Competition and Corporate Governance:
the Case of Italian Banks*

GiNeves Bruzzone

1. Introduction

Debate on the corporate governance of banks in Ttaly took off
well and truly when the major legislative bartiers hampering entry
into the markets and restricting both the range of services and the
chance for banks to have shareholdings in non-financial firms were
finally cut down to size. As the scope for entrepreneurial action
widened out, the limitations posed by the present ownership and
conirol structures on the possibilities for banlks to operate as efficient
enterprises in a regime of competition were called into question.

Relations between competition and corporate governance in
banking are not always clear. In this article we intend to highlight
certain aspects. One of the first questions to tackle is the extent to
which removal of the institutional bartiers to entry and an active
competition policy help to solve the problems detiving from inef-
ficient governance systems and what additional efforts may be neces-
sary to improve ownership and control structures with a view to
corporate governance. The second - closely connected - question is
about the positive influence improved governance structures can have
on competition, and thus on the prices and quality available on the
market.

After a general survey of these issues (Section 2), we shall go on
to consider the various forms of corporate governance now coexisting
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in the Italian banking system, highlighting their major critical points
{Section 3). A brief analysis of how the banks reacted to the new
entrepreneurial opportunities opening up as from 1990 with the
slackening of tegulatory restrictions (Section 4) will be followed by a
few remarks on how well geared the piesent ownership and control
structures are to match up to competitive developments in the coming
years,

2, The relation between corporate governance and competition

To start with, it is worth considering just what we mean by
corporate governance and competition in this context, Corporate
governance may be seen as a set of methods designed to guarantee
remuneratfon for people investing financial resources in a firm, in
view of the agency ptoblems involved in controlling the behaviour of
managets. Once the investment has been made, it is in fact to a large
extent sunk, at least in the short term. Thus, unless effective mechan-
isms ensutre that the firm will be managed in a such a way as to
remunerate investment, there is no incentive to finance it.! Therefore,
an inefficient cotporate governance system hampers the growth of
firms and unduly limits possible market developments.

Apart from the effects on investor incentives, inadequate corpor-
ate governance systems resulting in widespread company behaviour
that is not guided by the search for profit may result in serious
distortions to competition. Suffice it to recall that the ‘appropriation’
of resoutces by the managers may lead not only to inefficient \g)m-
pany organisation or external growth policies that do not match the
interests of shareholders, but also to non-market criteria for the
choice of suppliers and the establishment of price and non-price
conditions offered to clients, This is directly reflected in distortions to
competition in the markets upstream and downstream from those in
which the bank operates,

By competition we mean here not so much a static market
structure as a dynamic process to allocate resources within a context
of incomplete information. Like corporate governance, competition

! See Shleifer and Vishny (1996) and Prowse (1997).
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affects the allocation of resources both within individual firms and
the entire economic system, In the absence of stable monopoly
positions, firms are led to operate efficiently in order to keep a
footing in the market.

Let us now take a look at the connections between competition
and corporate governance. In the first place, one effect of compe-
tition is to restrain the discretionaty power of company managers.
Even if we suppose that competition does not actually reduce the
agency costs involved in manager control, when the chances of steady
high extraprofits are limited, there are fewer resoutces for managers
to appropriate at the expense of the company financiers. Neverthe-
less, the limits competition sets on managers’ discretionary powers are
not sufficient to eliminate all the above-mentioned problems of
corporate governance, Once financiers have invested their capital in a
firm, inadequate cotporate governance does in fact leave managers
the freedom of sub-optimal behaviour as far as the return on capital is
concerne, even though such behaviour may result in below normal
profits or even losses. Thus we once again come up against the
problem of disincentives for external financing of firms.

Of course, in competitive matkets the temptation for managers
to behave unprofitably will ultimately be curbed by the risk of the
firm exiting from the market or — a particulatly relevant prospect for
banks — the risk of a crisis calling for the replacement of managing
staff. Tlowever, the fact that competition does not generally suffice to
solve all the problems of corporate governance in terms of disin-
centives to external financing peints to the answer to the first ques-
tion: even when the institutional bartiers standing in the way of
market entry are removed and an active policy is implemented to
guarantee competition, it still remains necessary to seek out effective
systems of corporate governance in order to ensure that resources are
allocated efficiently.

The other aspect of relations between corporate governance and
competition, involved in the second question, is that an inefficient
system of corporate governance results in disincentives to the search
for competitive price and quality conditions that will satisfy cus-
tomers. If the ownership and control structures are such as to prompt
scant reaction to opportunities for profit, they will also represent a
limit to the bank’s capacity to respond to market demand for ef-
ficiency and innovation, introducing tigidities and thus slowing down
the operation of the competitive process, This sort of rigidity can lead
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to even mote serious consequences than any static inefficiencies when
it affects the firm’s capacity to make strategic choices, e.g. regarding
productive and geographical specialisation or personnel policies.

3. The different forms of corporate governance in Italy’s banking
system

In Italy as in other Furopean countries the banks have long
known a variety of ownership and control structures. In part, these
manifold bank models were the result of private initiative as vacant
market niches wete occupied. For example, the rise of the co-

operative banks (banche popolari) in the last century may be seen as an -

attempt to provide customers (mainly small entrepreneurs, labourers
and craftsmen) with mote favourable conditions of credit, exploiting
the co-operative system and close local connections to solve the
problems of information asymmetry, The rural and artisan banks
arose, on a smaller scale, with a similar pattern (co-operative system,
close connections with the area) but more distinctly mutual aims.
Somewhat more complex is the case of the savings banks, which in
some cases were established by associations of persons, in others by
public authorities, with the aim of promoting and enhancing the
savings of small and medium-size clients. From the outset savings
banks were characterised by the non-profit motive, gains being first
by the articles of association and then by law reserved to consolidate
the bank’s capital and otherwise channelled to charitable initiatives,
enhancing the links between bank and local area.

However, the competitiveness of the various forms of bank has
also been affected by public intervention, not only creating public
credit corporations itself but also applying over the years dissimilar
tax and monetary policy conditions, as well as unequal restrictions to
the geographical expansion of branch networks, to the different
categories of banks. On the subject of relations between categories of
banks and competition, it is worth recalling that until the late
Seventies, when applying the Banking Law of 1936-38 to decide
whether or not to authotise the opening of new bank branches, the
Bank of Italy took into account the criterion of not increasing the
competition between banks of the same type (e.g. between co-
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operative banks or savings banks) in a given geographical area, thus
by and large sharing out the local matkets within each category.
Moreover, for a long time implementation of the Banking Law
excluded the authorisation of new branches in minor centres for the
nation-wide banks, the aim being to encourage the development of
local banks? Given the specialization of credit institutions imposed
by the Banking Law, this policy actually meant for customers poten-
tially negative barriers to competition in each geographical area. It
also gave rise, in some cases, to highly concentrated market structures
at the local level, often giving powerful positions to banks of rela-
tively minor importance in the national context. This was the situ-
ation when it was decided to liberalise the opening of branches.

As is widely recognised, there has been a gradual but steadily
growing process of homogenisation in the operations and balance
sheets of Italian banks. A boost came to this process in the Seventies
(partly due to the increased weight of the small- and medium-sized
firms in domestic production and the adoption of more uniform
monetary policy requisites for the various categories of banks), and a
further boost in the following decade when constraints on operating
and geographical specialisation were reduced and the institutional
barriers to competition cut down. For the co-operative banks the time
soon came when the constraint to operate mainly with shareholders
was lifted and the non-mutual, profit-making aims were increasingly
recognised, also by the coutts. In the present situation, unanimity is
no longer required for transformation of a co-operative bank into a
limited company, but only the majority necessary to modify the deeds
of association. In the case of the savings banks, the process of
de-specialisation is particularly evident in the evolution of balance
sheets.’

As these developments came about, the Eightics saw a vigotous
debate arising over how to tackle the limitations detiving from the
legal status attribuied to certain types of banks, mainly the savings
banks, and involving most significantly difficulties in recapitalization
and efforts to merge with banks of a different legal status.* With the
law of 30 July 1990, no. 218 (known as the Amato Law), banks were
eventually encouraged to take on the form of limited companies.

2 See also Desario (19953).

? For these aspects, the reader is referred to Onade (1988) and Padoa-Schioppa
(1994).
4 For detailed analysis on the savings banks, see Giorgetti and Marmorato (1996),
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With the new Banking Law as set down with the legislative decree of
1 September 1993, no. 385, only the operations of mutual banks
{former rural and artisan banks) remain subject to special limitations
concerning both the opening of new branches and the obligation to
supply credit mainly to shareholders. There also remains an obli-
gation for these banks to reserve a quota of the annual net profits for
mutual purposes (mutual funds for the promotion and development
of co-operation).” With these constraints, on the other hand, mutual
banks continue to enjoy favourable tax conditions (in that they are
co-operatives with mutual objectives).

Basically, only four diffetent models of corporate governance ate
now operating among the Italian banks:

— limited companies controlled by foundations constituted
after the Amato Law was passed (former savings banks and first-class
pledge banks, plus most of the previous public law banks);

— limited companies controlled by other subjects (and hete a
further distinction arises between ptivate and public subjects);

— co-operative banks, which take on the form of co-operative
limited liability joint-stock companies;

‘ - mutual banks (former rural and artisan banks and second-
class pledge banks, which in tutn take on the form of co-opetative
limited liability joint-stock companies),

Table 1 presents a break-down of Italian banks according to
legal status in 1990 and 1995 respectively. B

Each of the various ownership and control structures now opet-
ating in the Italian credit system has, at least in principle, its own
particular problems to tackle in the sphete of corporate governance.
Let us begin by taking a look at the non-co-operative type banks
established as limited companies.

One point emerging from the literature on ownership and con-
trol is that, while no perfect solution exists to the problem of the
corporate governance of limited companies, the more efficient sys-
tems of governance are based on the combined presence of large
shareholders accounting for significant quotas of capital and voting
rights and an effective legal protection of investots, especially with

7 Legislative decree no. 385/93, articles 35 and 37. In the case of the mutual banks
activitics, opetations and geographical scope of action are regulated by the by-laws,
according to the criterla established by the Bank of Traly,
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respect to minotity sharcholders, The aspect of legal protection of
minority sharcholders will not be dwelt upon in this paper; banks do
not differ greatly from other Italian limited companies in this respect.
On the other hand, it is worth looking into the connection between
ownership concentration in banks (sharcholders with significant quotas
of capital) and the effectiveness of corporate governance structures.

Tane 1
BANKS OPERATING IN ITALY ACCORDING TO LEGAL STATUS
(1990-1995)
1990 1995

Savings banks® 82 | Limited companies accepting

shott-term funds 163
Public law banks 6
Banles of national interest® 3
Pitvate banks 106
Special credit institutions 92 Limited companies accepting

medium- and long-term funds 34
Co-operative banlks 108 Co-operative banks 96
Rural and artisan banks® 717 Mutual banks 619
Branches of foreign hanks 37 | Branches -of foteign banks 52
Central categoty and re-financing Ceniral category and re-financing

instituces 3 institutes 6

Total 1156 Toiale 970

o Tncluding seven ficst-class pledge banks,

b One of the former banks of national insetest, the Banco di Roma, went on through concentration with the Cassa
di Rispatmio di Roma to be controlled by a foundaton, Banca Commerciale Traltana and Credito Italiano went
undet private control.

¢ Inclading two second-class pledge banks.

Source: Bank of Tealy.

In principle, the advantage of having significant shareholders
tesults from the incentives they have to seek out information and
monitor the managers’ actions, togethet with the voting power which
allows them - cither individually or by creating coalitions — to guide
the firm in its major decisions, including the decision to replace
management.® The fact that conttol over the firm may be acquired on

& Theoretically, the problem of the possible exproptiation of minority shareholders
by control shareholders is much like the problem of sharcholder expropeiation by
managets, resulting from the fact that the ohjective function of control shareholders does
not necessatily coincide with profitability for the fitm (separation between ownership and
control). Therefore, the presence of significant sharcholders is not in itself sufficient to
guatantee satisfactoty cotporate governance structures; if this type of problem Is to be
avoided there must also be legal structures protecting the rights of the other subjects
financing the firm.
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the market, even through hostile takeovers, is in turn seen as a
dynamic factor in providing for sufficiently concentrated ownetship
to guarantee effective comtrol over the managers. An ownership
structure including large shareholders is seen as particularly important
when the firm is going through critical periods - when starting up, for
example, or subsequently reorganising or restructuring,

Another point emerging from the literature cited above is the
odd case of certain large sharcholders who may even hold the
absolute majority of capital in a firm but make no particular efforts to
ensure that the company is run in such a way as to give high returns
on their investment. These so-called ‘soft large sharcholders’ may be
s0 on account of agency problems within them. Another case which, a
concentrated ownership notwithstanding, may reveal a gap between
the objectives of those in control (the representatives of majority
shareholders) and profit maximization is when the majosity share-
holder is the stare. In this case the incentives for those delegated to
exercise control will not necessarily work in the direction of ensuring
an adequate retutn on investment. /

These theoretical situations can be scen in action in the ITtalian
banking sector. Banks in the form of limited companies mostly have
large sharcholders, often with quotas exceeding 50% of the capital.
‘There are few cases of more fragmented sharcholding structures (e.g.
the Tstituto Mobiliate Italiano, Banca Commerciale Iialiana, Credito
Italiano). Tutning to shareholder typologies, we find a large pro-
portion of banks (including 76 former savings banks and 5 former
public law banks) — accounting for about 50% of total assets — that
have as control shareholder a foundation established in conformity
with law no. 218/90. It is also worth noting that the features of the
corresponding control structures involve not only the banks which
changed their legal status in conformity with the Amato Law, but also
all the other banks subsequently entering into the otbit of foun-
dations through concentrations (e.g. Crediop, taken over by Istituto
Bancatio San Paolo di Torino in 1995, or Banca Nazionale del-
I’Agricoltura, previously a private bank, control of which was ac-
quired by the Cassa di Risparmio di Roma Group in the same year;
subsequent to privatisation, IMI itself, which was previously con-
trolled by the Treasury, has had as major shareholders with quotas of
about 10% each Cariplo, San Paolo di Torino and Monte dei Paschi
di Siena, whose majority shareholders are foundations). Apart from
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the foundations, the Italian banks with a state majority shareholder
(in particular the Treasuty) are now few in number.’

Given the large number of Italian banks whose control sttuc-
tutes are now associated with foundations, it is worth considering
briefly what kind of majotity sharcholder the latter represent in terms
of corporate governance, Here there are a number of points to bear in
mind: according to their corporate by-laws, foundations are non-
profit organisations operating in the social sphere; they are em-
powered to administer their own shareholdings (and appoint man-
agers), but are formally denied powers to manage or direct the
strategies of the banks they control; therefore, these powérs are
entrusted to the managers of the controlled limited companies which,
in cases where the foundation holds the absolute majority of the
capital, remain exempt from the discipline tesulting from the market
for corporate control. .

Considering the systetn of individual incentives for members of
the foundations’ decision-making organs and the formal limits set to
their capacity to influence the opetating and strategic lines of the
controlled banks, foundations ate clearly ~ to use the language of the
cotporate governance literature — ‘soft large shareholders™ they do
not represent reference shareholders sttucturally inclined to keep up a
fair degree of pressure on the bank managers in the interests of
greater efficiency and - ultimately - of returns on the capital invested.

The area of the banking sector now organised in the co-
operative form also has a certain significance, especially in terms of
the number of banks involved (at the end of 1995 there were 96
co-operative banks and 619 mutual banks, accounting for 15.7% of
total assets). From the point of view of corporate governance, a
feature common to all these companies is the system of voting rights
(one vote per head) in shareholders’ meetings, a minimum number of
200 shareholders and a ceiling to individual shareholdings (amount-
ing to 0.5% of capital for co-operative banks and 80 million lire for
mutual banks).® Mutual banks still set conditions on the provenance
of shareholders (they must be resident in the municipal district where
the bank has its head office). For all the banks organized in the
co-operative form, the law allows for the distribution of profits to

7 Such is the case of Mediocredito Centrale and Banca Nazionale del Lavoro,
8 Exception belng made for shates held by investment trusts; see legislative deeree
no. 383/93, articles 30 and 34.
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shareholders, although mutual banks are obliged to channel a quota
of the profits into mutual funds for the development of co-operation.
'The option remains for the co-operative banks to allocate part of the
profits for charity or assistance, and for charity and mutual purposes
in the case of the mutual banks.” _

The literature on corporate governance also has some interesting
things to tell us about the efficacy of ownership and control structutes
in the case of banks organized in co-operative form. Where the
shareholders are also users of the services downstream, the co-
opetative structure of the company (one vote pet head) can in some
cases prove more efficient than a company structure controlled by an
external majotity shareholder interested in maximising profits. This is
particularly so where shareholders as users of the services have
homogeneous preferences (the preferences of the median voter co-
inciding with average preferences) and the bank is not exposei’to
competition.!® On the other hand, where significant differences arise
among the preferences of shareholders-usets and the fitm is exposed
to competition, a company structure with a well-defined conttol
shareholder may prove more efficient than a co-operative in working
towatds the maximisation of total surplus (producer plus consumer
surplus) on the market — a point that Maffeo Pantaleoni' had clearly
grasped long ago.

One risk facing co-operative structures with widespread owner-
ship is free-riding, with the consequence that the shareholders’ meet-
ing loses much of its effectiveness in controlling management and
laying down strategic lines for the firm. For the same reason, it may
also be difficult to reach the majority in the shareholders’ meeting
needed to implement the transformation of a co-operative bank into a
limited company. At the same time, the patticular system of voting
rights in co-operatives prevents the ~ even temporaty — concentration
of voting rights in the hands of a single shareholder, which might
otherwise take place through the acquisition of the company control
on the market (unless the shareholders’ meeting has already deliber-
ated the transformation of the bank into a limited company).

Thus, in effective bank governance with the co-operative model
a particularly important role is played by the uniformity of share-
holders’ preferences and by fiduciary relations between shareholders

? Legislative decree no, 383/93, articles 32, 34 and 37.
19 Hart and Moore (1993).
1 Pantaleoni (1925),

PR Bt
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and managers (who may in turn also be chosen among the share-
holders). These conditions are all the more easily satisfied where the
network of interpersonal relations within a limited geographical area
is sufficiently close-knit to allow for accurate ex amte selection of
managers and afford external mechanisms to prevent managerial
behaviour clashing with the interests of shareholders.

4. Competition, bank choices and performance

Having taken this overview of the range of problems arising — in
theoty, at least ~ for the various ownership and control structures
existing in the Italian banking industry, one may at this point wonder
how the banks reacted to the removal of regulatory limitations to
their competitive scope as from the mid-Eighties. Apart from the
abolition of the ceiling on loans in 1988, one of the measures most
closely affecting competition was the liberalization — as from 1990 -
of the opening of new bank branches throughout Ttaly.’? As we have
seen, the only apprecigble limits remaining to the expansion of
branch networks apply to the mutual banks. Again in 1990, the
Amato Law not only provided for the transformation of public banks
into limited companies but also introduced fiscal relief to cut the costs
of merger between banks. With the implementation of the Second
EC Banking Directive, the new Banking Law of 1993 and, more
recently, the EC Directives on investment setvices,'® the regulatory
barriers to entry into Italy’s financial services markets were further
reduced, both with respect to the establishment and operation of
competitors from other member states of the EU and in terms of

12 While gradually recognising the importance of encouraging efficiency and more
evenly disttibuted competition tegardless of the legal categories the vatious banks
belonged to, the ‘plani sportelli’ (branch planning) of 1978, 1982 and 1985 were still
based on the idea of structural regulation of supply according to the suthorities’
assessment of the economic requirements of the market, Liberalisation of the opening of
new branches was launched by the Interministetial Committee for Credit and Savings
(CICR) in 1987, with the go-ahead to transform sub-offices restricted in their range of
operations into ordinary branches. In 1988 it was also made possible to transfer branches
within cettale geogtaphical areas. Between March and May 1990 the temoval of
administrative restrictions on the opening of new branches and geographical limitations
to the supply of credit within Italy sas practically completed,

B Legislative decree 23 July 1996, no. 415.
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reversing the institutional segmentation deriving from specialisation
constraints. Thus the whole framework of regulations applying to the
banking matkets in Italy has now taken a decidedly different shape.
In this context it is also worth recalling that 1990 saw the introduc-
tion in Italy of law 10 October 1990, no. 287, for the protection of
competition. This law is designed to prevent anticompetitive agtee-
ments and the abuse of a dominant pesition, as well as concentrations
creating or enhancing dominant positions to the extent of eliminating
ot serfously and lastingly impairing competition in the various mar-
kets, including those in which the banks operate.

The empirical analysis of the connections between ownership
and control sttuctures on the one hand and competitive conduct on
the matket on the other would require a systematic study of the
responses given so far by the different banks to the comptitive
challenges resulting from deregulation. Here we shall confine our-
selves to making a few remarks, aware as we are that an adequate
empirical analysis would reach far beyond the scope of this paper.

In terms of market structure on the national scale, between 1990
and 1995 the number of banks operating in Italy fell by 16% (from
1156 to 970: see Table 1). The disaggregated data show a decrease in
the number of banks in all categoties save the branches of foreign
banks. The drop is more marked than the average for banks in the
form of limited companies accepting short-term funds (17%), less
pronounced in the case of mutual banks (14%) and, above all,
co-opetative banks (11%).* Along with these variations in the num-
ber of banks we also see developmenis in market shares at the
national level as measured over total assets, net loans and deposits,
with net growth shown by both the co-operative banks and the
mutual banks (Table 2).1* With observation limited to these variables,
the banks operating in the co-operative form scem to show a rela-
tively satisfactory competitive capacity.

4 The reduction was particulatly marked in the case of the former special credit
institutions, partly because of the incorpotation of pre-existing special credit sections in
the controlling banks, It should ke borne in mind that variations in the number of banks
pet categoty tesult not only from the opening of new banks and concentrations, but also
from direct transformation of the legal form of a bank (such as the transformation of a
co-operative bank into a limited company).

15 Taking the banks in terms of size rather than legal categories, we see an increase
(from 28% to 42%) in the share of loans of the ten major banks between 1990 and 1995,
although the share of the smaller bank also grew. See Bank of Italy (1996).
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TapLe 2
MARKET SHARES OF THE BANKS AT THE NATIONAL LEVEL, 1990-1995

Total assets Net loans Depaosits
(%) (%) (%)

1990 1995 1990 1995 1990 1995

Limited companies
accepting shott-term

funds® 634 72.0 33.5 68.7 74.8 76.7

Limited companies
accepting medium-

and long-term funds® 221 10,3 34.3 16.0 9.6 0.8
Co-operative banks 9.5 12,5 7.8 11.9 12,1 15

Mutual banks 20 3.2 15 2.7 3 5.7
Othets 1.0 1.8 0.6 0.6 0.5 1.8

Z Including, f‘ur 1990, savings banks, public law banks, national interest banks and ptivate banks,
Reference is to banks that were special credit institutions in 1990,

Sources: Bank of Italy (various years) and Salamon Brothers (1996).

However, in these data banks that retain their own legal status
are considered distinct subjects, only those concentrations taking the
form of actual mergers being recognised as such; the data do not
reflect the drop in the number of independent banks operating on the
market brought about by acquisition of control. For example, Banco
di Sardegna and Banca Popolare di Sassari are scen as two distinct
banls, although the former has taken over control of the latter. From
the point of view that interests us hete, i.e. that of the corporate
governance of banks, it is useful to view the results of concentration
also in terms of the control structures. To this end we must recon-
struct the process of concentration itself, as shown by the falling
number of economically independent banks operating on the market.

Analysing the 321 operations leading to concentration between
banks from 1984 to 1993, some conclusions may be drawn about the

connections between the different types of banks and the process of
concentration:

- about 40% of the concentrations in this period (127 oper-
ations) were between mutual banks; the number of operations regard-
ing these banks rose not only year by year, but also in proportion to
the total number of bank concentrations (from 22% of the total in
1984-86 to 43.5% in 1995);
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- neatly half the temaining operations involved co-operative
banks as acquirers or acquired companies. There were a great many
concentrations between medium-sized banks (mosily co-operative
banks or former savings banks), particulatly in certain regions of
Central-Northetn Italy. It is worth noting that the early Fighties had
already seen a rematkable process of concentration between co-
operative banks;!¢

- concentration often occutred between banks belonging to
the same category, especially between co-operative banks and be-
tween former savings banks; however, 1995 saw a number of cases of
concentration between the former savings banks and the co-operative

banks;

- all seven of the large bank groups, with their various
ownership and control structures (in four cases control shareholder is
a foundation, in one case the Treasury, in two cases there is a private
control company structure without absolute majority shares), have
been particularly active in acquiring and incorporating other banks as
from 1990.Y

The data on concentrations give us limited help in drawing
conclusions about the connections between cotporate governance and
entreprencurial behaviout. On the one hand, we see widespread and
fairly intensive acquisition activity that does not seem to depend on
particular ownership and control siructures, On the other hand, these
concentrations might well be seen as a response to the new terms of
competition, aiming at enhancing the banks’ prospective profitability,
even at the expense of a temporaty decline in profits; however,
acquisition policies are often cited in the literature as examples of
manager behaviour not necessarily corresponding to the interests of
the shareholders, made possible by inefficient corporate governance
systems.'® To ascertain whether the recent bank concentrations have
been dictated by profit-oriented strategies thetre is no choice but to

16 De Bonis, Manzone and Trento (1994).

17 Desario (1995} and Bank of Italy (various yeats}), Confining attention to opet-
ations coming within the tutnover thresholds prescribed by the Iralian competition law
no, 287/90, 93 bank concentrations occurting between the coming into foree of Italian
antitrust concentration control and the end of 1995 wete analysed, and the process
appears to have retained momentum in 1996. For a list of the bank concentrations
examined in terms of law no. 287/90, see Autoritdh Garante della Concotrenza e del
Mercato (1996, pp. 77-81}

18 See Prowse (1997),
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take them case by case. They do, however, seem to be incteasingly
oriented in the direction of profits, as suggested by empirical analysis
of data from 1991 to 1995, showing an increase in the correlation
between the evaluation of the acquired bank and its prospective
profitability and tisk features,’®
Further data about the operational choices made by banks with
the new regulatory envitonment are offered by the number of
branches which, once restrictions were lifted, rose by 32% between
1990 and 1995 (from 17,721 to 23,440). The increase was above
average for banks in the form of limited companies accepting short-
term funds (+34%), average for the mutual banks (despite the restric-
tions still in force for this type of bank) and below average for the
co-operative banks (+22%). However, the share each category held of
the total of branches remained much the same (over 70% for the
limited companies, 10% for the mutual baoks and 18% for the
co-operative banks: see Table 3).
TaBLE 3
BRANCHES PER TYPE OF BANK, 1990-1995

Number

1990 1995

Limited companies
accepting shott-term
funds 12387 16621

Limited companies
accepting medium-

and long-term funds - 95
Co-opetative banles 3481 4239
Mutual banks 1798 2379
Others 35 106
Total 17721 23440

Source: Bank of Italy.

At the aggregate level the costs involved in acquiring banks and
opening new branches are clear enough, but to ascertain the strategic
potential of these activities and their effects from the point of view of
service users one must also examine how they affect the market
structure of bank services at the local level. The combined effect of
mergers and acquisitions and of the opening of new branches on the

12 Bank of Traly (1996, p. 293}



196 G. Bruzzone

degree of concentration in local markets cuts more than one way.
Internal growth (new branches) can go in the direction of reducmg
the concentration of supply at the local level ot, on the other hand, it
may increase it. External growth (mergers and acquisitions) can
increase the concentration of supply at the local level or leave it
unchanged, according to the ovetlapping of areas covered by the
involved banks.

Empirically, the combined effect of changes taking place at the
local level since 1990 has been a reduction in matket concentration in
some tegions, but an increase in others. In lending, the degree of
concentration as measured by the Herfindahl index fell in 61 prov-
inces between 1990 and 1995, while tising in 34 (in 24% of the
provinces in the north, 35% of the centre, 38% of the south, e'xclud—
ing the islands, and by a sizeable 69% of the island p'rovmceg).
Particularly high degrees of concentration were obtained in certain
provinces of Sardinia.?° ‘

When approaching these developments from the viewpoint
adopted in the present paper, i.e. considering the positions of the
individual banks, it is important to beat in mind that in many patts of
Ttaly the most significant market shates are held by the former savings
banks and co-operative banks, For example, measuring market shares
in terms of the number of branches we find that 17 of the 20 leaders
at the regional level are controlled by foundations (in 11 cases these
foundations are the holding companies of groups including former
savings banks), while only 3 are limited companies controlled'by
other subjects. If we take the first 3 banks in each region, we find
about one third controlled by foundations connected with former
savings banks and over 10% accounted for by co-operative banks.”! At
the same tite, in 1995 the medium-size, small and minor banks held
a greater shate of the total loans than the large and major banks in
nearly half the regions of Italy.?? _

During the period of the so-tetmed piani sportelli ot ‘branch-
planning’ in Ttaly, i.e. when administrative restrictions were placed to
the opening of new branches at the local level, empirical analysis
showed that where the market concentration rose at the local level
the rates on deposits tended to fall.? Studies on the relation between

20 See De Bonis, Farabullini and Fotnari {1994} and De Bonis and Ferrando
(1996).

21 Corbellind (1995); 1994 data.

2 Banlk of Italy (1996).

2 Conigliani and Lanciottl (1979).
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market concentration and the market power of banks at the local
level show that when the way was cleared for new branches to be
opened the correlation lessened but did not simply disappear, Recent
empitical analysis shows that where the market structure is highly
concentrated at the local level, banks still have enough market power
to apply relatively unfavourable conditions to clients: in fact, local
concentration is significantly related to the level of lending and
borrowing rates, as well as to the spread. Even taking account of the
different degree of risk of the lending activity in different geographi-
cal ateas, the relation remains significant,? With regard to the effects
of new branches opening on the market power of the banks, a certain
lag has also been found in the adjustment of market shares in terms of
deposits and loans to the changes in market shares in terms of
branches: while the aggregate market share of the first 3 banks (CR3)
in terms of branches fell in 15 out of 20 regions between 1989 and
1995, in terms of deposits it fell in only 13 regions (often to a
negligible degree), and in terms of loans in just 9 regions.?’
Howevet, neither the connection remaining between market
concentration at the local level — often resulting from large market
shares of former savings banks and co-operative banks — and market
powet, nor — for that matter - the advantage certain co-operative type
banks operating in limited areas enjoy in terms of access to infor-
mation (which can boost their competitive capacity) can do much to
counter the effect of declining interest margins: hetween 1990 and
1995 the average dropped from 3.3 to 2.7%, partly as a result of
structural factors (greater competition) and disintermediation, Thus,
from the competitive point of view, particular importance attaches to
the banks’ capacity to cultivate non-interest sources of revenue by
enhancing and extending the range of services they offer. In this
respect the general picture is hardly encouraging: in 1995 non-interest
income accounted for 25% of the total revenues of the Italian banks
as compared with the European average of 35%.26 Only a few isolated
banks show promising developments (between 1990 and 1995 the
share of non-interest income increased from 21.5 to 34.6% for
Ambroveneto, and from 20.4 to 33.5% for Cariplo). Taking the banks
in terms of legal categories, the non-ntetest income of the co-
operative banks does not come below the average of the banking

2 Corbellini (1995) and De Bonis and Ferrando (1996),
% De Bonis, Farabullini and Fornari (1994).
% Salomon Brothers (1996).
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system,?” while service diversification remains — in principle, at least ~
a problem for the smaller banks, and particularly for the mutual banks
which do not reach a scale sufficient to individually take on schemes
implying sizeable fixed costs.

Let us take a look at the cost indicators.. The period from 1990
to 1995 saw a significant increase in the cost-tevenue ratio at the
aggregate level (from 62 to 68%), in part due to the opening of new
branches and concentration; the average cost of labour is relatively
high, accounting for over 60% of the operating costs, and deposits per
employee are relatively low (2.8 billion lire) in comparison with other
countries in Europe, Again, no general conclusions can be drawn
about costs for the legal categories and different sizes of banks; the
evaluation of operating efficiency requires a close analysis of each
individual bank.

In terms of the profitability of the resources managed, compara-
tive analysis for the year of 1993 shows relatively high levels for the
co-operative banks {2.83%) as compared with the former savings
banks and pledge banks (2.36%), the smaller and minor banks taken
as a whole (2.34%) or the major, larger and medium-sized banks,
again taken as a whole (1.45%). In the same year the mutual banks
revealed distinctly above average performance in Central Italy (2.84%)
and — confining attention to the medium-sized and large banks in this
category — in the north (3.08%). Less profitable performance was
shown by the small mutual banks in the north (2.71%) and, even more
s0, in the south of Italy and islands (2.29%). Another factor character-
ising the mutual banks, apart from relatively high average profitability
and taking account of their geographical location together with the
type and scale of the clients’ business activities, is a lower ratio of non-
performing loans to total loans, as well as lower drawing in excess of
granted credit lines with respect to other banks.2® If we confine our
attention to the south, however, the picture is somewhat different.
Here the ratio of non-performing loans to total loans as shown by the
mutual banks is above average, which appears to bear out the theory
that the efficacy of the co-operative model in local markets depends
to a very large extent on the kind of environment it functions in.

27 D Bonis, Farabullini and Fornari (1994},
%8 Cannari and Signorini (1996).
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5. The corporate governance of banks in competitive markets

The empirical analysis sketched in this paper of how the banks
responded to the lifting of legal restrictions to competition over the
past five years reveals no clear connection between corporate govern-
ance models and operating results.?® Within the various categoties of
banks the profitability picture is far from even. In part these differ-
ences may be aitributed to the particular strategic positioning shown
by the individual banks when liberalisation was launched (standing in
the market, existing client relations), in part to the individual entre-
preneurial ability and approaches of the various bank managements.

In fact, the various models of corporate governance are reflected
in different forms of structural incentives for managers; hence all the
concern about the capacity of the various ownership and control
structures to guarantee that banks are run along profit-oriented lines.
Of course, there is always room for those virtuous cases where
‘well-intentioned’ managers run their banks with a steady eye to
profitability despite inadequate ot distorted incentive systems.

However, the pressure of competition from within and without
the Italian banking system is bound to grow, and the teal problem
with ownership and control structures in the present situation is the
huge efforts the banks will have to be making in the coming yeats to
reorganise and re-position themselves on the market in order to face
up to it. In fact, regardless of the various positions of the individual
banks, Italy’s entire banking industry shows a level of profitability
distinctly below that obtainable with alternative uses of capital, with
teturns on equity in 1995 in general not exceeding 6% even in the
best cases and often touching levels below 1%, Apart from the whole
question of whether the present capital accounting values need
revising, it is absolutely essential for the individual banks to get their
strategies clearly defined, in terms of both costs and revenues. In
terms of costs, it is not simply a matter of cutting down on staff but of
rethinking the bank’s investment policies concerning human re-
soutces, technologies, network and acquisitions, the aim being not so
much growth in size as enhancement of the firm’s profit-making
capacities. Similarly, in terms of revenue each bank must make its
own strategic choices regarding the range of services it supplies; this

* Similar conclusions were reached by Conti and Fabbri (1996).
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also means a new apptroach to relatons with client-firms now that
competition is growing in lending activity, while large and medium-
sized firms are reducing the number of banks with which they have
credit lines and legislation restricting bank shareholdings in non-
banking firms is being relaxed. In general, banks are going to have to
make greater efforts to use information on the prospective profi-
tability of firms and enhance their own capacity to come up with new
proposals for their clients,

Without the right strategies for reorganisation and the competi-
tive re-positioning, the risk is that the present state of low profitability
may in the coming years give way to truly ctitical situations for many
banks operating in the system., With a cettain — albeit impetfect —
degtee of competition in the financial services markets, the functioning
of the market itself sets certain limits to ‘excessive’ operating inef-
ficiency, whittling down the martket shares of the less competitive firms
(just as the fact that taking on excessive risks will soonet ot later create
unviable situations represents a testraint). However, if the ownership
and control structures of individual banks were such as to ensure
attentive, dynamic pursuit of the maximisation of their value, then the
adjustment processes could prove not only swifier but also less costly in
private and social terms. ‘

This seems to be a problem with the foundations in the first
place, given theit particular incentive systems and the fact that they
are attributed with no powers over the banks they control at the level
of operations and general strategy; when they hold an absolute
majority share in the capital, these powers are delegated to the
managers of the limited companies, who remain immune to any
pressure detiving from an active large shareholder or the market for
corpotate control. It is of course true that individual groups of
managers may nevertheless turn their efforts effectively in the direc-
tion of profitability. However, if the weaknesses of the present
cotporate governance model in the foundation-related area of the
banking sector are structural, depending on the system of constraints
and incentives thus created for the choices of individuals, then no

scheme of strategic restructuring of banks seems likely to work on a -

latge scale within reasonable time limits as long as the present
ownership structures remain. This is a very good reason to hope in
the rapid privatisation of the banks controlled by foundations
through a pre-defined sequence of stages.
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The banks in co-operative form have often shown levels of
profitability above the average of the system over the last few years; it
has been noted that the effectiveness of the relevant corporate
governance models depends on particular conditions including share-
holders with homogeneous preferences and close fiduciary relations
with the managers. As the banks grow in size, these conditions are
less likely to survive. Thus the viable aspects of the co-operative
model as compared with the limited company may change as market
conditions evolve, and the possibility created by current legislation
for the co-operative banks to adopt the form of limited companies
takes on a certain importance, In 1995 this possibility was exploited
in five cases. The mutual banks have the additional problem of the
Iimits to growth set by the present regulations (restrictions regarding
the provenance of shareholders and the geographical scope of activi-
ties). Such limits may make themselves patticularly felt when it comes
to developing a wider range of services, which implies fairly high
fixed costs. One way of ovetcoming this problem is through co-
operation between a number of banks to produce certain services —
e.g. asset management. Should the disadvantage of such scale limits
outweigh the advantages of the locally-based co-operative form, how-
ever, there is always the possibility — admitted by the regulations also
for the muiual banks - to take on the form of limited companies
through concentrations.

In the delicate stages of a firm’s life when restructuring and
strategic re-positioning are called for, studies on corporate govern-
ance suggest that it can be very positive to have large sharcholders
with every incentive to promote profit-otiented lines of management,
In view of the competitive challenge the coming vears hold, it is
increasingly imperative for the Italian foundations - by their very
nature soft large shareholders — to abandon control of the banks. As

for the banks in co-operative form, we can offer no general indi-

cations. Here the need is for case by case analysis in order to ascertain
whether the conditions exist to make this model competitive with the
limited company model.
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