law, have prompted a
flight from the coutts, Justice delayed is equivalent to justice denied.
The most important litigation has moved to arbitration; the protec-
tion of ‘outsider’ shareholders who wish to challenge company de-
cisions is inadequate, This is clearly demonstrated by the lack of court
decisions: legal journals are hard put to find company law decisions to
comment of annotate.

If we add the backwardness of markets and competition in Italy
to the pathological state of civil justice, any assessment of the effec-
tiveness of today’s laws in safeguarding the various interests associ-

11 G, Minetvini, “Un progetto di riforma della societh per azioni”, in Societd,
associazioni, gruppi organizzart, E.SI., Napoli, 1973, p. 479,

12'F, Zucconi Galli Fonseca, “Relazione sullamministrazione della giustizia nell'anno
1995", in Documenti giustizia, 1996, Table 6, p. 230,
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ated with companies must wait. Not just these rules, but any rules,
will be less than effective as long as coutts, matkets and competition
are lacking.

3. Banks and corporate governance

In a theory of how to govern the behaviour of directors with the
aim of also protecting financial backers, banks play a role as
i) shareholders, #{) creditors and /) participants in the financial
market; morcover, iy} in a competitive environment the directors of
banks must themselves answer to vigilant owners for their results,

i) Like other shareholders, banks combine the control in-
herent in the option to exit the company with that exercised through
their right to vote, with representation on the board of directors and
through agreements with other sharcholders. The larger the banks’
shareholdings in firms, the greater their incentive to play this role
effectively.

Italian banks’ scope for participation in the capital of non-
financial companies was broadened in 1993. One aim of the change
was to strengthen the stock market: Bank of Italy regulations require
Fhat at least half a bank’s equity investments be in listed shares. Only
in exceptional cases can shateholdings be acquired through debt-
equity swaps with firms in tempotary difficulty,

The size of the shareholdings that can be acquired is limited by
rules designed to avoid tying up banks’ assets. The overall limit on
shareholdings and real estate investments prevent the transformation
of customer savings into equity capital. The need for banks acquiring
shareholdings to be able to assess the related risks has led to the
possibility of investing up to 100 per cent of own funds in industrial
companies being restricted to banks with proven experience and
fund-raising that is mainly medium and long term.

Under the rules in force today banks can invest up to a total of
55 trillion lire in industrial shares. This is a high level in relation to
both the capitalization of the Italian stock market and the volume of
trading, Banks’ equity investments have increased from 2.4 to 6.6
trillion lire since 1993. They remain on a modest scale, despite the




156 P. Ciocca

improvement in corporate profitability and the increased recourse to
capital increases.

The size of their equity investments is not, however, the onl'y
reason for banks to monitor the behaviour of directors, nor is it
decisive in determining their effectiveness. In other systems, this is
enhanced by banks expressing the desires of shareholders who have
entrusted them with the management of their shases. In Tialy, the
prohibition on soliciting the conferral of proxies (.Article 23}72 of tllle
Civil Code) prevents banks from performing a similar function. A 1?111
to remove the ban was examined by the lower house of the Italian
Parliament during the last legislature, and it is to be hoped that the
issue will be taken up again.

i) As creditors the banks carty out a function comparable to
that of large shareholders, at least in one sense: they have the
incentive to monitor the management of the company closely bf‘:C&llSC
they have invested considerable resources on Wl:liCh' they wish to
obtain an adequate retutn, taking account of the risk involved. 'IZhey
also have the tools needed to take effective action in their dealings
with directors. '

The litetature now identifies banks’ function as that of reducing
the informational asymmetry in financing agreements, Firms have
private information on key aspects of their busiI.leSS, such as t%le
riskiness of the projects they want to finance, their entrepreneurial
abilities and integrity, The ultimate providers of finance are vfzell-
advised to delegate the analysis of creditworthines's afnd the monitot-
ing of credit relationships to specialized intermediaries charged with
gathering information and selecting borrowers. »

Banks perform this task effectively if the number.provlc;mg
credit to a single borrower is not excessive and if the credit relation-
ship is stable, Among the firms covered by the (;ompany Af:counts
Data Service, those with more than 200 billion lire of drawings on
credit facilities had borrowed from an average of 29 banks in 1995;
the number declines to 10 for firms with bortowings of less than :50
billion lite. The average duration of fitms’ credit relationship with
their main bank did not exceed three and a half years. o

The fragmentation of loans results increases tI'ne- creidxt risk
divided among the banks concerned; it reduces the disc':lphne imposed
on individual firms. Each bank has less of an incentive to bear the
costs of selecting and monitoring borrowers, which may hinder the
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detection of problems. Firms may initially be able to hide their
difficulties by increasing the number of banks from which they
botrow and drawing more extensively on existing lines of credit.

By using more than one bank, fitms can draw on one or another
credit facility according to the terms that the different banks are
prepared to offer, thus minimizing the overall cost of financing by
stimulating competition between banks, Although it may not be
desirable for a firm to have just one bank, the excessive fragmentation
of credit relationships creates problems for firms as well, especially
healthy ones. They may have to pay a higher price for credit i their
bank does not have an accurate picture of the outlook for their profits
and the financing and other financial services offered may be inappro-
priate. A less intense credit relationship can increase the cost of
financing,

Less fragmented banking relationships should not hamper com-
petition in the credit market. Competition between banks should be
based not on the mere granting of financial resources but father on
assessing creditworthiness, selecting firms in relation to their plans
and developing apptopriate financing programmes, With more highly
concentrated credit relationships, competition is crucial in order to

prevent the main bank from exploiting its information advantages to
extract excess profits.

7if) Banks can contribute to the development of the equity
and debt markets, a necessary condition for firms to be subject to the
scrutiny of private shareholders and institutional investors,

The smallness of the official market is the real anomaly in Ttaly.
The amount of equity capital in Italy is not negligible: in relation to
firms’ total financial liahilities, it is in an intermediate position
compared with the other leading countries. Howevert, this capital
does not circulate, so that the market is prevented from assessing the
efficiency of firms.

The main cause of this situation was long held to lic in the
demand for shares. With the share of households’ financial assets
managed by institutional investots nearly doubling in the last 10 years
to 20 per cent and with the introduction of a flat-rate withholding tax
on dividends in 1994, the focus of research has shifted to the factors
that affect fitms’ willingness to allow their share capital to circulate.
Many Ttalian firms are still reluctant to expose themselves more
openly to market scrutiny. Ensuring the stability of control
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takes precedence over the ability of firms to grow beyond a f?rrlr;lg
business, to enter new operational areas and to com;i‘etf? in -
national markets. The greatest cost of a sto'c1.< exchange 1st1111g is see
to be the transpatency it entails; the explicit cost appears low com-
gl her countries. .
Pai"e%;ﬁ;g; \(:ftould also benefit from the development of the capl.tal
market. Their balance sheets do not lend themselves1 to aggre:kslnif;:
lending policies; the share of .loans is large and theﬁ oW growS i
deposits appears hard to modify. At some large baEl 1{111§1 groups,
availability of capital may hinder the expansion ot lending.

iv) Tf banks ate to make their influence felt with non~ﬁpar:;1:1
enterptises, it is indispensable that they also should be committed to
malm'}if rlgjlr:i: of Ttaly has sought to foster the concept of bfmlfs las
enterprises since the early Eighties. — by asscrting the é)rnilclpn(-ii
removing operating restricti}(l)ns}; es%afaclally forrn public-sector banks a
i i efition on the banking system.
lmpoil:;i 2(;11;1{: 1985, which empowered the government to transgo§e
the First Banking Directive into Ttalian law, .estibhshed t;ljeB aslui
principle in “the entrepreneutial nature of banking”. 'I{)he 19{ 0 fg_lnc
ing Law reinforced the principle, reduc1r.1g the num 1er 0 a;n neg
regulations that derogate from comme.i:c:l‘al l:aw. It also saflc io e
competitive equality among banks by ehmu}atmg operatlcf)na spe.céi 2
ization, The Bank of Ttaly was entrustefi with the task o Qromé)ir Cg
the stability and efficiency of the banking system by ensu;mg dien

tors sound and prudent management of banks and safeguarding
competition,

Competition is now at work in. the Ttalian banking sysﬁetn. :Eln thza1
Fighties the concenttation of banking marke'ts was grad.ua;1 521 ri ig:ﬁ
in every segment and geographic ared, especially wherf }it la blr nch;;
been greatest. Following deregulation, th? numbe{: of banlk jo fes
increased by 8,000, or 53 per cent, bringing banking serw;:eli 800
previously unserved municipalities; the average num 61’11‘. f(: ‘ aﬁanks’
cach province increased from 21 to 28. The major ? 1f 1r'11. -
shares of the credit market that began with the remova okce1 ngsted
lending has continued in recent years. More dynamic 1ma.rcei:-oru::ir’iion
policies have also Jed to combinations beétween b'an <s. octlx}pe on
has been reflected in the prices of banking services. ‘Lend{ng ra en
have come closer to money market rates, The geographical dispetsio
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of both lending rates, net of borrower insolvency risk, and deposit
rates has declined. The differential between the return on loans and
the average cost of funds has narrowed by more than two points in
the last ten years.

Despite the demands of the new competitive environment, banks
have been slow to cut operating costs, especially staff costs. The
average cost per employee is out of line compared with other sectors
of the Italian economy. The disparity with other countries is even
greater: on a purchasing power parity basis, the average cost per
employee is nearly 50 per cent higher in Ttaly than in the United
Kingdom and Germany. After falling in real terms in the second half
of the Lighties, the contractual wages of Italian bank employees have
risen steadily. The contract agreed this year includes further increases,
which contrast sharply with the increase in bad and doubtful debts,
the fall in average productivity per employee and the poor return on
equity of Italian banks (2 per cent in 1993-1995, down from 10 per
cent in previous years), which nevertheless agreed to the increases.

In increasingly competitive markets, both private and public-
sector banks must pursue the same objective and measure themselves
with the same yardstick: the ability to boost their capital by earning a
profit and to offer shareholders competitive returns. The legal form
of both categoties of bank is now the same after the transformation of
all the public-sector credit institutions into public limited companies.
This eliminates any residual differences in legal treatment between
banks and ordinary firms, in terms of both corporate purpose and the
structure of corporate governance (apart from the special public
controls needed to carry out the supervisory duties specified in Article
5 of the 1993 Banking Law). The privatization of banks under some
form of public control, which still account for 60 per cent of banking
activity, has begun and will continue. Apartt from the debate over the
relative metits of creating a broad shareholder base o retaining a
hard core of institutional investors, it is crucial that bank privati-
zations should be carried out in such a way as to ensure that the
controlling sharcholders are clearly identified.

The public presence in the banking system must not be replaced
by constraints of a different order, perhaps even more pernicious
ones. The principle of separation between industry and finance, the
cornerstone of the 1936 Banking Law, is explicit in the new legis-
lation, The key to ensuring the efficient allocation of credit and the
stability of the banking and financial system lies in avoiding both
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captive banks and banks that are excessively involved in non-financial
firms. ”

Controls on the ownership of banks ate regulated by the 1993
Banking Law (Articles 19-24). To ensure the separation between
banks and non-financial firms Article 19, paragraph 6, forbids persons
engaging in significant business activity (more than 15 per cent of
their balance sheet assets) in sectots other than banking and finance
from acquiting holdings exceeding 15 per cent of the voting capital of
2 bank or that would confer control. The direct or indirect acquisition
of holdings in banks in excess of certain thresholds or that would
confer control must be authorized by the Bank of Ttaly. The Banls
assesses the quality of the major shareholders in terms of the principle
of separation and the broader criterion of sound and prudent manage-
ment. Pursuant to Article 19, paragraph 7, of the Banking Law the
Bank of Italy refuses or revokes authorization for persons who ate
engaged in significant business activity in sectors other than banking
and finance where there are agreements with other shateholders that
would result in a significant concentration of the power to appoint or
semove the directors of a bank such that its sound and prudent
management is jeopardized. Any agrecment governing the exercise of
voting rights in a bank must be notified by the patticipants to the
Bank of Italy within five days.

Auticle 33(c) of the Banking Law empowets the Bank of Ttaly to
issue general regulations concerning permissible shareholdings, in con-
formity with the resolutions of the Interministerial Committee for
Credit and Savings. Bank of Italy regulations regarding the acquisition
of holdings in non-financial companies impose three constraints on
banks and banking groups: @) a separation limit, equal to 15 per cent
of the capital of the investee company; £) an individaal concentration
limit, equal to 3 per cent of the supervisory capital of the investor
bank, for holdings in an individual firm ot group; ¢) a global limit,
equal to 15 per cent of supetvisory capital, for all equity holdings.
Latge banks (with at least 2 trillion lire of capital) that meet the capital
standards in force may be authotized to apply higher individual and
global concentration fimits, equal to 6 and 50 per cent respectively.
‘Specialized’ banks, with structurally stable fund-raising, may be author-
ized to acquire sharcholdings in non-financial companies within the

13 For more on the economic foundations of the principle of separation between
industry and finance, see P. Glocea, Banca, Finanza, Mercato, Finaudi, Torino, 1991,
especially chapter VI
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irﬁixlsr:umn (iin](siiviSual gﬂd global concentration limits provided for by
co anking Directi ifi i
by Socond respecfivelyr:ecnve, equal to qualified holdings of 15 and
. Thc? SIgn?ficance, the spirit, of the rules on banks’ equity interests
in noq—fmanmal companies and those of non-financial companies i
banlf;s is clear: the authorities have said o to the subjugationpof basnkI;
l:?y _flrms and to the commingling of banks and firms. Beyond these
limits, ther.e cannot be an effective dialectic relationship between
banks and firms, the only means of ensuring the efficient allocation of
real resources. Within these limits, and only within these limits, bank
- whethfer as shareholders or creditors - are called upon to scr,utinizes:
tl?e chol'ces and policies of cotporate management, without bein
dlrecqy involved in the decision-making process. Wit,hin these limitsg
estab.hshed by law, the professionalism and independence of bankers
can“lmk the role of banks to the variable S, place them in the position
of Wsittchdog shareholdet”, active in forestalling and eliminatin
operatmpal problems, and make them suitable counterparts, s ;
ple.mentmg the market, in otienting firms’ autonomy tow rc,l ul-Il)-
satisfaction of savers’ requirements. ’ e e
In the light of the disappointing results achieved between 1993
and_ 1996, we can only suspend judgement on the prospects for the
Italian banking system in the Single Market, Nevertheless, the stage
has be'en set, the legal framework put in place: banks as e’nter risegs
operating in full autonomy in a competitive market. It is up fo the

14 “Since the late Seventies economic and institutional poli i
gzxgg:f pa(;l(riltii impl_elm‘anted with the alm of permitting ﬁheczl}gilse}?:izgtfigmg? ??ac} l’l;
o t%ve d nat}clal 1n¢':1ust1'y. The process has steadily been stepped up — includiﬁg
leglslarive efaasme; ~ since 1985, when the need arose to equip Italys financial
199 Moch has boon dones perhap ol ot oo he e, ey protld alesh I

) as be , at cou ¢ don i
\p;c})]hg argi lleglslat1qn, bu't t}_lis could still prove insufﬂcierf':. a’i'}ilenigﬁito\fvﬁfogg l;gc
ether banks and financial firms have responded adequately in the Nineties; ultimaiel;

the fate of the sector, and i i i
, its crucial contribution to i fes i i
handss (P, Crooa ot 5 <ol the Italizn economy, lies in their




