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Abstract

Small Italian banks have experienced a substagtiath since the mid-1990s and have not
disappeared in the wave of the liberalization psecthat started in 1992. Two main reasons have
emerged to explain their growth: (i) the consoliolatprocess of larger banks that disregards smaller
customers and (ii) their lending strategy basedogalism, proximity, small dimensions, and peer
monitoring. Small banks could exploit their ability collecting soft information and they often use
them along with hard information to reduce the awtries of information and moral hazard issues
in transactions.

Among the small banks, cooperative banks have ditiaial advantage due their member-
based ownership structure. They use this to inerdas quantity and quality of the soft information
compared to other small banks.

Italian Credit Cooperative Banks (Banche di Creditom@wativo, hereafter CCBs) have
performed particularly well in expanding their ness and in increasing both members and branches,
largely due to the weakening of their legal constgain 1992. However, this growth has not been
homogenous and there are differences in growtlrerattat the dimensional and the geographical
levels.

This dissertation focuses on three research quesstioncerning CCBs:

1. The role of size in the recent growth of CCBe literature on bank’s growth has shown mixed
results on the relationship between growth and. dizeparticular, two main features have been

studied: (i) the role of size in the growth of Isarassets and members by testing the Law of
Proportionate Effect (LPE); (ii) the role played bther covariates in the growth of loans, assets an

members by testing a multivariate regression mo#élpplying these models to CCBs, the results

show that LPE is rejected in favour of a negatigkation between size and growth—i.e., smaller
CCBs have grown faster. Their faster growth is relatethe financial variables— the cost-income

level and average earnings (or costs) from intemgsss. Moreover, environmental variables play a
significant role in explaining the growth.

2. The impact of social capital on the performanceC@Bs given their cooperative form, lending
technology, and control mechanisms, the presen€Cés are expected to be higher in areas where
people are more connected and the level of trulsigiser. This assumption is related to a small but
growing literature on the effects of trust and abcapital on the viability and growth of coopevat

at the macro-level. The impact of social capitaialeles (number of people joining associations and
the trust level) on the market share of CCBs at poavievel turn out to be positive and significant.
The results for the market share hold for bothdterall credit market and the specific SME credit
market. Moreover, the higher presence universalé&sociations (associations pursuing general goals
— e.g. environmental protection) as compared ttiquaaristic association (those with a particulécis
goal, e.g. sports club) have a positive impacthenrharket share. Finally, only CCBs seem to gain
from the presence of larger social capital in comngpa to other local banks

3. The relation between the governance structure anerést rate pricing as a way to reward
members CCB members do not usually receive dividends, indsteenefit from better financial
conditions—i.e., better interest rates. Howeverilevthe borrowers are interested in reduced interes
rate on loans, the depositors prefer an increasthédninterest rate on their deposits. The reward
choices of CCBs are described using a model basdtedrank’s rewarding priorities and the median
voter framework is suitably adapted for the CCBs goarce structure. An empirical investigation on
the impact of the majority composition in the gethemssembly on the interest rates pricing is
attempted.The tests show that the interest rates policie€0Bs match with the median voter
prediction in the case of a borrower majority, whil depositor majority kept the interest rates on
deposits lower. This could be seen as a way torabtite costs. CCBs follow a strategy to benefit
both types of members and to be consistent witin faéance sheet constraints.
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1 Credit cooperative banks: some preliminary issues

1.1 Introduction

The origins of cooperative forms of interaction aig@eople goes back as far as the first efforts by
human beings to organise themselves in order o meatual benefits. However, it was with the
emergence of the industrial society that coopegatbrms of enterprises became more structured
and spread among several kinds of industries. 19, 1Robert Owen started a new type of business,
thanks to which profits were passed on to emplay&besough his writing and lectures, together
with the newspaper “The Cooperator” which he fouhdbe cooperative ideology began to spread
in England. The first successful cooperative emigepwas the Rochdale Society of Equitable
Pioneers, founded in 1844 by a group of weaversaaimshns who intended to sell food items. Less
than ten years later, in Germany, the first codperabank was founded by Franz Hermann
Schulze-Delitzsch in an urban area, and in 186ddfich Wilhelm Raiffeisen started the first rural
cooperative banks — a model which has been inflalemter time.

The basic ideological argument for the establightnoé a cooperative was the rejection of
charity as a way of fighting poverty, together watltommitment to the principle of mutual aid and
self-help. Members could express their prefereficeugh their right to vote, in the so-called
general assembly. Cooperatives brought into theviggp market economy the idea that an
enterprise or an association should be owned anttadled by the people it served and by its
workers. The central mechanism incentivating mesibeontribution to the cooperative was
sharing of profits.

Nowadays, cooperatives are legal entities chaiaeteby both ownership and management
by members. The cooperative model is not uniquevanigs according to the country in which the
cooperative is locatédin most countries, although not in all, membgrskiremunerated through a
share of the earnings, dividends. Dividends, urtileecase of a joint stock company, are not given
according to the value of the shares held, but rdowg to the degree of participation in the
enterprise.

Cooperatives are defined as “an autonomous as®ociaf persons united voluntarily to

Y In this essay, the expression “cooperative baitksised as a way to summarize the expression cagefinancial
institutions, and they are used interchangeablgdiCrcooperative banks (CCBs) are included in trmadler set of
cooperative banks, but the expression refers tolttiemn case of Banche di Credito Cooperativo. Shihen the
expression “cooperative banks” is used, it inclualee CCBs, but not vice versa.

2 In Finland and Sweden, for instance, cooperatinay take the form of companies limited by sharebyoguarantee,
partnership, or unincorporated associations. InUKe cooperatives may take the form of industriatl gorovident
societies. In the US, cooperatives are often omgahas non-capital stock corporations, but can laésanincorporated
associations or business corporations.
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meet their common economic, social, and culturgdseand aspirations through a jointly-owned
and democratically-controlled enterprise” (ICA, 2D1These enterprises are typically based on the
cooperative values of self-help, self-responsiildemocracy and equality, equity and solidarity,
which are summarised by the so-called “7 Principles

1. Voluntary and open membership
Democratic member control
Economic participation by members
Autonomy and independence
Education, training and information

Cooperation among cooperatives

N o o ® N

Concern for the community.

Cooperatives are classified into two main types, iproducer cooperatives, which include
worker and producer cooperatives, and supplier e@ies, in which members are users, such as
consumers, purchasing or housing cooperatives, ahutcooperative banks and insurance
companies. Cooperatives also exist both at thelével of a network or at the second level, ice.,
cooperative whose members are not individuals kierocooperatives or non-cooperative
enterprise$ Historically, according to Gide (1921: 122), hecondary level has come in the form
of either cooperative wholesale societies, aimedatange “bulk purchases, and, if possible,
organise production”, or cooperative unignghich were built to “to develop the spirit of &talrity

among societies”.

Cooperative financial institutions

Banks of cooperative form are common in westermtraeas and in some developing countries. As
already mentioned, the first recognised cooperaiaek originated in Germany in the mid-19th
century. At the beginning of the 20th century, itlea of financial cooperatives reached Canada,

where A. Desjardins founded tmisse Populairén the region of Quebec. In the US, as well as in

3As an example, the Unico Banking Group, the lardmmking alliance in Europe, was founded in 19%7skx

cooperative banking organizations—i.e., Crédit Agieé S.A. (France), DZ BANK (Germany), ICCREA Haidi

(Italy), Pohjola Bank plc (Finland), Rabobank (TKetherlands) and Raiffeisen Bank International (Aas Being a
second-level cooperative, it acts as a forum aatfggm for its members, and its mission is to suppooperation
among them. The Unico banks are among the most rimtoplayers on the banking and insurance sceheir T
partnership is based on common values, corporatergance, cooperative roots and structure, mutwest tand

confidence among partners.

*The best historical examples of wholesale cooparstare the English and Scottish CWS, which wezeatitestors of
the modern Cooperative Group; a good example obaerative union is the International CooperatiVieaAce (ICA).
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the UK, cooperative banks took the form of creditons, originally worker-based cooperatives,
which now offer services to a wider community ofmieers.

Among Europe, the most important banking coopeeatiwere theCrédit Agricole in
France, the Migros and Coop Bank in Switzerlan@, Ruaiffeisen system in German-speaking
countries, the Rabobank in The Netherlands, thePGfjela Group in Finland, and the Spanish
cooperative banks. In Scandinavia, there is a desdinction between mutual savings banks and
cooperative banks. In Italy, after the conversibthe mutual saving banks into either foundations
or commercial banks, two types of cooperative barksently exist: mutual cooperative banks
(Banche Popolari), and credit cooperative banksi¢Ba di Credito Cooperativo) (hereafter CCBS).
The countries of Eastern Europe have been lessrdgna their development of the cooperative
form of banking, probably because banking netwoslese nationalised under the communist
regime. However, a remarkable development has tgkene in Poland, where the SKOK
(Spdldzielcze Kasy Oszczednosciowo-Kredyttwae become larger than the largest conventional
Polish bank.

Althoughcooperative banks share the same principles angsalheir organisational forms
are largely country-specific. In particular, theegration and coordination among cooperative
banks can move from a highly integrated systeng thke Rabobank or the Finnish OP-Pohjola
Group, in which a single bank has a low level ofoaomy and decision-making processes are
largely centralised, to a more autonomous systémtle Italian case, in which CCBs are members
of the regional federation but are autonomous iestiand take decisions independently of the
second-level network.

The focus of this thesis is on Italian CCBs. They a heterogeneous group of banks, spread

variously around the country. The reasons to sthdge cooperatives are as follows:

1. ltalian CCBs, after the liberalisation of the l&ali banking industry in 1993, have not

disappeared, as some authors foréast

2. From 1993 until 2007, Italian CCBs have doubledrtiogerall market share, showing a
dynamism, which conventional banks have not expeed, and reaching a quota of almost
8 per cent. Although this quota is still marginal @gards the overall banking market,

®During the 1980s and 1990s, most credit unionshin WK were demutualised and converted into conweatly
owned banks.

®In Alessandrini, Papi and Zazzaro (2002: 3) ittéex): “Le piccole banche locali o sono capaciddiguarsi ai livelli
di efficienza delle grandi provenienti dall’esteroppure scompariranno con evidenti vantaggi in i benessere
per la collettivita” (“Small local banks must eitheeach the efficiency level of the larger outsinks, or they will
disappear, with evident advantages in terms ofbeelg for everyone”).
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considering their market of interest, mainly mageoti SMEs, CCBs account for 20 per cent

of the market;

3. During the financial crisis, which started in 200@Jian CCBs, unlike conventional banks,
maintained a positive (although lower) rate of gitgwnot only of their assets but, more
importantly, also of loans.

The Banking Law of 1993 tried to preserve the pacties of CCBs by keeping them as
close as possible to their original model as fimanmoperatives, operating as small local banks in
mostly rural areas, for the primary benefit of theiembers. Unlike commercial banks, CCBs
benefit from fiscal exemption on retained profitd)ich are allocated to reserves. In turn, they are
prohibited from issuing tradeable shares and milstade at least 70 per cent of their profits to
reserves. Moreover, being non-profit organisatigheir members who oversee the banks are not
allowed to receive any net earnings, a tool usuafllglemented in commercial banks to attract
investors. Not only are CCBs limited as regardsviddal participations in the banks, they are also
restricted as regards banking operations. Loangrarged primarily to members, and assets, which
qualify for zero-risk weighting must account forl@st half the risk-weighted assets (Ayadi, 2010).

The financial crisis has revealed how these pettitia have helped CCBs to be a resilient
model of business, thanks to their ability to ceelaisting relationships with members, based on
trust. According to Guiso (2010), the level of trtmwards banks has fallen dramatically. Among
the various reasons, one of the most importartiaschoice of banks to undertake the more risky
path of growth, not based on the traditional forinbanking earnings - i.e., interest margins. CCBs
have remained closer to this traditional bankingitess model. They “play an honest game”
(Guiso, 2010:21). Their constraints on the distidou of earnings and the composition of their at-
risk activities have preserved them from movingdo¥e more opportunistic behaviour.

From a theoretical viewpoint, it is essential teastigate those features to understand why
CCBs should be considered as different. In theWalg pages, a theoretical framework is provided

as support for further analyses.

1.1 Theoretical Framework

CCBs were founded with the aim of facing problemich derive from credit rationing and

economic marginalization. This innovative type oftezprise, which emerged at the end of the
nineteen century, is characterized by its ownerdtipcture, by means of which stakeholders
interested in the services provided own the firrocéxding to Hasmann and to Harte’s life-cycle
model, cooperatives are useful to mitigate inyidhe market failure of the competitive market.

However, given their intrinsic, less efficient stture, the expected evolutionary path of
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cooperatives is transition to a corporate form.sTavolution depends on the dynamics of the
market in which the cooperatives operate. The @algsibility for a cooperative to remain is, in

their view of these authors, the case of “chronarkat failure” (Royer, 1999: 59). However, the

early perception that cooperative enterprises veetgeak of nature”, a temporary anachronistic
solution to an economic problem that would be besiglved by the market was no longer

convincing. Today, they have become important aegahstructures, especially in some industries
such as health and social care, retailing, ancdaigure.

The theoretical model which best interprets thganizational structure of cooperatives is
the neo-institutional approach, based mainly ortitut®ons and institutional constraints, thus
disregarding the simplistic description of firm @ioning - i.e., the “black box” setting. In theaze
classical paradigm, each firm maximizes its profgven the costs it faces and the level of the
demand for its products. Some of the assumptiotsi®imodel include zero transaction costs, zero
adjustment costs, full pecuniary-driven allocatard private ownership of resources. However, in
the 1950s, alternative models began to emergeptea the deficiencies of the neo-classical
approach. The attempts to generalize it passeddhrthree steps, as stressed by Royer (1999:45):
(i) the introduction of the multi-stakeholder apgach, which extended utility maximization not only
to the owners of firms, but also to individuals atwed in them, i.e., business managers,
government employees and customers; (ii) the immusf institutional constraints, such as the
system of property rights; (iii) the introductioi wansaction and adjustment costs. In order to
analyze firm organization and performance, threexmeethods were developed: (i) the economics
of transaction costs; (ii) agency theory, and fiipperty rights analysis. These are the threargill
of the “neo-institutional” model, which can be apdl to study the organizational problems of

cooperatives and, in particular, of CCBs. Howeudgresting mixing approaches also exist.

Transaction Cost

A general definition of transaction costs inclutlesse costs, other than money prices, which a firm
must pay for organization and transaction exchanBefore any transaction, at least one of the
partners involved must search for a counterparh wihom it will be possible to deal, obtain
information about alternatives and opportunities] awust negotiate the terms of exchange. After
agreement has been reached, other costs may beadvo monitoring other parties, in view of the
incompleteness of contracts. Among the many reasdns contracts cannot be fully specified,
unequal access to information between the pariesiimportant question. It generates the well-
known problems of adverse selection and moral lhdazacomplete contracts result in opportunistic
behavior and higher transaction costs. Related rémsaction costs analysis, the issue of
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relationship-specific assets also arises. Wheraas#iction involves relationship-specific assets,
such as site specificity, physical assets spetificiedicated assets and human assets, abandoning
the relationship implies both direct and indireosts- i.e., a search for alternatives. In addition,
when one of the parties seeks to exploit the umisalh relationship, due to relationship-specific
assets in the post-contract period, a hold-up probis created, which consequently increases
transaction costs (Royer, 1999).

The transaction costs approach seems to be apimpr describe the model of cooperative
banks. Conventional banks base their business amstion “hard” information, to check the
creditworthiness of borrowers. However, some boemicannot (or do not want to) provide the
information required, especially if their businégssmall and informal, and they will be considered
as “opaque” borrowers. Cooperative banks can redwuesaction costs related to gathering of
information about borrowers, since they base tlegiding decision not only on hard information,
but integrate it with “soft” informatioh Soft information is mainly collected through pmmal
relationships between banking managers and cossyumeinly belonging to the local community.
The bank is integrated into the community and marsagan come to know borrowers personally.
However, this capacity is not unique to cooperabimaks, since it is related to the local dimension
of small banks. Actually, cooperative banks shhre ¢haracteristic with all small and local banks.
What is unique to cooperative banks is the fadt titia capacity is stronger for them. Cooperative
banks can further reduce the costs of collectifigrination thanks to their ownership structure, by
means of which borrowers may owners of the bank.ddty can opaque borrowers now base their
creditworthiness on soft information, together wsthme mandatorily required hard information,
but this can also help to avoid the hold-up prohlsimce relationship-specific assets are rebalanced
by the fact that the borrower is an owner and k®r paonitoring.

However, the transaction costs approach doesmmise any structure on the parties taking
part in the transaction. What matters is the exgban itself; no attention is paid to who is inveds

in it.

Agency Theory

Unlike the transaction costs approach, agency yhiegooses a hierarchical structure on the parties

" Petersen (2004: 5-6) defines hard and soft infioman a continuum along which information canclessified. As a
first characteristic, which differentiates the twypes, Petersen emphasizes that, while hard intiowmas recorded
through numbers, soft information also uses textaddition, while hard information is collected Aynon-personal
standardized method, soft information is colleciada more personal and tailor-made way. As a restd

information is easier to compare and transfer,itbfatils to account for non-standardized situatidnsthe case of soft
information, the collector and the context in whibl information is collected are part of the imfation itself. This is
why soft information is not easily transferablet huloes contain a more complete set of infornmatio
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involved in the exchange. According to agency tiietite agent acts on behalf of a principal, who
owns the asset. The ownership and management jpaeat® and compensation for the agent is
conditional on the achievement of certain agreedlsgdn complex organizations, the manager
might decide to obtain a fixed cash flow and nairldbe financial risks, while owners, who provide
the capital, accept the financial risks in exchaiogea “residual claim” on the manager's cash flow.

In the case of a cooperative bank, it is necessacpnsider a multi-stakeholder approach.
Managers act as double agents, having both memlikesowner of the bank and its directors on
the board as principals. In order to control mansgen one hand the board offers incentives, such
as higher wages and, on the other, imposes limitthe amount of at-risk activity which managers
can undertake without the approval of the boarce Wembers also act as principals, being the
owners of the cooperative bank. The “one membeme wote” does not allow for takeover
strategies. The direct control tool over managerson-approval of the balance sheet in the general
assembly, which may give rise to reputation prolsleior the managers and affect their future
careers. However, members can also act indirdutbugh the peer control mechanism, withdrawal
of deposits, and exit from the members’ group. Eren-member depositors may be included in
the set of principals, as they can control managéfsrts through the threat of withdrawing their
funds. Unlike what happens in other firms, the ownaf Italian cooperative banks do not have
residual claim rights on their shares. Their maxgiprofits deriving from their ownership of bank
shares is connected with better financial condgion either loans or deposits.

However, directors on the board can also be censitlas agents with respect to members,
on one hand, and to local society, on the othembtes delegate the power of managing the bank
to directors, who are controlled through peer namg (since they themselves are part of the local
community) and through votes in the general assgnibladdition, the local society — that is, the
community resident in the CCB’s area of competengs in turn the “holder” of the public good
deriving as spillover from the activities of theoperative banks. For this reason, local society may
be seen as the principal, with the board of dimscés its agent. In this case, the control mechanis
at work is again peer control and personal andtinsinal reputation. In particular, given the
strength of the network in local communities and tverlap of a director’s position on another
board, any poor managerial skills shown while ofiegaas a CCB director might interfere with
other future institutional or political positionshigeh require local support (see Figure Al and A2).
Also, the CCB’s network controls managers and tlrscthrough the second level - i.e., Local
Federations.

As Figures Al and A2 show, one contradictory restithe agency theory approach is the

double role played by some actors. In the CCB ddeeboard acts simultaneously as a principal
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with respect to the manager and as an agent wsibeot to members and the local community.
Managers also play a role as double agents. Thsopality split may be a problem when analyzing

the role played by each actor and may result inradictions.

Property Rights

Instead of simply imposing a hierarchical structore actors, it is important to specify who is
entitled to the rights deriving from ownership aiats (including the right to control and delegate
powers) and who has been appointed to manage tiegpese on the behalf of the owner(s).
According to the neo-classical approach, propeigits are privately held and are tradeable.
However, one implication of relaxing the assumptafrzero transaction costs is that some rights
will not be fully allocated or are not fully tradda. In addition, alternative firm structures other
than investor-owned ones will be chosen, since th@yide greater utility to some groups of
shareholders, according to their power. The sysiEproperty rights implies a different incentive
structure, which in turn results in different “apsinent and use of resources” (Royer, 1999: 51).
When, as in the case of family enterprises, prgpéghts are not privately held, but are held aithe
publicly or mutually, as in the case of cooperajvagency costs arise, due to the process of
delegation. These costs include both the cost ofitmming managers and that of managerial
opportunism. If managers have a greater margiopportunistic behavior, they will be less likely
to devote effort to minimizing costs.

With the property rights approach, cooperatives rbaysaid to represent an efficient
solution for allocating control to two or more imgluals, and they represent a good system to
collect dispersed financial resourtand provide capital for large projects/firms, althoulghited
in scope. Cooperatives may be viewed as a waylve some market segmentations. For example,
in the credit sector, market imperfections may axpWwhy it is reasonable and efficient to create a
credit cooperative (Hansmann, 1996). When finanoiatkets are imperfect, individuals (typically
young people) without credit histories and/or nevteptial entrepreneurs may find it difficult to
obtain loans from a bank or to issue bonds. In siades, they may establish a cooperative, each
subscribing a small fraction of equity capital.ddig fiduciary links among individuals and mutual
trust may enable them to overcome asymmetric indtion problems in the credit sector. The same

is true with opaque borrowers - i.e., SMEs.

8 However, considering the case of CCBs, the prigiel po become a member, which may be viewed agtice
needed to acquire a share of the bank, is fixehlwyand cannot be more than 500€. Because of the “chead - one
vote” rule, members have no incentives to own nstiaes. The capital collected is thus quite low.
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Mixed approaches

Grossman and Hart (1986) and Hart and Moore (1@9@@eloped an alternative model to the
transaction costs approach, in which contractsrem@mplete, but all the bargaining, both pre- and
post-contract, are efficient. In this case, therdle§ characteristic of a firm is the ownershipnain-
human assets. The residual rights of control aosehrights, which owners retain when they
delegate the right to use the assets, and the efgbbntrols and checks, which are not explicitly
specified in the contract to someone else. Oncewrer sells the rights of control, then ownership
is transferred to a new owner. Thus, in a contexthich contracts are incomplete, and individuals
have different human capital various skills necgs$ar the production process and various types
of property rights over assets are efficiently edited to individuals who are “indispensable” in the
production process and whose contribution to tha’éi surplus is maximum, due to their ex-ante
investments in human capital.

Hansmann (1996) integrates the property rightsragmh with the cost of transaction.
Ownership has basically two features: it allows dlaaer (i) to exercise control and (ii) to receive
residual earnings. The right of control implies tsoselated to controlling the manager (agency
problem) and the cost of collective decision-makwgereas the right of owning residual earnings
is related to risk-bearing (Hansmann, 1996:35).weleer, risk-bearing is not relevant for Italian
CCBs, in view of their constraints on dividend diition. CCBs’ owners - i.e., members, try to
reduce agency costs through the control mechartigt, directly and indirectly. Ownership is
spread among members, who retain residual rightemtiol. Voting in the general assembly is the
tool, which owners have to exercise their residwmaitrol rights and to avoid opportunism by both
managers and directors. The costs related to thiside-making process may become substantial
when the ownership is large and heterogeneous, with enlarged membership. However, costs
related to inefficient decisions are greater forBSCbecause of the low level of skills in the

membership, from among which directors are voted.

Most studies use either one approach or the ofter.restriction to only one may result in
partial conclusions. As the peculiarity of CCBsakdcterized by a lending technique based on soft
information, i.e., relationship lending, localisamd ownership related to the cooperative, the most
appropriate approach is an integrated one.

Transaction costs and the asymmetries of informatioblems are mitigated by ownership.
CCBs are able to simultaneously reduce both traiesacosts and symmetries of information

thanks to their lending technique—i.e., the relaidending. Given the local aim and the proximity
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to customers, who are also owners of the bank,dhe officer is able to establish a personal
relationship with borrowers and depositors. Throtlgh personal relationship based on reciprocal
trust and sharing of social networks, the loan cefficollects soft information—i.e., informal
information about the customers. The collectionsoft information, basically for the lending
relationship, is on one hand facilitated by mutkr@wledge, and on the other strengthened by the
customers' ownership of bank shares. Being a paimnie bank’s venture, members have more
incentives in avoiding free riding behaviors. Thartk these two combined facts, CCBs have a
comparative advantage, not only over the largeskdavhich base their business on transaction
lending, but also over local commercial banks, Whi@se their business model on relationship
lending as well, but do not have members among tustomers.

Opportunistic behavior by managers and directotBsisouraged by the strong link with the
local community of members—i.e., peer monitoringl dhe voting mechanism. However, assets
lock and peer monitoring avoid such behavior by ters. With these elements, a comprehensive
approach which gathers information from the thris¢upes presented above should avoid the risk
of being constrained by a partial view and trieplace them within a common framework, as the

problem requires.

1.2 Nature of Italian Credit Cooperative Banks

Italian CCBs are by definition considered as coapee enterprises, characterized by non-profit
aims and a non-distribution constraint, given thgoal to maximize “utility of members”.
According to Hansmann (2006), there is a clearirdisbn between cooperative, non-profit
organizations and share companies. A pure cooperaticompletely owned by its members, who
have managerial power and rights over the cooperatprofits. The cooperative is thus, in itself, a
for-profit enterprise and this element clearly elifintiates it from a non-profit organization, in
which there is no ownership and those who managanhot make profits out of it. However, a
cooperative is different from a share company, esitg ownership is a prerogative for those who
deal with it - i.e., consumers and workers.

However, it is quite rare to find the pure form afoperatives. In Italy, for instance,
cooperatives are by law partially constrained amnmds redistribution of dividends to members.
This fact makes them closer to non-profit organarest. Although the distinction between the two
does not seem clear-cut, it should be noted theperatives act in the market with profit-oriented
aims. The profits, however, are not privately hélat, are commonly collected and used as a way of
reinforcing the property, mainly among members,vith some spillover to the local community.

Following the classification introduced by Borzagal Defourny (2001), Italian CCBs may
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be considered as half-way between cooperativesiangrofit organizations, that is, as a subgroup
of social enterprises. With their constraints oe thstribution of dividends, CCBs cannot be
considered for-profit. However, working in the fresarket with competing commercial banks,
successful CCBs collect profits and minimize cost®rder to be competitive. As shown in Figure
1, CCBs may be located between cooperatives angrudih organizations, with a minimal overlap
with the for-profit world. Cooperative banks areteb types: CCBs and Banche Popolari. There is
a clear difference between the two: CCBs are cam&tid by the reference area and asset locks,
whereas Banche Popalari are not. In addition, ajhothey maintain a cooperative structure,
Banche Popolari are motivated by profit aims, asrtmembers receive remuneration from their

ownership of shares.
Figure 1

The nature of the Italian CCBs form

For profit enterprises

Non for profit enterprises

Cooperative form of enterprise

=—
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For profit Enterprises
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Credit Cooperative

' Bank |

Source: Adaptated from Borzaga and Defourny (2QQ):

1.3 Conclusions

Italian CCBs may be considered as enterprises moti-profit aims, as regards the objective of
their ownership. However, because they work inrttaeket like other firms, their aim is to make
profits. These earnings are not used to remunéh&teresidual rights of owners; instead, they

increase the common assets of the bank, to betnbdied eventually to the local society in the
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form of a common good. The owners do not buy sharesder to gain directly from their residual
rights to earnings, but they exercise control sghioth over the management and over CCB
policies of investment, and members may obtainebetbnditions for on CCB financial products,
such as loans and deposits. Due to these feathegwnership approach seems to be the most
appropriate in which to frame an analysis of CCB®e next chapter briefly summarizes literature
results concerning cooperatives, cooperative bania Jtalian CCBs.

In the following chapters, after a review of theiméterature on cooperative banks, both
theoretically and empirically, and presentationsofne statistics regarding the differences in the

growth paths of Italian CCBs, attention focusegtore important issues:
1. The features of the recent growth of CCBs;
2. The impact of social capital on the performanc€GBs;

3. The relation between governance structure andesttegate pricing as a way of rewarding
members.
Lastly, some conclusions are drawn. Each chaptesdaces the specific literature concerning the

topic, details of the data and the theoretical #aand results.
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1.4 Appendix

Figure A 1

The Principal-Agent frame: the role of the board
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Figure A 2

The Principal-Agent frame: the role of the manager
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2 Literature Review

2.1 A brief overview of cooperative studies

Studies on the cooperative form of enterprisestestam the nineteen century, when the first
cooperatives began to spread around Europe. Howewusre these cooperatives had mainly
workers as members, the theoretical literature ldpeel having worker cooperatives as the main
example. Walras classified cooperative firms asigpesomewhere between state-ownership and
capitalist firms. Walras (1865) maintained that wiakers in a cooperative firm, being owners of
the firm too, had additional incentives comparedworkers in a traditional capitalist firm.
Moreover, the cooperative form of firms allowedctlect dispersed financial resources in order to
establish new enterprises. The issue concerningitheof cooperative enterprises, which remains
unresolved till date, was risen by Pantaleoni (1898 1924). He argued that the cooperatives were
not charitable institutions but they were driven tye selfish expectations by their members.
According to Pantaleoni, cooperative firms showatlleast at beginning of their history, an
exclusive approach: once a given size was reackiss, current members excluded new
memberships in order not to reduce their profit endreserve their control capacity.

The economic literature on cooperative studiesgnas/n alongside the development of the
cooperative movement. Among the various subjeca$yaad, the most relevant ones pertain to the
issues related to ownership and the dimensionacéspThe literature has developed both from
empirical and theoretical points of view, focusingooth cases mainly on the dimensional and the
ownership issues.

Focusing on the branch of the literature concerwwgership, the most discussed forms of
cooperative has been, once again, the worker-owoeperative. In terms of numbers of members,
this is among the most prevalent among worldwidegether with the consumer-owned
cooperativel Two opposite positions on the level of efficieriaycooperatives arise: (1) Ward
(1958) according to whom cooperatives are an iciefit solution since the reduce supply and
labour forces in reaction to an increase in prace] (2) Meade who sees the ownership of the firm
as an incentive structure for workers.

The analysis of Ward (1958) focuses on the so-atélllyrian firm”, a name referring to the
labour-managed firms in socialist Yugoslavia. THgrien firm was not properly a cooperative
since workers were not the owners of the assetleofirm but were entitled of the usufruct. The
group of workers organised teams to produce a giveduct or service. This firm did not have a

° Considering the value created, worker cooperativesess prominent, while other type of coopeestisuch as the
agriculture one are more relevant
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true internal hierarchy and was self-managed fallgwa democratic principle: one man, one vote.
According to Ward, these firms maximised the averagome of each worker, and not the average
income of the enterprises. They competed in th&kebaimilarly to profit enterprises. However, the
lllyrian firm would have responded to an increasgiice with a reduction of the supply and of the
labour force as well, in order to increase the imeoof each worker, which determines the
inefficiency of this model.

Meade concentrates his attention on the individaatribution to production in a firm based
on teamwork. The underlying idea is that a direatipipation of the workers in the ownership of
firms'®would have a positive impact on their incentivewtork (Meade (1986 and 1989)). In a
labour-managed cooperative, the workers hold theeeoapital of the firm. This kind of firm is
efficient. However, this efficient is related withe firm’s size: if the number of worker-owners is
not very large, then there are sufficient incergivend possibilities to monitor each other’s
contribution to the common work. But when the numifeworker-owners becomes very large, the
problem of free riders will arise.

An intermediate position in this discussion conagggrthe relationship between ownership
and efficiency is the one of Turati. On the onedhajuoting Dreze (1976), Turati (2004) finds that
the ownership of enterprises, where ownership flee as “the class of stakeholders to whom
firms’ property rights are assigned”, does not haag impact on the economic efficiency of the
firm. On the other hand, Turati argues, “differemganisations represent different incentive
structures”. This second approach mainly referglamsmann (1988, 1996) and Holmstrom and
Milgrom, (1994), for whom the ownership structurefioms does influence the cost of market
contracting by reducing the transaction costs. e differences in the “contract” offered to each
class of members, the transaction costs will biediht. Consequently, the firm will have different
levels of economic efficiency. Furthermore, whernrkeos or customers are the owners of the firm,
the ownership structure is used as one of the waysovide incentives to different stakeholders
(Turati, 2004). The ownership of the firm, in thesance of specific legal provisions that limit the
choice, should be assigned to the class of statelothat minimises the social transaction costs
(Turati, 2004). The theoretical assumption is sufgasbby empirical findings that underline how
different organisations devise different incentsictures.

The ownership issue is intimately related with #fficiency of a firm and with its

' The definition that Meade (1972: 402) gives of petives, similarly to Ward (1958) is of a “systémwhich
workers get together and form collectives or pasiigs to run firms; they hire capital and purchasieer inputs and
they sell the products of the firm at the best ggi¢hey can obtain in the markets for inputs antpuis; they
themselves bear the risk of any unexpected gailogy and distribute the resulting surplus amongnteves, all
workers of any one given grade or skill receivimgegiual share of the surplus; their basic objeétvessumed to be to
maximise the return per worker.”
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dimensions. From a theoretical point of view, simatters. Birchall and Simmons (2004: 489)
underline that size becomes an issue when coopemtganisations tend to loose touch with their
members. Moreover, the mobilisation of individuial$ar more difficult in larger organisations than
in smaller groups. This factor is crucial in theseaf a cooperative, where members have to work
together to achieve a common goal. As Olson (19gues, similarly to Pantaleoni view,
individuals have less incentive to contribute irgkx groups since the larger the group; the lower i
the value of the collective good’s unit that eadmmber receives. Moreover, a larger group requires
more co-ordination and higher monitoring costs.tid¢ same time, the weakening of democratic
control by the general assembly on management reag the management to pursue an

opportunistic behaviour.

2.2 The cooperative banks

The literature on cooperative banks is spread andiffgyent areas of research and therefore it is
not easy to outline it as one coherent body ofditee. The main reason is due to the fact that the
subject under investigation is composed of twoedéht aims: the cooperative and the banking.
Figure 2 attempts to map how cooperative banks,jrapdrticular Italian CCBs, have been framed
in the broader literature concerning cooperatives lzanks. Here, the focus is on the most analysed
issues on cooperative bank—i.e. performance, lgntiohnologies based on relationship lending
and efficiency—that have been related with eitlhergize of cooperative banks or their ownership
structure. The contributions on ownership structare mainly derived from the literature on
cooperatives, while the role of size, even though exclusive, comes from the literature on
banking. In the review that follows, ownership anzk are used as filters to classify the studies on
three main topics: cooperative banks’ performanoeperative banks’ comparative advantages and

cooperative banks’ efficiency both at the theoedtand empirical level.
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Figure 2

A frame to investigate cooperative banks’ literatue
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2.3 The cooperative banks: Theoretical Literature

The theoretical background concerning cooperatargk® model mainly reviews the principal-agent
problem. It focuses on the ability of small bankséng which cooperative banks) to reduce the
asymmetry of information due to their capacity tollect soft information and to lend on a
relational basis. Thus, the reduction of symmetise®lated to both the small and local dimension
of cooperative banks and their ownership structure.

The early studies on relationship banking by Hodgr(©61) concentrate on small size
banks. He underlines how small banks offered batterest rates as a strategy to attract deposits.
Along the same lines, Wood (1975) studied how tterest rates could become a way to acquire

customers. Alternatively, Kane and Malkiel (1968¢uds more on the informational advantages that
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banks could exploit in lending. Only from the I1&%@s, the relationship between banks and clients
has been explicitly framed as an asymmetric infélangoroblem. As discussed by Leland and Pyle
(1977), Diamond (1984) and Fama (1985), the catlaabf private information allows the bank to
lend also to opaque borrowers, who otherwise cooldreceive loans. Recently, as mentioned in
the contribution by Berger and Udell (2002), thé&tienal lending has been recognised as an
alternative lending technology, different from th@nsactional lending, based on hard information.

Hansmann (1996) follows a different approach aresdwt focus on dimension per se as an
advantage. He considers the ownership structutieeamain element that reinforces the relationship
lending. Unlike other small and local banks, thepsrative banks are the only ones that are owned
by their members. When the bank has a cooperativetsre, the advantages of relationship
lending are larger. The fact that the borrowersadge owners should reduce the risk related to the
lending activity. However, Hansmann does not digrédghe size factor completely. He argues that
the governance of cooperative banks becomes labke sis the number of members increases. In
that case, the one-head one-vote rule can leajb@hmanagement costs of control (Mosetti and
Santella, 2000).

A second enforcing mechanism consistent with theesship structure approach is the peer
monitoring (Stiglitz, 1990). The peer monitoring ascontrol tool based on social sanctions for
which borrowers are encouraged to pay back thebgahe social pressure of other members of the
banks (Angelini et al., 1998; Banerjee et al., 199dsse and Cihak, 2007). More in general, peer
monitoring avoids free riding through social cotgrdAccording to Decressin (2008), more than to
address market failure and credit rationing, coafpez banks are an optimal incentive structure for
lending activity based on “soft” information thantkstheir ownership structure (Turati, 2004).

The features describe above permittmperative banks to have a higher stability coregbar
to commercial banks. This is mainly due to a mumlvelr volatility of the cooperative banks’
returns, which more than offsets their relativadyér profitability and capitalization. In normal
cooperative banks pass on most of their returmostumers, that will be easily in weaker periods.
Furthermore, the financial system as a whole bengfiterms of stability from a higher presence of
cooperative banks (Hesse and Cihak, 2007).

The literature on cooperative banks have underlimadever the limits of these banks. In
particular two are the most relevant problems: @ dne side moral hard problems, on the other
side the governance structure inadequacy. Thectiolfeof information can determine the hold-up
and the capturing of the borrowers by the banla amedit relationship, the bank can be exposed to
post-contractual moral hazard issue when the prdfet the bank is financing may need an

injection of funding which was non-contractible axte. The bank can threaten to withhold the new
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loans and force a renegotiation of the contracssMaria Herrera and Minetti (200dnderline, this
problem is more severe when the bank is not repldeeby an alternative financier. This is often
the case of opaque borrowers that mainly receie@ddrom cooperative banks. Moreover, the
higher is information advantage that a bank has eeepeting financier, the lower is for the
opaque borrowers the substitutability of the bank ¢he higher is the rents that the bank can
extract (Rajan, 1992). The borrowers are in thisecéanformational captured” by the banks
(Alessandrini et al., 2002).

The second hot issue for cooperative banks isrthdeiquacy of their governance structure
which has not developed according to their increasasize, in the members’ spread over, an in the
complexity of the banking industry. As Visco (2018)s underlined, the advantages given by the
more flexible and the closer to customers bank e weaken by the poor managerial structure
and by the ineffective managerial procedures opeoative banks (at least in the Italian case). In
general, the risks that cooperative banks maydaan their governance relate with the use of their
endowment for purposes that differ from the memnibkest interest—i.e. empire building and

appropriation (Fonteyne, 2007).

2.4 The cooperative banks: Empirical Literature

As with the theoretical literature, the empiricaldies on cooperative banks are highly interlinked
with the studies on small banks. As mentioned eariome of the characteristics are common to
both types of banks. In particular, the empirigtdrature has investigated the role of small banks
and their performance in the evolving banking emwinent. One strand of these studies is more
linked with the theoretical literature and has fe®d on the comparative advantages of small banks
compared to other banks (Colle, 1998; Boot, 200&xgBr and Udell, 2002). A large number of
studies has analysed the link between small bankisfiams, especially the link with SMEs.
According to their conclusion, small banks playirmportant role in the economic development of
an area (Petersen and Rajan, 1995; Berger et98l9; DeYoung et al., 1999; Bonaccorsi di Patti
and Gobbi, 2001). Regarding the local banks, thelt® show how these banks can benefit from the
advantages in reducing the lending risks. Thesaragdges are due to their proximity to customers
and the proximity between those who collect infaioraand those who use them to decide for
lending (Angelini et al., 1998; DeYoung et al., 30&cott, 2004; Bongini et al., 2007; Alessandrini
and Zazzaro, 2008). Focusing on cooperative bames observes that they are affected by the size
problem like other cooperative organisations. Théarmgement of their size reduces members’
mobilisation and favours free-riding behaviour @iall and Simmons, 2004).

The literature focusing on the U.S. credit markets hshown that proximity, better
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relationship with employees, consultancy servieearket concentration, and interest rate spread
together with relationship lending are good praatietof the growth of small banks (Basset and
Brandy, 2002). DeYoung and Hunter (2002) have stlidhe strengths and weaknesses of the
community banks compared to large banks, espeaéhy the introduction of new technologies to
sell financial services — i.e., internet bankingeTauthors have drawn a “strategic map” to forecast
the performance of community banks in the new bamkndustry as it has emerged from the
consolidation process. They have concluded that sineival of community banks depends
negatively on “the ability of large banks to inseahe personalization and customization of their
services” (p.122). Large banks present the sama ofaillenge also faced by community banks in
terms of both cost advantages and lending stratégyever, well-managed community banks can
outperform large banks and thus guarantee their svwwival. Finally, De Young et al. (2003:85)
developed a theoretical frame to analyse the clsanglated to deregulation, advancements in
technology and increases in competitive rivalnyt tiffected U.S. community banks. Their findings
suggest that the regulatory and technological obsrdwve increased the competition, but at the
same time they have also underlined how well mashagenmunity banks have a potentially
exploitable strategic position within the industry.

The efficiency issue

A very well developed strand of literature analyshs links between banks size and their
efficiency. Focusing on the banking industry, efficy is not only linked with profitability and
competitiveness, but it is also affected by thevizion of low risk, financial intermediation (Benmge
et al., 1993; Pittaluga et al., 2005). One waygpraach the bank’s efficiency studies is the scale
and scope analysis (Berger et al., 1987; McAllisted McManus, 1993). The main results
concerning cooperative banks show that these baa&d to control their cost efficiency level in
order to be profitable, where profitability is meesd by the average return on average equity
(O'Brein and Wagenvoort, 2000). A second tool is -efficiency analysis—i.e. the distance
between each bank’s efficiency level and the effitifrontier. As Worthington (1999) points out,
there is a gap in the literature when it comes teffiCiency as a measure of efficiency. This
measure ascribes a crucial role to the bank maragenmm charge of controlling costs or
maximising revenues (Berger et al., 1993). Howeseademics who have analysed the efficiency
of cooperative banks have focused mainly on the drff the U.K., while other countries have
received less attention (Berger and Humphrey, 19@3tthington, 1999).

While size has been extensively investigated asement that affects efficiency, relatively less
attention has been paid to the role played by theeoship structure on efficiency. Among those
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who have investigated this issue, Sapienza (2084 bncentrated on the government ownership of
lending banks. She had studied the interest-raieigm of Italian state-owned banks versus those
that were privately owned. Her results state thatdtate-owned banks charge lower interest rates
compared to the privately owned banks to samefsins. lannotta et al. (2007) have followed a
similar approach in comparing the performance abpean banking grouped according to bank’s
governance structure and they found similar resitenbhakar and Sarkar (2003) have examined
the deregulation of the Indian banking market amel éffects of it on the productivity, finding
opposite results to those of Sapienza (2004). Eveuagh these papers do not focus on CCBs, they
are relevant to CCBs literature because of théangtts to link the efficiency and the performance
of banks with their (government) ownership struetand not with their dimension. They support

the idea that ownership matters.

The ltalian case

The empirical literature on the Italian case hagdly focused on the determinants of the growth of
small banks. In Italy, evidences concerning the fifieen years have shown that the small banks
have not only experienced unexpected growth, bad Ahve managed to expand their business
more rapidly than their larger competitors. Two maeasons have been offered to explain this
phenomenon: (i) the re-organisation problems famgdarger banking groups (following merger
and acquisitions, hereafter M&A). These banks colddve disregarded certain categories of
customers such as small borrowers (households Bties$ due to their focus on organisational
issues, thus leaving room for small banks growthigast for a certain period of time); (ii) the
business model of small banks, based on the re#dtip lending, could have been more effective
than the lending technology of large banks.

Bonaccorsi di Patti et al. (2005) found that theorganisation process of large banks that
started after the liberalisation helps in explagnthe growth of Italian small banks in the period
between 1996 and 2003 more than other possibleesa(®ich as sector and geographical
specialisation, better liquidity and capitalisatiodexes, and the possible changes in price ps)icie
These findings do not exclude that the positivédgoerance of small banks could have been the
result of a transitory phenomenon that should lt@ased after the restructuring of large banks was
completed. Further studies by Bongini et al. (200&)e partially challenged these interpretations:
analysing data from 1998 to 2004, this study cldinas small banks have grown mostly because of
their comparative advantage, namely localism atedioaship lending.

Among lItalian small banks, cooperative banks regnreshe largest share. Cooperative
banks, both CCBs and Banche Popolari, benefit fitweir local aim to better solve the asymmetries
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of information and from their democratic principgie make takeover unlikely (Pittaluga et al.,
2005). However, the two types of cooperative ingtg show different features. Unlikely CCBs, in
the period after the liberalisation, Banche Popdiave concentrated on external growth through a
wave of merger and acquisition both within and iolgtsheir category of banks. The final result has
been a formation of medium and large group of BanBlopolari (Tarantola, 2009). Empirical
evidences show that the increase in size of BaRdpelari over a given threshold allowed them to
show higher level of efficiency. In this sense, 8am Popolari are seen in same cases closer to
stock companies than to cooperative banks. Howewanks to their cooperative ownership,
Banche Popolari do not face the imbalances betweatrol power and cash-flow power that can
occur in stock companies (Pittaluga et al., 2005).

CCBs have focused more on consolidating their josin the local market, concentrating
their effort on the internal growth (Tarantola, 2D0In particular, most of the empirical researches
have studied the impact of CCB’s presence on tba ldevelopment and their privileged link with
SMEs (Petersen and Rajan, 1994; Lucchetti et @012Goglio, 2007; Zurdo and Palacio, 2008).
CCBs have a crucial impact on the local developmdrdre the banking network is denser, in the
Centre-North-East (Goglio, 2007). Their contribatim terms of the liquidity supplied, has been
extensive to the development of SMEs (Alessandiil Zazzaro, 2001; Alessandrini et al., 2003;
Goglio, 2007).

Moreover, a branch of the literature on the Itakase has focused on the consequences of
the liberalisation process that started at therivegg of the 1990s. In comparing three types of
credit institutions (commercial, savings and maggjaamong different European countries during
the five years after liberalisation, O’ Brien andayénvoort (2000) found that Italian CCBs are
among the most efficient.

Empirical studies on Italian CCBs that concentratadhe period from the late 90s till the
first years of the 2000s found that the CCBs areencost-efficient than Italian commercial banks,
their solvency ratio is higher compared to the whsistem and their non-performing loans ratio is
similar to the banking industry as a whole (Fetrak, 2001; Turati, 2004; Guitiérrez, 2008). In
particular, CCBs challenge the inverse relationdbgged on the economies of scale argument
between increases in size and reductions of cbsisléads to gains in efficiency (Mosetti and
Santella, 2000). Finally, a different study conaegn CCB’s cost efficiency underlines the
importance for Italian banks to control labour d@sirardone et al., 2004).

The corporate governance literature

Another branch in the empirical literature analysasoperative banks from the corporate
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governance perspective (De Bonis et al., 1994; Miozed Santella, 2000; Di Salvo and Schraffl,
2002; Davis, 2005). For the Italian case, a largeature exists for Banche Popolari and detailed
studies are available about their loan risk anacation’s efficiency (Cau et al., 2005), their gtbw
and role in local economies (Ferri et al, 2005)] &meir governance structure (Pittaluga et al.,
2005). Bongini and Ferri (2007) have analysed teoegnance-related issues for Banche Popolari:
(i) the relationship between the lower profit vdigt and either the stability of the governance or
the level of income diversification; (ii) the gomance issue related with the fast growing path of
Banche Popolari Groups. According to their findingsanks to the stability of their board of
directors, Banche Popolari show a lower profit tibtg. Moreover, the most fast growing among
them exhibit performance no worse the than lessuaiyn Banche Popolari, confirming that it is not
necessary to transform these banks in joint stack$to improve their performance.

Despite its importance for the performance of CGBsir governance structure has received
less attention in the academic literature. The @@te governance mechanism of CCBs is adequate
if it responds properly to the market stimulus. dying the evolutionary model of Italian local
banks through their institutional and economic ahtaristics, Ferri et al. (2001) found that the
governance model of CCBs and Banche Popolari hderpeed better than the saving banks in
addressing the local needs. On the contrary, thgadinof corporate governance on bank’s
performance has also been fairly well studied (Mos@d Santella, 2000; Nardozzi, 2001; Ferri et
al., 2001; Pittaluga et al., 2005). The absendals#over threat, due to the “one-head one-vote rul
in cooperative banks, prevents the managers frdlowimg a short-termisi strategy (Pittaluga et
al., 2005) and at the same time it reduces the geaizh turnover. Lower turnover is an advantage
when the bank is performing well because it guaestontinuity. But it can be harmful when the
performance is ineffective because it constraires libard’s ability to appoint a better manager
(Ferri et al., 2001).

2.5 Conclusion

According to the literature review presented bdbotetical and empirical, and in contrast to what
some authors forecasted, the Italian CCBs haveonlyt survived the consolidation process but
have also grown, especially in the period from 1898004. Their growth seems to be based on the
comparative advantages that these banks shared sm#il banks—i.e., relationship lending,
flexibility, and proximity. Moreover, their peculiamwnership structure has played a crucial role in

reducing the asymmetry of information concerning tisky profile of the borrower. However,

1 Short-termism refers to the phenomenon of “denylimgg term loans for investments with delayed mettr

(Pittaluga et al., 2005: 1).
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some questions are still open: How did CCBs perfafter 2004, year in which many of the articles
concerning CCBs performance studies stop? Didalahh CCBs grow in the same way? What are
the elements that have impacted their growth? HmiMALCBs behave during the financial crises
that started in 20077

The following three chapters, chapter 3, 4 andiB to provide answers to these above
guestions. Chapter 6, instead, focuses on thecpkatirole of social capital on CCBs performance;
while chapter 7 is intended to deepen the undetstgnconcerning corporate governance issues
that are related with the ownership rights of mermb€hapter 8 gives some final remarks.
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3 The credit cooperative banks in Italy

The banking industry in Italy has experienced digant changes since the 1990s, when the
liberalisation reforms at the European and natideeéls eased legal constraints and made the
banking industry more competitive. In particulavptreforms have been pivotal: the relaxation of
restrictions on the opening of new branches andredit specialization (Guiso et al., 2004). Inside
the Italian banking industry, CCBs represent swusfaéstory, especially after the liberalization.
Until the 1980s, CCBs were still strongly linkedthviagriculture, declining and state-subsidized
industry. Moreover, given their limited lending iatly they were considered as half-banks, able
only to collect deposits. CCBs were consideredrenfof banking mainly related to the past that
would have disappeared as soon as the liberalizatites would have been put in place. The
process of liberalization posed challenges theigairof CCBs, by allowing the extension of their
membership from “mono-group members” (only farmewrsd handcrafts) to “multiple-group
members”. The weakening of the geographical linutes through the relaxation of constraints on
the opening of new branches has increased the ¢impavith commercial banks and has enlarged
the reference area of CCBs.

The expected disappearance of this form of bankimg the market has not occurred and,
on the contrary, the new rules contributed to theinaissance”. In general, the main results of the
liberalization on the Italian banking industry haween an increasing number of acquisitions and
mergers, which have led to a reduction in the nunalbéntermediaries and an enlargement in the
size of institutions (Draghi, 2009). Banks haverb&sced to increasingly focus on performance,
particularly on the costs and revenues (Girardara. €2004). CCBs were involved in a intra-group
M&A wave, which caused a sensible reduction in tivenber of CCBs on the one hand, and a
deepening of their branches network on the otherellver, despite having a not-for-profit aim, the
CCBs have almost tripled their market share fro®21® 2009.

The aim of this chapter is to describe the moddtalian CCBs, which has emerged after
the liberalization of the 90s and the new Bankiagvlof 1993. At first, the Italian banking system
will be described in order to frame the environmentwhich CCBs work; a brief historical
overview will focus attention on the most relevaménts concerning the evolution of CCBs and the
development of their networks. Finally, some figuren CCBs will be presented in order to

describe CCBs’ performance.

3.1 Credit cooperative banks in the Italian context

According to the Bank of Italy’s official classition, Italian banks can be divided into four

institutional forms: (i)banche spdlimited company banks); (ilpanche popolari(iii) banche di
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credito cooperativqcredit cooperative banks, also called mutual bamkd (iv)filiali di banche
estere (branches of foreign banks). There are therefore tategories of banks that can be
considered “cooperative”.

Banche popolari are cooperative banks accordintgedanking Law and they share some
characteristics with CCBs. Their main common fesduaire: the ownership of members, the “one-
head one-vote” principle, the constraint on the imaxn amount of shares that each member can
hold, the compulsory net profit destination to legserves higher than ones of ordinary banks (but
much lower than the one of CCBs), the variabilitycapital. However, they are not subject to
“mutuality requirements” (Table 1). Moreover, théy not have to devote a part of their profits to
Mutual Funds. In contrast to CCBs, their assetsatélocked” and they can be distributed to the
members in case of bank’s liquidation. Banche Papake not subject to any restrictions whether
they intend to transform into limited companiesvési this possibility, they cannot be considered

"mutualistic” from a substantial point of viéfv
Table 1

Comparison between CCBs and Banche Popolari

Banche Popolari Credit Cooperative Banks
Minimum required capital 6.3 million of euros 2 hah of euros
Nominal shares value 2 euros From 25 to 50 euros
Members Requirements - To reside, to have the heaithy

or to operate with continuity in the
competence area of the CCB.

Minimum 200 200

number
Limits to the ownership 0.5 per cent* 50,000 Eyimsminal value)
Profits’ allocation 10 per cent to legal reserve. 70 per cent to legal reserve;

3 per cent to Mutual funds for the
promotion and development of the

cooperation.

Remainder: Remainder:

- legal reserve - shares’ revaluation

- other reserves - other reserves or funds

- other allocations either Statutory- | - dividends to shareholders**

based or not - charity/mutuality

- charity or assistance’s purposes

- dividends to shareholders
Voting mechanism One-head one-vote One-head ore-vot
Geographical limits - Competence area: it inclutthes

municipalities in which the CCB
has either its head office or its
branches and neighboring ones in
order to guarantee territorial
contiguity.

Mutualistic requirement - At least 50 per centatiht risky
assets must be addressed to either

12 Given these differences and the fact that BanaipoRri are not subject to mutuality requiremettis, attention of
this essay will be focus on credit cooperative Isaoily.
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loans to members or to Treasury
Bonds (or other assets with a
weighted coefficient equal to zero
according to Basel rules).

Merger constraints - Mergers implying the
transformation of a CCB into an
other type of bank must be
authorized by the Bank of Italy and
have to be justified only by
“creditors’ interests” or “stability
reasons”.

Assets locked No Yes

* The limit does not apply to undertakings by Ihgibnal investors.

** By law the rate of dividends cannot exceed te®ims on postal savings, increased by 2.5 per ThptStatute sets the actual value of the
maximum remuneration of the securities offeredch@rsholders.

Source: Adapted from Stefani, 2010

At the end of 2011, the Italian banking industryted 760 banks (233 limited liability
banks; 37 Banche Popolari, 415 credit cooperatark® and 75 branches of foreign banks) (Bank
of Italy, 2012). As underlined above, in the lastade, the merging and acquisition process has
substantially contributed in reducing the numbeintérmediaries on the on hand, and in increasing
the concentration of the industfy on the other hand. However, the concentratiorthef credit
market at the local level has constantly reducehith to the expansion of traditional banking
intermediaries outside their markets—i.e., movimgnsurance and similar financial products—and
thanks to the growth in size of the smaller banks.

A second classification often used is based orb#mk’s size. According to current Bank of
Italy official classification, small Italian banlese defined as banks whose mean total assetssare le
than 9 billion euro (Bank of Italy, 2007). From amstitutional point of view, they constitute a
heterogeneous group composed mainly by CCBs andhgapopolari, even though it is possible to
find some examples of commercial banks, as wek fi4o largest groups per size (UniCredit and
Intesa Sanpaolo) in 2011 have accounted for thee (3. cent of the whole Italian credit market; the
other three groups of medium-large size (Banca Blaldgi Paschi di Siena, Banco Popolare e
Unione di Banche ltaliane) have reached a sharaléqul7.8 per cent. The third category, which
included medium-small banks—i.e. specialized baari¢ branches of foreign banks, hold a market
share equal to 40.4 per cent. The remaining 10.Z¢m@ has to be attributed to the activity of 563
small banks mainly working at a local level, amawigich the most numerous group is the CCBs’
one (Bank of Italy, 2011).

Italian CCBs are subject to the same banking latysi and supervisory regulation as the
other banks, with some additional restrictions. Tngl Code provisions on cooperatives apply to

CCBs only when they complement the banking leg@habr when not in conflict with it. In other

13 The Herfinadahl-Hirschman index has increased 0080 to 0.76 from 2000 to 20009.
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words, at least from a legislative point of viewCEBs are firstly banks, and secondly cooperatives.
Differently from other banks, their statute playsracial role, since it translates into interndesu
the supervisory regulation of the Bank of Italy.

ltalian CCBs are fully independent baftkseven though they are connected to each other,
on a voluntary basis, through an association, leadee, and a network aimed to provide them
financial products. First, CCBs are organised ifhfo local Federations that are, in their turn,
affiliated to the national Federation (“Federcayséhe Federations provide non-financial services.
However, the extend of these services vary amoRgderations. Almost all Federations provide
internal audit, compliance and anti-money laundgservices, while only a few have extended
their offers to governance and strategy orientaissoes (Tarantola, 2011). Moreover they provide
to CCBs information technology systems. Second, rteevork supplying financial products is
organized in two levels: the single CCB which keapd runs the relations with their customers and
the three Central cooperative batkbat support single CCBs with a range of finanelvices.
These could not be otherwise supplied (or it waudtl be economic to produce) by single CCBs,
given their small scale. Such services include gagment system services, the financial and
insurance products provision, the portfolio managetnthe securitization, the in-pool operations,
the leasing and factoring.

CCBs adhere, on a compulsory basis to the “Fondgadinzia dei depositanti del credito
cooperativo” (Deposit Guarantee for Cooperative KBBanset in 1997, following the European
directive n. 19/1994, as a parallel system to the established for commercial banks, called
“Fondo di garanzia dei depositanti” (Deposit Guaeaih Moreover the CCBs system has set its
own “Fondo di garanzia degli obbligazionisti” (Basitler Guarantee Fund for the Credit
Cooperative Banks) that intervenes in case of diebguan issuer of bonds. In December 2011 the
Bank of Italy approved the statute of a “Fondo drapzia istituzionale” (Institutional Guarantee

Fund) for CCBs, a guarantees system which opewdtatetails have to be defined.

3.1 An historical perspective on Italian credit cooperdive banks

The first cooperative wave in Italy took place lire tsecond half of the nineteenth century and was
mainly inspired by liberal thought. The cooperatfeem was implemented in order to organize

both consumers’ and producers’ enterprises, edpeitiaeaction to the agrarian crisis of the 1882-

14 A minimum capital of 2 million euro is required ¢stablish a new independent CCB.

5 The three Central Cooperative Banks are ICCREAogghheadquarter is in Rome; see footnote 16), C2estale
Banca — Credito Cooperativo del Nord Est (whosedfearter is in Trento) and Cassa centrale Raiffiedsll’Alto
Adige (established in Bolzano). All three are liditcompanies, which offer financial services to GCdirectly or, in
the case of ICCREA and Cassa Centrale Banca, throoignpanies of their groups. The Central Banksrehiio and of
Bolzano participate in ICCREA.
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83. Following the model introduced by Friedrich \difeisen in Rheinland, the first “Cassa
Rurale” (Rural Bank, hereafter RB) was establislhgdLeone Wollemborg, together with 32
members in a rural area close to Padua (LoreggidB83. In the following year, two RBs were
established: one in Cambiano di Castelfiorentinoréhce) and one in Trebaseleghe (Padua). In
1890, Don Luigi Cerutti - a young priest, foundéd first Catholic RB in Gambarare (Venice). The
RBs were closely linked to the local community sinthey hinged on ethical and solidarity
principles. Italian RBs differed from the Germaniffeéssen mainly due to the fact that the
dividends were not redistributed to members, bpt k& behalf of the local community. In 1888,
51 RBs joined the “Federation of Rural Banks andifar Enterprises”’(FRBS).

Parallel to the development of RBs, consumer amidwlture cooperatives also expanded in
Italy. In 1891, the “Italian League of Cooperatiaed Mutual Companies” was established as a
second level body with the aim of coordinating amail type of cooperatives both vertically (that
is at the sector level) and horizontally (at thegyaphical level). Unlike the FRBs, the League
promoted the empowerment of the entire cooperativeement, not only of RBs.

With his Encyclical Rerum Novarum (1892), Pope L&ddl underlined the need to fight
against what he called thisura vorax(the “devourer wear”), through social action antidsoity.
After the encyclical, the involvement of the clerigythe process of development of RBs resulted in
the spread of RBs all over Italy (Zamagni, 2006).

At the end of the nineteen century, in Italy therexe almost 900 RBs, 775 of which were of
Catholic inspiration. Most the RBs were establisimethe North East (in Lombardy and Piedmont)
and in Rome. In the South only the Sicilian proemof Agrigento and Catania compared with the
North in terms of RBs diffusion. The expansion d<Rin these two provinces was largely due to
the efforts of Don Luigi Sturzo. Even though thdmsmks were spread over in the country, their
development was affected both by their poor assetisby the small volume of their business. In
1917 the “National Federation of Rural Banks”(NFIRBsstablished in 1909 as an evolution of the
FRBs at the national level and supported by thédiat movement, emerged as the promoter and
supporter of the movement of RBs. In order to beereifective, it structured RBs into local
federations. The NFRBs can be considered as tliepessor of Federcasse.

After the First World War, RBs were challenged ke tliquidity shortage of both
peasantries and Federation bodies. The structurdds|of the cooperative financial industry
surfaced when Italy has to face both economic awdak problems, such as high inflation,
unemployment, weakening of the liberal governmant] internal divisions (Zamagni, 2006). In
this context, two contrasting views emerged indbeperative movement as an outcome of a clash

at the political level. From the one hand, the §&tfan-social vision supporting the establishment of
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a Christian-social order and, from the other, tha@adist view that considered cooperation as a tool
for the collectivization of the means of productimmd of the consequent wealth. The cooperatives
linked with the Catholic movement decided to exdni the League that was largely socialist-
inspired and to create the Confederation of Italamoperatives (the “big split”). The Confederation
aimed to include all types of cooperatives linkedhe catholic movement, as a parallel body to the
League. The NFRBs also joined the new Confederaériting the League (see Figure 3)
(Federcasse, 2012).

Figure 3

Italian cooperative movement at the end of World Wal

Italian League of Cooperative and
Mutual Companies (1891)

Confederation of Italian
Federation of Rural Banks and Cooperatives
Similar Enterprises — FRBs (1888 I )
after ] The big slipl/| | NERBs
National Federation of Rural Banks |~ ] / after
— NFRBs (1909) Federcasse

Fascism used the cooperative influence as a toobwofrol and propaganda by appointing
representatives of the Fascist Party as cooperaisgagers. RBs were later incorporated in the
“National Board of Fascist Cooperation”. Howevée tviolent actions of the fascists against both
the people and the banks’ offices prompted depwsit withdraw money from RBs. Moreover,
RBs started competing on the banking market withelabanking groups. The result was a decline
in the number of the RBs. This process could noptevented even by the introduction of the
“Banking Law for Rural and Handcraft Banks” pasged 937. Italy counted 3.540 rural banks in
1922 and by 1947 they were only 804 (this amoum@nt yearly reduction by 3.1 per cent). In the
meanwhile, the Banking Law passed in 1936 had lpbkaks under the supervision of the Bank of
Italy. In the same year, the “National Board of Bwral Agrarian Banks” was established with the
aim of supervising the technical coordination amgromote the formation of new RBs.

After the Second World War, RBs faced a periodesbrganization. In 1946, the Catholic
movement re-established the “Confederation ofdtalCooperatives” and 1950 the NFRBs were
rebuilt. Between the 60s and the 80s, the RBs mewemarnered a growing role in the Italian
credit market due to an effort to reaffirm inspgiprinciples of cooperation and to strengthen

internal linkages. The local Federations were atséounded and empowered with the role of
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representation, protection and technical assistah€&Bs, both at regional and interregional level.
This structuring of the Federation on local bas&swompleted in the period 1964-1975 (Cafaro,
2011). In 1963, Badioli - the president of Fedeseasvas authorized to create ICCREAhe main
reference institute for the financial support of kBn the same period, both the process of
democratization and of managerial integration hstegted, involving the second level network.
Moreover, the “Central Guarantee Fund” was esthbtisas the main safeguard tool for the RBs.

In the second half of the 70s and during the 8@s faced a period of low decline, mainly
due to the fading role of farmers (main owners wfk banks) and to the public subsidies to
farming, which transformed farmers from being nepakitors to net lenders.

In 1980 the Federation together with numerous RBef the Italian Banking Association.
The new Banking Law passed in 1993 representednengupoint, particularly for RBs, since it
relaxed the previous limits to credit specializatiand extension of their geographical area of
business. “Banche di credito cooperativo” (Crediioferative Banks, this is the new name
established by the Ia&W were basically allowed to offer all type of fir@al services and products.
After this law, CCBs underwent a profound restruoty process, whereby some of them were
liquidated, others were converted into either BanBlopolari or commercials banks, and others
merged or got acquired. CCBs improved their genpeformance and they have not been
squeezed out by commercial banks. Moreover, tlemiorsd level structure got enforced. In 1997,
the Deposits Guarantee Fund of Cooperative Bankstisuted the Central Guarantee Fund. In
1999, the CCBs’ movement signed the “Charter ofugalof the Cooperative Credit” during the
twelfth National Congress. Six years later, dutting thirteenth Congress, the movement approved
the "network system” project for CCBs, togetherhwiite “Charter of cohesion”, which involved
creating a form of cross-safeguard to protect tarners of CCBs (the “Institutional Guarantee
Fund”)

The main development phases of the Italian cremliperative system are summarized in
Table 2.

16 ICCREA, lIstituto di credito delle Casse Rurali edigiane. Nowadays, ICCREA is a holding companyned by

the cooperative banks, the national Federati@tércassg the regional Federations, the Central Banksrehio and

of Bolzano. Its main role is to support, coordinatel control the members’ companies: ICCREA Barg e central
Institute built in 1963 with its 6 branches, Againg created in 1977, Aureo Gestioni spa, IMMIC8pa, Simcasse
spa, Assimoco spa and Assimoco Vita spa, CiscraasghSEF srl.

17 By changing the name, the legislators wanted tathmitaccent on the “cooperative” character of tye of banks,
instead of stressing the sectors with which theyevedlowed to work, as it was with the previous eaffCasse rurali
and artigiane” — Rural and Handcrafts Banks). Amotiger things, the 1937 Law on Rural and Handcifaéieks in
fact constrained the rural banks to operate ontp fidrmers, handcrafts and households. Moreovaty lorporates
could not become members.
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Table 2

Timeline of Italian Credit Cooperative banks from arigins till 2012

Data Events

1883 Founding of the first rural credit cooperative bamk oreggia (Padua) by Leone Wollemborg.

1888 Founding of theFederazione fra le Casse Rurali e Sodalizi affiréderation of Credit Cooperative Banks
and similar enterprises) with 51 Rural Credit Coafige bank members.

1890 Founding of the First Catholic Rural Credit Cooperativ&ambarare (Venice) by don Luigi Cerultti.

1891 “Rerum Novarum” Encyclical by Pope Leone XIlI

1893 Founding of thd_ega delle cooperativl_eague of cooperative and mutual), the firstiingbn to represen
the cooperative movement as a whole

1909 Founding of thé=ederazione nazionale delle Casse Rufidktional Federation of Rural Banks)

1919 The “big split”

Birth of the Confederazione delle Cooperative Italiafi&onfederation of Italian Cooperatives) joined bg t
National Federation of Rural Banks as well

1926 Establishment of thEnte Nazionale Fascista della CooperazigNational Board of Fascist Cooperation)

1936 Establishment of th&nte Nazionale delle Casse Rurali Agrarie ed Entiildus (Encra) (National Board of
the Rural Agrarian Banks)
Banking Law

1937 Enactment of th@esto Unico delle Casse Rurali e Artigigidanking Law for Rural and Handcraft Banks)

1946 Re-founding of Confederazione Cooperative ItalianadlLega nazionale delle Cooperative e Mutue

1950 Re-founding of Federazione Italiana delle Cassa Rurali e Artigiane

1963 Establishment of théstituto di Credito delle Casse Rurali e Artigiaflecrea) (Credit Institute of Rural
Banks and Handcrafts)

1973 Establishment of th€Cassa centrali delle Casse rurali trentifeaow, Cassa Centrale Banca — Credito

cooperativo del Nord Eptand of Cassa centrale Raiffeisen dell’Alto Adi¢dne two Central Cooperativi
Banks with headquarters in Trento and in Bolzanq@eetvely)

4]

1977 Founding ofAgrileasing Banktoday known as Iccrea Bancalmpresa

1978 Establishment of thEondo Centrale di GaranziéCentral Guarantee Fund)

1981 The Federation and numerous Rural banks joinedaliari Banking Association (ABI)

1993 New banking Law

1997 The Fondo di Garanzia dei Depositanti del Credito Coaiem (Deposits Guarantee Fund of Cooperative
Banks), is set in substitution for the previous CarBuarantee Fund

1999 XIl National Congress: Charter of Values of the Caapiee Credit

2005 XIIl National Congress: Chart of Cohesion and “Netkveystem” Project

Source: Federcasse, webside 2012

3.2 Credit cooperative banks model nowadays

The model of CCBs is defined by their ownership gogternance structures. The 1993 Banking
Law (D.Lgs. 385/1993, “Testo Unico delle Leggi irat@ria bancaria e creditizia”, hereafter BL)
weakened the differences between CCBs and comrhdraikks compared to the 1937 BL by
imposing, among other things, limited liability, @tlowing product de-specialization, and by
deregulating the establishment of bran¢he3he BL has, however, preserved mutualism, leoali

18 The establishment of a new branch is liberalisethinsense that, as for the other categories dfshatnno longer
requires a Bank of Italy's authorization. The itimto open a new branch must be communicatedeSupervisory
Authority and the branch can be opened unless #nk Bf Italy prevents it within 60 days from thenmmunication.
The opening of a new branch can be stopped wherBémk of Italy considers the organization of thenlbanot
adequate, or because of its economic, capitalanfiial situation. An exception to this rule is tbase of a "secondary
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democracy and the non-for-profit aim. These featymeserve the cooperative form of CCBs even
in the case of an increasing in size and in theerbgeneity of members. Moreover, these
characteristics allow the CCBs to “have advantaigeshformation gathering, monitoring and
enforcement of contracts, and in reducing moraafdiz as stated in Jones and Kalmi (2009:170).

CCBs ardocal since they can operate only in municipalities wehttiey have branches and
in the neighbouring ones to guarantee the geograpluontinuity® (the so called “reference
area”f°. All residents in the reference area are eligibleecome CCBs’ member, regardless their
economic activities. The reference area has tocpkcély included in the CCB’s name. Customers
are eligible to become members only if they eitteside or operate with continuity in the CCB’s
reference area.

Their mutualistic feature is defined by law. CCBs have to addres# thisky activities
mainly to members (or to non-risky activities). Acding to the Italian BL (art. 3% CCBs grant
credit “primarily” to their members. The statuteds the exact percentage. However, according to
the Bank of Italy’s regulatidf, the legal requirement is fulfilled if at least pér cent of total risky
assets are devoted to members or invested in goesinbonds (or in other assets with a zero-
weighting coefficient according to the Basel rufésyhe actual amount of loans to members (over
total loans) differs among CC8s

CCBs have alemocraticstructure since the social basis must be widedpftba minimum

number of members is 200, art. 34 BL) in order &véhlocal interests sufficiently represented.

headquarter”, which can be opened under strictadiions (see, “Istruzioni di Vigilanza per le B&eg, Title I,
Chapter I).

19 A “discontinuity” in the reference area is allowethen CCBs merge with banks which reference areaots
contiguous.

%0 The reference area of a credit cooperative backrgposed by the municipalities in which it hasnofees and the
neighbouring ones, as defined by the Italian Baghkiaw of 1993 and by the Bank of Italy regulatiéi.least 95 per
cent of the bank's risky assets must refer toares, while the residual 5 per cent might be ireestutside this area.
The name of the bank must explicitly mention theggaphical reference area.

21 The 2003 Company Law Reform (Law 6/2003) introdudéeé distinction between "mutualism prevailing
cooperatives" and "non-mutualism prevailing coopieesa” and allowed, among other things, a favowgaak treatment
only to the former. Because of the compulsory "ralityi' requirement, all CCBs are by law "mutualigrevailing
cooperatives". As the other cooperatives of thees&ind, they are under the supervision of a speaighority for
cooperatives, whose aims are different from thesamie¢he Bank of Italy and cannot contrast withnthe

22 The Bank of Italy’s supervisory regulation conceiCCBs is contained in th@ircolare n. 229 “Istruzioni di
vigilanza per le banche”, Title 1ll, Chapter I.

3 The amount of risky assets referring to outsidedtmapetence area cannot exceed 5 per cent ofrisksl assets.
No mutual requirement is set as for the fundingvagtor the provision of financial services.

24 Considering the 15 areadich coincidewith the competence of local Federations, over20@4-2011 period, loans
to members have been on average over the 50 peresgrirement only in Alto Adige, Abruzzo-Moliseu3cany,

Piedmont-Valle d’Aosta-Liguria and Trentino, while the other areas the supervisory requirementnisaeerage

fulfilled thanks to investments in government bands
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Moreover, the company capital consists of nomirasivares that are not completely tradable on the
market, since new subscribers are subject to theogal by old cooperative members. Law sets the
maximum capital share each member can fiokinally, regardless the number of shares owned,
each member has only one vote in meetings thains-head one-vote” principle applies.

The non-for-profit aimis assured by the assets locked principle. In cdiseithdrawal,
exclusion of members, or bank’s liquidation, memsbegnnot be reimbursed more than the share
price. Moreover, upon the liquidation of a CCB, atpital (net to the reimbursement addressed to
member, according to the mentioned rule) must eted to the “Mutual Funds for the Promotion
and Development of Cooperation”. The assets lodattraint, peculiar of the ltalian system, is
the crucial difference between CCBs and other caiteg of banks including Banche Popolari. In
order to avoid the infringements of this rule, negginvolving the transformation of a CCB into a
bank of a different institutional nature (that ismited company or Banche Popolari) must be
authorized by the Bank of Italy. The authorizatisrpossible only when the merger is required in
order either to preserve “creditors’ intereststmiguarantee “bank stability”. These two conditions
imply a situation of crisis and are stricter théae general “healthy and cautions management”
principle generally applied for banks’ mergers. ®Bwrer, art. 35 obliges CCBs to devolve the 70
per cent of the annual net profit to legal reseevéptal 3 per cent to the Mutual Funds (Fondo
Sviluppo Spa, set up by Federcasse and Conf cdomgrart. 37 BL), and to use a residual part for
charitable projects. In exchange for that, duén&rtsocial role, CCBs benefit from a favourabbe ta
treatment.

The ownership structure

The ownership structure of CCBs is typical of apmmative enterprise. Being of a cooperative
nature, members own the bank and the assets I@acks. Moreover, the voting mechanism is
based on the “one-head one-vote” democratic rutes fiule separates ownership from control and
makes takeover not possible. An external investw, for instance, thinks that a given cooperative
is poorly managed cannot make a tender offer ahaa®rol of it. This “separation problem” is
somewhat softened since directors must be membensselves, and because the peer monitoring
mechanism, besides reducing information asymmetnescreening and monitoring customers,
could also prevent directors from behaving in casttwith members’ interests.

CCBs maximise the so-called “utilita sociale” (mesrdd wealth) rather than profits

(Federcasse, 2009). Given their non-for-profit athe shareholders of CCBs do not expect to

> The Banking Law of 1993 has fixed the range of @raf each share. In order to avoid the concentratib
ownership, one member cannot, currently, buy shares value above 50.000€.

50



receive dividend§as a way to remunerate their shares. Law reguth@sevenue distribution in
order to avoid speculative activities. Membersisijmot motivated by profit earning, but rather by
expectation of better credit conditions, less golstlancial services and more credit availabiliBj (
Salvo and Schena, 1998). “Ownership” rights (ehg. tight to vote and to speak in the general
assembly, the right of choosing directors etc.y@ém from membership, and they are not related
with the amount of shares. Even though it formakysts a maximum threshofdr the acquisition

of shares, members do not have incentives in bugioege than one share, since they will not
receive dividendand will not acquire more voting poviér

Members benefit from the disposal of the publicdjtiat the CCB creates: the availability
of a financial service. However, non-members camefiefrom the availability this public good as
well, behaving as a free rider. In orders rewardnimers, CCBs offer them credit or deposit
conditions, which tend to be better with respeatdo-members, even though this is not always the
case (Piersante and Stefani, forthcoming).

The ownership structure, based on customer-ownedb®es, reduces the asymmetry of
information on both sides. From the bank side, mgkhe customer part of the bank venture as a
shareholder facilitates the collection of soft mi@ation and reduces the probability of having non-
performing loans. From the members’ side, the psamitoring and the non-balance sheet approval

threat reduce the costs of monitoring the managetize directors.

Governance structure

For cooperative banks, the specific manageriattira is not only an operational frame but also a
characteristic feature. The corporate governanoayes a set of relationships among the boards of
director, the manager, the shareholders and stideiso In particular, the governance specifies to
whom and to which amount the decision power has bie¢egated and who is in power to control
the decision making process.

CCBs present a cooperative structure with a theee $ystem of administration and control:
the general assembly of members, based on the Hea@-one-vote” democratic principle, the

board of directors and the supervisory body. Tretesy is integrated by the arbitrors whose role is

%% Erom art. 2514 of the Italian Civil Code, mainly B€cannot distribute dividends on the subscribguitaasuperior

to the maximum interest of postal bonds increasgd2t5%. This limit regards “dividends”. Moreovehese

cooperatives cannot distribute reserves to userbaesrand they shall return in case of dissolutidntheir assets to
the mutual funds for the promotion and the develepinof cooperation (Fici, 2010).

2T A possible reason to hold more than one share support the existence of the cooperative bank card be
interpreted as a signal of a strict preferenceHisrto type of banks to survive.
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to mediate between the board of directors and teenlbers in case of conflict regarding the
admissibility or removal of members. Given the vas identities and objectives of the agents
involve in the governance, the CCB structure caddised as a multi-stakeholder one.

Together with the internal governance structureB€@re part of the external governance
structure of, on the side, the national CCBs movdand, on the other side, of the Italian banking
industry. However, while the Central Bank, Bank It#ly, acts just as a supervisor of CCBs
activities, CCBs are active members of their sedemdl network—i.e. the Local Federation. Both
presidents and managers join the second level odieen though part of this second level
network, that suggests CCBs possible policies arategies, CCBs are autonomous in their
decision making process.

However, the weakness of corporate governance operative banks has often been
identified as one of the major limitations of thdevelopment (Labie and Périlleux, 2008). This
general statement is true for Italian CCBs too. Bxaghi (2009) has underlined, the good
performance of CCBs at least until the beginningha financial turmoil, has not always been
followed by corresponding improvements in managdman in risk control. The dispersed
ownership, for instance, can result in an insuffiti monitoring of the management by
shareholders. The fact that the manager is a meailibe CCB mitigates the problem of a split in
the goal of the manager and in the one of the mesfib&anagers, acting as loan officers, decide
how to concretize policies adopted by the boarrder to reach CCBs’ goals.

Some issues related to the manager career arigei@bp with the larger scale. As the
number of interactions increases, the problem air peerifiability of the manager’'s behaviour
deepens. The relationship between borrowers araktenin order to be effective, needs to be a
long-term relationship (Longhofer and Santos, 208@¢ording to Lehmann and Neuberger (2001)
who studied the German case, the relationship legtwiee loan officer and the firm manager of
SMEs affects the loan prices along with the cotldteequirements and the credit availability. The
social interactions, made possible thanks to the sf both partners, create reciprocal advantages
thanks mutual trust derived by the personal knogeedf on the bank’s side it reduces the riskiness
of the borrower, on the SMES’ side it improves #vailability of loans while reducing the costs. In
larger scale cooperative banks, the manager turrievgigher and the interaction with borrowers
cannot be personal. However, a higher turnover lmarbeneficial for manager who gains from
acquiring more experiences. Thus, even if fromahe hand, the internal career assures continuity

in the interaction between the manager and membershe other hand, it could result in poor

28 As a counter example, in the UK, one of the fcehsequences of the demutualization process has thee

emergence of professional management pursuing medrgoals together (Davis, 2005).
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management given the lower skills of the manager.

The board of directors, elected by members is aiategpresenting the local communities
of members in which the bank is settled. Directames not elected according to their professional
skills in the financial sector, but thanks to thearsonal linkages with the community. The statute
enlists the characteristics that should guarartteentoral integrity of the candidates. No others
feature¥are required to be elected. The directors are amgehof approving loans above a certain
amount and of deciding the investing strategy eftiank. Moreover, they decide on how to assign
funds to local associations or to charity purpdseallocating these funds, directors behave as
politician once they allocate public goods.

According to a survey done by EURICSE in 2012 gamesentative sample of CCB%66
per cent of loans are lent under the approval @bitard of directors. On average cooperative banks
redistribute the 18 per cent of their profit at theal community. The 70 per cent of the projects a
financed according to board’s ranking. The director the board are part of a broader local
network. The reputational element is fundamental iacal community where the same person is in
power in more than one board. In particular, dai@sthat the 9 per cent of the directors are in
power in other cooperative’s boards, the 38 pet aea directors in non-cooperative institutions,
and the 7 per cent join a governmental positionis Tast value is higher for smaller CCBs.
Focusing on the president, the 43 per cent areia@goas directors in other cooperatives boards,
the 54 per cent are directors in non-cooperatiggétutions, and the 12 per cent has a governmental
position. Presidents join governmental positiony @among small and medium CCBs. These data
confirm on the one hand the interdependence o€tBBs’ board with the local community and the
importance of the peer monitoring; on the otherdhéimey underline how this interdependence

weakens with the increase in the size of the bank.

The problem of larger size

One of the constitutional requirements for a coagree bank is the minimum number of members
necessary to reach a minimum level of assets. Tdrereon the contrary, no maximal constraints on
membership. The expansion of ownership may chadletig coherence with CCB’s mission.
Comparative advantages related to the reductiorthef asymmetry of information, may be

weakened, because it is more difficult to use #taionship lending mechanism. The direct or even

29 1 order to be appointed as president a minimaéegpce as director in the board is required. Neesrhave been
recently implemented in CCBs statutes, implying eneevere selection rules for board members, a fhodeturnover
and a stricter regulation preventing conflictsrirests (art. 33, CCBs’ Statute Format approveBdnk of Italy).

30 The rate of answers is 67 per cent. Data shoulmbhsidered as non-definitive.
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a personal relationship between borrowers andodue dfficer could be lost if the size increases too
much and too quickly. In particular, the size beesnan issue when cooperative organizations
moved toward more lose touch with their members.

The issue of larger size becomes a hot issue edlyeafter the liberalisation process. The
underlying idea at the base of the liberalisatioocpss was that, thank to exploitation of the
economies of scale created by the increase indfizmnks, the system would have been more
efficient. In order to enhance the increase in ,sitee bottom floor of CCBs—i.e., the
membership—has been transformed into something cwrglex, while the managerial structure
has not evolved accordingly. As Birchall and Sims@2004: 488) have pointed out, “a key
guestion for cooperative theorists and practitiehé whether it is still possible for larger-scale
cooperative and mutual businesses “to remain tiuee principles on which they were originally
founded”. The crucial point is that a more dispdre@/nership weakens the informal relationship
between members and management and raises proloerasymmetries of information. The
problem of ownership and managerial evolution igcial to understand the changes in the
performance of CCBs, and their adaptation processhé new market context (Mosetti and
Santella, 2000).

First, the increase in the number of members ingpactthe voting mechanism. Hansmann
(1996) argues that the governance of cooperativikshés less stable as the members’ number
increases. The spread of ownership makes the thdiViposition less important in the general
assembly. The weakening of democratic control leygéneral assembly on management may lead
to opportunistic lending policies. Second, the éase in size reduces member mobilization and
favours free-riding behaviour that leads to incieg@smonitoring costs (Birchall and Simmons,
2004). As Olson (1965) has underlined, individulats/e less incentive to contribute in larger
groups because the larger a group is, the lowevdhes of a unit of the collective good that each
member receives. Thus, a larger group requires roorerdination and higher monitoring costs.
The increase in the number of owners may reducenitentives of each member to control the
directors and the manager’s effort, and to actiyalsticipate at the social life of the bank. Eviea t
social control on the board and on the managebeaaware of the lack of capital market discipline
and of the lower accuracy of the social monitoipngssure. The predictable behaviour is driven by
a preference for short-termism and a reductionhi éfficiency. However, in contrast to these
positions, Jones and Kalmi (2012) find that Finnisboperative banks have been able to
successfully adapt to the larger scale thanksrovative governance solutions that allow them on
the one side to improve their performance, ancherother to maintain democratic governance.

Not only the numbers, but also the typology of membhas expanded. After the 1993 BL,
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everyone can be a member, and not, as in thegrdgtfarmers or artisans. CCBs, “coming from a
predominantly agricultural approach, has moved toraversal bank"-model.” (Zurdo and Palacio,
2008: 1). The possible result may be an increasearnterest differentiations, and an unbalance in
the composition of the boards since its represeetadss is based by the statute on geographical
origins, and not on the economic industry of orsgifihe biased economic composition of the board

may impact on the strategic choices of the board.

3.3 Credit Cooperative Banks in Figures

CCBs are the largest category among Italian bamkerms of the number of intermediaries (the
55.5 per cent of the total number of banks in 20A1}he end of 2011, the Italian CCBs comprised
411 banks distributed throughout the country withework of 4,440 branches. With respect to
1998" the number of CCBs has decreased by 27 per cest)ynue to mergers, a rate of decrease
higher than the one registered by banking induatya whole (-19.7 per cent). However, this
process has been more than counterbalanced bypheson of the CCBs’ branches network that
has increased by 59.6 per cent from 1998 till 2@liate much higher than the banking industry
one (28 per cent), reaching the 13 per cent of CBBsiches over the total number of branches in
2011 (Figure 4). This expansion has led to a wmlesence of CCBs outside the rural environment,

namely in towns and urban areas.

Figure 4
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Source: Bank of Italy, online statistics

CCBs exist in about a third of Italian municipagi(2,711 municipalities); in more than 500

31 According to the availability of data, the analylsés been performed comparing either 1998 or 1999.
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municipalities, CCBs are the only financial indiiben (Federcasse, 2012). Even though they operate
in every ltalian province, most of them have theadquarter and branches in the North-East (see
Figure 5).

Figure 5

CCBs branches over total branches
(percentage values, 2012)
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The structure of CCBs has deeply changed overaftadecade. In 1998 CCBs had almost 5
branches with 38 employees per bank on averag@0ii these figures have increased to 11
branches with 77 employe@sThe increase in the number of employees per GOB €ontrast to
what the rest of the Italian banking industry hegistered: from 1998 to 2011, while the number of
employees in CCBs has increased by 47 per ceothar types of banks it has decreased by 9 per
cent.

In 2011, CCBs constituted about 8 per cent of émelihg of the Italian banking industry, a
proportion that more has than doubled in the ptiseh years (in 1996 CCBs accounted for 3.7 per
cent, Finocchiaro (2002)). However, in order to rheaningful, a comparison must take into
account the specific aim of CCBs. They do not campeéth large banks in the overall lending
market, but lend mainly to small borrow&s-i.e., SMEs and households. As Draghi (2009) has

32 The mode has risen from 2 to 5 branches.

33 cCcBs do not have among their main customers subaoth as the public administration or the finadnaizd
insurance firms. These two types of clients accdong very small share of market, and it is pdsstb drop them
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pointed out, more than 50 per cent of the creditsided to SMEs in Italy are distributed by bank
branches in close proximity to the head officehs tirm. The loans given by CCBs to SMEs have
raised from 13 per cent in 1999 to 21 per centG092 while the share of loans to households was
of about 24 per cent in 2009. The share of lentngne- or few-person enterprises increased from
13 per cent in 1999 to 17 in 20009.

In the last decade CCBs have also increased the siidoans addressed to larger firms.
Considering the composition of the lending markeCE&Bs, the industries to which the largest
shares of the total lending in 2009 has been agédeare manufacture and real estate with a share
of 21 per cent each. The increase in the shareaoisito services is linked to the growing financing
to the real estate sector. These figures are coefiralso by a survéy the MET survey, according
to which SMEs in the manufacturing industry finashdsy CCBs are mainly local, as predicted by
the theoretical literature. However, CCBs have disanced firms working at a national and in
some case also international level. Moreover, C&88g larger market share with firms facing or
forecasting a negative dynamic in terms of labaucds and turnover (Borzaga and Catturani,
2011).

The funding structure of CCBs is mainly based aedifunding, namely deposits and bonds
subscribed by customers, while the inter-bankingdiag provision is less relevant compared to
other types of banR3 In 2012, the total direct funding has accounted €152 billion with an
increase of 8 per cent compared to 2009. Even thtlug direct funding is increasing, the amount
of lending is growing even faster. From 2009 t012, CCBs have increase lending by 15 per cent,
reaching the amount of € 138 billion. Given thimdmic, the direct result is an increase in the
loans over deposit ratio that has grown by almopef7 cent points in the period from 2009 till
2012. The gap funding has worsened: in 2012 thesloxer deposit ratio was equal to 91 per cent
(Federcasse, 2012). Thanks to their direct fundiogyever, CCBs are on average well capitalised.
In 2012, their assets were around €19.2 billionpamting to 6.3 per cent of the overall banking
industry assets. In the same year, the membergkliatio was around 17 per cent while the share

of members as a ratio of the overall Italian popotawas 1.7 per cent.

from the analysis without loss of generality.

34 The research is based on a sample of 25.090 It&ME, working in the manufacturing and in the seegi
production industry. The survey and sampling desdrased on a one-stage stratified random seteofionits sample
in strata without replacement. Data has been f#dtaccording to regions (20) and size of the f{iaefined by the
number of employedy. The questions asked trough telephonic intervié@ati) concerned different aspects of the
business in 2011.

35 1n 2011 the larger share of liabilities (almost @& cent) came from the deposits of Italian custsngimcluding

public administration), while the share of the aabranking deposits accounted only for 9 per centhé case of limited
company banks the corresponding ratios were 38.Cqr and 17.9 per cent and for “banche popol&aspectively
34.3 and 14.7 (Banca d'ltalia, 2012).
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During the financial crisis that started in 2000CES have continued to finance the economy
by maintaining a positive rate of growth of loaas,compared to largest commercial banks, which
have shown a negative rate in 2009 (Figure 6). CCa&stinued to support the financial needs of
their traditional customers and, at least in psubstituted large banks in the financing of local
economies, given the more severe constrains inirfignencountered by large banks (Tarantola,
2011). According to the MET survey, CCBs remaine#idd to a role of supporter especially for
poor performing SMEs.

During the crisis, the economic margins have shramistly because of credit devaluations
and of lower growth of activities in presence ofigid cost structure (Tarantola, 2011). The
cost/income ratio has increased from 70.2 to 74tvéen 2009 and 2010 and then decreased to
71.1in 2011. The correspondent value for the tosalking system was lower but increasing (from
63 to 67.6 per cent between 2009 and 2011). Aetiteof 2011 theitierl ratio was 14 per cent
compared to 9.3 per cent of the all banking systBank of Italy, 2012). The solvency ratio has
almost doubled the official threshold requiremdriteir market share was stable, following CCBs
tighter lending policies, mostly due to the liqiydiproblems that they started encountering in

connection with the sovereign debt crisis.

Figure 6
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However, given the support to local economies dytie crisis, together with the financing
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of non-traditional customers, CCBs have loweredaghality of their credit portfolio. During 2011
the rate of growth of CCBs loans has progressivglined and the incidence of new non-
performing loans has gradually approached a lewalas to the one of other categories of banks.
During 2011, the rate of growth of CCBs loans hasgpessively declined, mostly because of
funding problems connected with the sovereign delsis (Federcasse, 2012). To relax bank’s
funding problems and to sustain their capabilitfinance the economy, the Decree Law 201/2011
dated 6 December (ratified as Law 214/2011 of 22edder) has introduced the possibility of a
government guarantee on bank’s new liabilities.sTimeasure, which has also increased banks’
eligible collateral, has contributed to the widesgh bank recourse, including that of CCBs, to the
Eurosystem long-term refinancing operations, thatehhelped easing banks’ funding problems,

starting from the beginning of 2012.

CCBs and Banche Popolari: A comparison

Given their similarities in structure, a comparisgmiween CCBs’ and Banche Popolari’s figures is
worthily. Even though increasing, the number of GdBanches in 2012 was almost 1000 less
compared to the number of branches hold by Bandplgri (5,318 in 2012) (Bank of Italy,
2012). From 2001, the number of independent Bafamolari and of groups headed by Banche
Popolari has decreased from 56 to 37, followingttkaed describe also for CCBs. However, not
only their market in terms of total assets hasrisem 16.8 in 2001 to 21.1 per cent in 2011, but
also their branches share has grown from 21.1 18 @28 cent. Moreover, in the same period, these
banks were able to increase their lending to ressdieom 15.9 to 21.6 per cent (Tarantola, 2011).

Comparing Figure 5 with Figure 7, it appears imragaly clear how Banche Popolari are
more present in those regions where the presen€8ks is lower—i.e., Puglia. However, there
are region, such as Sardinia, where the cooperfatigacial institutions are in general not present,
while other regions, such as the regions in thetiNarhere the cooperative banks hold a relevant
share of braches (in Veneto for instance the sbamoperative banks is 42.8 per cent, while in
Sardinia is just below 1 per cent in 2012).

Unlikely CCBs, Banche Popolari are characterisedhgy presence of independent banks
and by groups of banks headed by Banche Popolas. five largest groups have more than
doubled their average number of branches from 1@98011 reaching the number of 1,340
branches each. Banche Popolari not belonging tapgrbave in 2011 23 branches each on average,
7 more than in 1998.

While independent Banche Popolari are still clas¢heir traditional cooperative business
model, the largest groups headed by Banche Popmdaribe considered closer to a stock joint
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company. Theiaverage value of total assets vin 2011 almost twentjive times that of the othe
Banche Popolari. Moreovetwo of these groupare among the top five in Italy in terms of tc
assets and eiglof the Banche Popolari grouare listed on the stock exchange or have at leae
listed member. Theorganization isstructuredfor the most part of the multifunctiol federal type
(Tarantola, 2012).

According to this comparison it is clear how CCBsl 8anche Popolari, even if both ba:
on a cooperative form, are actually different i tlvay in which they carry on their busine
Considering in particular the bang groups headed by Banche Popolari, it emergestheyhave
lost some of the main advantages of the local catipe bank—i.e., the relationship lending
purse a path of growth based on transaction lendmgre similar to commercial than

cooperative banks.

Figure 7

Banche Popolar branches over total branches
(percentage values, 2012)
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3.4 Conclusion

CCBs banks have represented a successful modedniing, able to respond to marlfailure.
During the last twasentury, the CCBs have been able to organize tHeessénto a tw-level
network and to spread their influence on the witetgtory. Their peculiar ownership structure |

helped them in exploiting thadvantages of threlaionship lending. However, the weakness
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their managerial model might arise problems espigaiath the increasing of their size. However,
up to now, CCBs have well performed with an inceeaktheir market share and of their members,
in particular after the liberalisation process 993.

However, differences among CCBs have become releVaeir variety results in different
business’ patterns. Some CCBs have remained a lumak, deeply eradicated in the local
community, with a few branches and a low numbegroployees; their member to population ratio
is high, while the area they served is narrow. O@€Bs have followed a different strategy with an
increase in size, an enlarging of their operatirgpawith the opening of new branches and/or
through M&A, and a possible reduction of their tiggss with the local community. According to
these findings, it is worthily to consider CCBsaasomogenous group? Do all CCBs have the same
characteristics? Which are the main differences mgmihem? Do these differences arise new
problems for CCBs? The next chapter attempts taribes these patterns and to answer these

guestions.
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4 Opening the black-box: Heterogeneity among creditooperative
banks

The following chaptef focuses on two research questions: (1) Are CCBsmogenous group of
banks, (2) Which are the characteristics that difiegate CCBs among them? In order to find an
answer to these questions, Italian CCBs have beged in groups according to their size and the
area in which they operate. This classificatioa i&st step to understand the dynamic of CCBs in
the recent years and to underline the differenoesng CCBs especially during the financial crisis.
While the choice of the geographical area is sttfogward, the classification through size needs to
be justified.

An open question regarding CCBs is whether sméléatks will be able to survive in a
competitive environment. In this regard, the dimemsof cooperative banks is an important
characteristic that needs to be examined. It enafinplicitly assumed that the smaller CCBs are the
less are they capable of exploiting economies allesd herefore, they will not be able to grow and,
eventually, expected to disappear (Alessandri.e2802). The amount of total assets is the most
commonly used variable in the literature as a meastisize. Following this practice, this chapter
aims to investigate the differences among CCBsjggd according to their size, in terms of both
structural and economic variables. It tries to tdgrmow the growth dynamics of CCBs vary over
time according to their size. The choice of totsseds of CCBs to capture their size effects is
motivated by the following considerations: (i) Teeheme used by Bank of Italy to classify banks
depending on their size is based on total assptg;i§¢ a widely used proxy for size in the lisgure
(Gorton and Schimid, 1999; Legget and Strand, 200i) total assets provide a good summary
measure of the performance of the bank. It is wodfing that the size classification used by Bank
of Italy does not account for differences among €Cnce they all fall into the same cluster—i.e.
minor banks. In order to describe differences andlarities, anad hocmethod of classification
will be used here. Though this classification dd hog¢ it is used because the traditional
classification measures are not readily applicébieCCBs. Heterogeneity could be described in
many other ways as well, using different varialitedefine the clusters in the first place. In cleapt
5, the impact of others variables, including finahcatios, on the growth of CCBs will be analysed
through econometric tools.

After a short introduction, section two of this pker will introduce some descriptive

statistics about CCBs and discussed the differebgesze and by geographical area; section three

38 30int chapter written together with Maria Luci@fani (Bank of Italy, Trento branch, Italy). Theimipns expressed
in this paper are those of the authors and donvolve the responsibility of the Bank of Italy.
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will focus on the lending describing the behaviafr CCBs and their between and within

differences both by macro-area and by size. Firsglyie conclusions are drawn.

4.1 Introduction

Since 2004, when the restructuring process of thieah banking industry was at its end, CCBs
have grown in many different aspects, not onlyhieirt market share. Analysing other figures other
than market shares, it is possible to derive pacakpects of these banks. Between 2004 and 2009
members have increased by 7.6 per cent per yearpwwiog members by 7.4 per cent and
customers by around 5 per cent. The number of bemnbas risen with a yearly average rate of 5.4
per cent, while the employees with an averageat#e8 per cent. The population served by CCBs
has on average gone up by 4.3 per cent annuatitlgl below the yearly average increase of their
reference area (Table 3). This enlargement in wirecis mainly explained by the process of
mergers and acquisitions undertaken by both CCHBslgncommercial banks starting from the
early nineties. Thanks to the restructuring procgésommercial banks, CCBs gained a lot of small
customers, disregards by those banks. FurtherntioeeM&A among CCBs has result into an
increase in their size. The highest number of M&Acag CCBs has been registered in 1995, after
which their frequencies has decreased till 2007irYuthe financial crises, the M&A has increased
again until 2009, reaching the level of 2004, afteich the path has decreased (see Figure A 3 and
Table A 1).
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Table 3

Credit cooperative banks in figures

(Average valués

Served

Total Assets Loans Members Borrowing Customers  Employees Branches population
(milions of Euro) (milions of Euro) (Units) meml')ers (Units) (Units) (Units) Served area (Km2) (thousand of
(Units) inhabitans)
2004
Italy 304 174 1,656 699 3,021 58 8 1,151 312
First quartile 103 50 789 313 1,224 20 3 519 70
Median 209 108 1,224 511 2,221 40 6 904 164
Third Quartile 396 229 1,990 881 4,123 78 10 1,477 359
Stand. Deviation 301 183 1,576 663 2,613 56 6 886 458
Variation Coefficient 99 105 95 95 86 97 82 77 147
2007
Italy 397 241 2,036 83 3,351 66 9 1,277 360
First quartile 125 66 943 359 1,360 24 4 566 82
Median 253 146 1,514 629 2,507 47 7 1,009 182
Third Quartile 502 302 2,434 1,055 4,279 87 12 1,653 460
Stand. Deviation 421 267 2,027 884 2,954 62 7 979 507
Variation Coefficient 106 110 100 102 88 95 83 77 141
2009
Italy 419 285 2,386 997 . 73 10 1,437 385
First quartile 134 78 1,044 402 . 26 4 637 85
Median 276 175 1,687 679 . 53 8 1,117 190
Third Quartile 528 357 2,895 1,268 . 93 13 1,851 477
Stand. Deviation 433 322 2,589 1,105 . 70 9 1,189 543
Variation Coefficient 103 113 109 111 . 96 85 83 141

Source: Bank of Italy.

The financial turmoil has substantially impactedtio@ growing path of banks in general and
on CCBs in particular. However, while commerciahks have immediately react by freezing their
lending, CCBs have kept financing the economy dgalvith the risk of increasing the share of
non-performing loans. This has led CCBs to incraasthe number of members. Comparing the
pre- and the crisis period, the number of CCBs ne¥sbas increased at a yearly average rate of
7.1 per cent from 2004 to 2007, while, during thmarcial turmoil, it has increased by one
percentage point more. The growth of borrowing merapas well as the growth of non member-
customers, has followed the same trend reportechénbers. Finally, the incidence of members on
the population has slightly increased during thsixrthe rate, which was equal to 0.56 per cent in
2007, turned to be equal to 0.62 per cent in 200%@rder to face the increase in their members,
CCBs have invested in labour. The average numbenygfloyees per CCB has shown a positive
growth rate both in the pre- and in crisis periobts.particular, during the crisis, CCBs have
increased the number of their employees, thusethiaing their cost of labour. The yearly rate of
growth of branches has slightly increased durirgydiisis, so as the yearly average growth rate of

the reference area passing from 3.5 per cent ipehied 2004-2007 to 6.2 per cent in 2008-2009.
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From 2004 to 2009 CCBs have increased in the amoiubbth total assetsand lending
activity to ordinary customers. However, while ttage of growth of total assets has decreased
during the crisis, the rate of growth of loans remad positive. In particular, the rate of growth of
total assets has fallen from 9.6 in 2007 to -2.2008, while in 2009 it has turned positive with a
value of 7.8 per cent. On the contrary, the yeavigrage growth rate of loans has reported a value
of 10.4 during the overall analysed period. Thenit has affected the growth rate of loans only in
2009, when the rate has increased only by 5.8 gr&r €CBs, as already mentioned, have financed
the economy also during the crisis, impacting imare softly and less rapid way on the credit
availability of their customers. Moreover, this gtb rate has never registered a negative value
until 2009. The relationship between loans andtthel value added, defined as the sum of the
remuneration of the production factors, usuallyifpes have registered a reverse U-shape in 2008
(Figure 8). In 2009 the amount of value added cemd, while the lending by CCBs has

maintained a positive trend, even if at a lowee rat

Figure 8
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Source: Bank of Italy and Istat

37In order to have time-consistent data for CCBs thatged during the analysed period, merging CCB® Heeen
considered as merged since 2004, by summing thesaoncerning each of merging banks from the Inéwgn The
analysis has excluded CCBs that were either bodead (for reasons different from mergers and attipis) during
the period of time we have considered becauseitifermation is not complete or may show outliers.
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4.2 Heterogeneity in CCBs: a general overview

The figures discussed above hide the relevant phenon of the heterogeneity existing between
ltalian CCBs. The following analysfstries to describe that variety by dividing CCB#isubsets
following two criteria: the first one is a geogragdl criterion related to the regional federation i
which CCBs are settléYj the second one is based on their8ize

Members The increasing in the sample variability in theipe&r2004-2009 for the members’
growth rate has been driven by the faster growtih@highest values. When CCBs are divided into
regional subsets and when the period is splité& and crisis period, this fact is even more eviden
In the crisis period, for instance, Piedmont-Valldosta-Liguria has registered a yearly average
growth rate of members equal to 19.5 per cent whileuzzo-Molise has shown a value equal to
1.8 per cent. In general, while in some regions b have slowed their growth after 2007 (for
instance in Lazio-Umbria-Sardinia, Calabria, Canigafrentino, Abruzzo-Molise), others have
soared it (Sicily, Puglia-Basilicata, Piedmont-\éall Aosta-Liguria).

Looking at banks grouped by size, the number ahbess oflarge and major CCBs has
grown faster compared tmnall CCBs. Furthermore, the growth ratelarige CCBs has achieved, in
the crisis period, the highest level (11.3 per ent

Among members, borrowing members have followednalai path of growth to the one
described above, with a positive yearly growth.r@ece the share of borrowing members over the
total number of members is taken into account, s that before the financial turmoil the quota
of borrowing member was almost stable. Howeveer#007, the share of borrowing member has
declined, due to the slower increase of borrowimgmner with respect to members.

Branches and EmployeesThe number of branches can approximate the ttgpafceach
bank to control a territory. However, given theatele short period analysed, it is not excepted to
be very dynamic. The growth rate of branches hasaiwed considerably among regions, so as it

has not markedly changed through years. Actuallymiost of regions the average number of

38 The analysis is based on some descriptive statisfibe statistics used to examine the differenaesng
subpopulation of CCBs include both measures oftjposimean, median) and measures of variation (akeg; quartile
deviation, variance and standard deviation).

% |talian CCBs are grouped into 15 local Federati@@ffiliated to the central FederatioRedercassg the territorial
extension of which mainly depends on the numbe&©Bs settled in the area. The 15 areas are shotte iAppendix,
in Table A 2.

0 For the purpose of this chapter, CCBs have beddeathinto four groups: (Inajor CCBs (with average total assets
over 1,3 million euro); (2Jarge CCBs (from 400 to 1,3 million euro); (3ediumCCBs (from 100 to 400 million
euro); (4)small CCBs (with total assets on average lower than millon euro). Banca di Credito Cooperativo di
Roma, which is much bigger than other CCBs, has lmmnsidered as an outlier and therefore it hasbeen
considered in the analysis
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branches per CCB has increased just by one from 80@009, which the exception of Piedmont-
Valle d’Aosta-Liguria (7 additional branches per EGn average). The financial turmoil has not
changed this trend even though it has increasedath&bility in some area, such as Piedmont-Valle
d’Aosta-Liguria.

The analysis by size has depicted a clear gropath. Size groups of CCBs have grown
with a similar rate. However, while this has resnlan increase of 10 units farajor CCBs;small
CCBs augmented it by less than one unit. The tdrhas not impacted on this path.

The number of employees per branch can be comesiden the one hand, a proxy for the
efficiency level, while on the other it may deseritilne proximity to customers. In the period 2004-
2009, CCBs have reduced the number of employeelsguée. The regional split has not underlined
remarkable differences among geographical groupbkaly the size split. In the majority of
regions, CCBs have reduced the number of their @epk per branch, with a yearly average rate
included in the -2.4 rate of Lombardy and -0.1 ian€to. The financial turmoil has not deeply
impacted on these figures. While in 2004-2007 thregions (Calabria, Trentino and Puglia-
Basilicata) have shown positive growth rate for Eypes per branch, in 2008-2009 this figure has
increased reaching six regions with a positive @hengh very small value.

Clustering per size, it emerges how osiiyall CCBs have reported a positive yearly average
growth rate for the employees per branch valuehm period 2004-2009. All the others have
reduced their ratio, from a maximum of -1.8 pertdenmajor CCBs to a minimum reduction value
of -0.2 per cent fomediumCCBs. Such trends have not been affected by theoil Major CCBs
have maintained a negative sign, whilaall CCBs have kept a positive growth. In both case, th
crisis has increased the magnitude of their groatibs.

Reference Area and PopulationThe main figure about the reference area has staown
increase in the variability driven by the enlargemef the maximum value. The largest area per
CCB has been found in Piedmont-Valle d’Aosta-Ligtirand in Emilia-Romagna. Lombardy has
registered, together with Piedmont-Valle d’Aostailiia, the highest average growth rate from
2004 to 2009. Alto Adige was the region with theadlest reference area per CCB. Trentino has
shown a higher growth rate compared to Alto Adigethe resulting reference area has been only
slightly higher than the one of Alto Adige. As alfieet of the crisis, the growth of the variability
has changed sign, turning positive and with a yemarerage rate that exceeds 10 per cent.

Large CCBs have been the most dynamic ones, vdmiall banks have grown at the lowest
yearly average rate. Even though the values of tjroate are similar, the differences in the amount

! Data concerning Piedmont-Valle d’Aosta-Liguria Amvever driven by one of the largest Italian CCBtfils settled
in this area.
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of reference area are relevant, as expected. Thadial turmoil has increased the gap among the
growth rates of different size groups (Table A 2).

Looking at the descriptive statistics, it turns that from 2004 to 2009 CCBs with larger size
have grown more rapidly then smaller CCBs settledaiea where the cooperative financial
institutions have a longer history. The financiantoil had a strong impact on the magnitude of
such differences, in some cases softening thewthigrs reinforcing them. However, these analyses
are only performed through a comparison among ges@ statistics on that have not been tested
to check their significance validity.

4.3 The heterogeneity of CCBs in lending

Data on loans have shown that CCBs have enlargadrttarket share with a positive growth rate
until 2007. During the financial turmoil they hasapported the economy maintaining a positive
rate of growth. However, this figure does not actdor the variability that exists among them.
While larger CCBs have faster increased their legain the overall period, smaller CCBs have
grown slowlier, increasing the variability in theogps. Furthermore, the financial crisis has caused
a reduction in the growth rate of loans, especifdly the less dynamic CCBs. However, the
reduction in the yearly average growth rate hasrdghed a slowing in the growth of the variability
resulting in an almost unchanged variation coedfi€f in 2008 and 2009 (Table A 2).

A pair-wise comparison based on a t-test amongdéagly growth rate of CCBs’ loans at
regional level has underlined two main points:figm 2005 till 2009 the number of comparisons
showing statistical differences between regionsehaereased even though in 2007 CCBs resulted
to be more similar; (i) in 2009 both Piedmont-\éalt’ Aosta-Liguria and Alto Adig& have
registered yearly growth rate statistically difierérom all the other regions (Table A 3 and Table
A 4). While the rate of growth is higher for Piedmi/alle d’Aosta-Liguria compared to the
average rate, it is lower for Alto Adige (16.8 tfiest versus 3.1 the second). Furthermore,
analyzing the differences in the growth rate of GQH size, it emerges that while in 2007 all the
by-size groups of CCBs were pair-wise statisticallfferent, in 2009 onlymajor CCBs have
maintained a growth rate statistically differerdrfr all the other CCBs groups.

The following sections focus on the heterogeneityC&Bs grouped by size, first, and by

macro-areas, second. Furthermore, each sectioningllide two types of analysis: the between

2 The coefficient of variation is a measure of thera dispersion and it is defined as the ratioveen the standard
deviation and the mean. It is a useful measure Usecadifferently from the standard deviation, itaisnormalized
measure that can be implemented for comparisons.

3 Alto Adige has actually shown yearly growth ratatistically different from all the other region®fn 2006.
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groups and the within group one.

A between and within analysis of CCBs by size @lsist

Loans have fast increased from 2004 to 2009. Evenvihe period is split into a pre- and during-
crisis, the yearly average growth rate of loansaiesihigh. The question is whether it is a general

path of growth or if there are relevant differenbesveen and within groups of CCBs.

Between Analysis

In the period 2004-200fnajor CCBs — the smallest group in terms of number ofkba- have
distributed the largest share of loans, accountaxgmore than the 60 per cent, and with an
increasing trend. In 200®ajor CCBs granted, on average, three times the amduatge CCBs
(Table 4). Their average growth rate in the pe@0687-2009 was equal to 9.8 per cent, in line with
the growth rate of the other size-groups. Before dhsis the enlargement of the share rf@jor
CCBs has occurred at the expensdaoje and mediumCCBs, while during the crisis it was the
market share oémall CCBs that decreased the most. The between stitistvhich describes
differences between groups, while increases ipét@d before the crisis by 39 per cent, decreases
from 2007 to 2009 by 34 per cent reaching in 2@89awer value (10.5). This dynamic has been
mainly determined by to the slowdown in the growdke of loans of CCBs from 2008 to 2009,
when the variation in each dimensional group féfigure A 4). In practical, the growth rate of
loans in 2009 was very close to its mean describisguation in which regardless of their size, the

path of growth for loans was similar for all CCBs.

n

- n, (022 _;()2
N

variance of the group;( is the meayreferees to the number of banks in each group,thkei:umber of bank in the
full sample.

Z

**The between variance has been computed throudbltbeing formula: whereaz2 is the
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Table 4

Loans of credit cooperative banks by sizél)

2004 2007 2009
Loans by Mean Value | Loans by Mean Value | Loans by Mean Value
size size size

Nr. CCBs (%) (min of €) (%) (min of €) (%) (min of €)
Major CCBs 14 63 807 66 1216 66 1455
Average growth rate (%) 3.5 16,9 0.5 9.8

Big CCBs 108 26 332 25 458 24 540
Average growth rate (% 5.3 12,6 1.1 8,9

Medium CCBs 206 8 106 8 143 8 169
Average growth rate (% 1.5 116 0.7 91

Small CCBs 82 2 29 2 37 2 43
Average growth rate (%) -106 10,0 -2,0 8.3
Total CCBs 410 100 174 100 241 100 285
Average growth rate (% 12,9 9.1

Source: Bank of Italy

(1) CCBs have been divided into four groups (cfr. fioté 40). Banca di Credito Cooperativo di Roma, wicmuch bigger than
other CCBs, has been considered as an outlier ancheetérom the analysis. MCBs that were involved M&A process between
2004 and 2009 have been considered as merged frerheginning of the period, so as to obtain homeges data over time.
Moreover the analysis has excluded CCBs that wererditbrn or dead (for reasons different from M&AYidg the period of time
considered because their information is not corapetmay show outliers.

Within Analysis
Major CCBs —Before the crisis, the growth rate of loans fioajor CCBs has achieved a yearly
average value of 14.7 per cent. The coefficientasfation has declined, describing a diminishing
variability inside this groupMajor CCBs were less diversified in 2007 than in 20@4east those
below the third quartile (Figure A 5 (a)). On thentrary, the distance between the third quartile
and the maximum value has increased, in both velaind absolute ternDuring the financial
turmoil, the marked growth of the highest values lengthened the box plot, revealing a more
within-group heterogeneity.

Large CCBs The figures presented fonajor CCBs are even more evident farge CCBs.
The crisis has strongly lengthened the box pldaae CCBs, furthering the extreme values. More
thanmajor CCBs,large CCBs have accelerated a process that has alréadgdsin the pre-crisis
period. Looking at this trend in more details,rterges how from 2004 to 2007 the amount of loans
given by these CCBs has annually increased bygder.8ent. The variation coefficient has shown a
faster growth, even though the increase in theamag has to be attributed to the faster increase of
the higher values. The crisis has positively impdain the growth of loans. However, the growing
of the highest values and the smoother rate of tjraf the value under the third have quartile
resulted into a relevant increase in the variabditthe sample.

Medium CCBs — Mediur@CBs have shown a less marked pattern of diveasifin. The
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growth rates of loans before and during the crmase similar. Actually, while from 2004 to 2007
mediumCCBs’ loans have grown at an average yearly rataleto 10.5 per cent, from 2007 to
2009 this rate has turned to 8.7 per cent per yeidln, a slight reduction in 2009. Thanks to the
faster speed of growth of the lowest values, thative difference between the minimum and the
maximum decreased in the pre-crisis (Figure A h @Y contrast, it was slightly higher during the
crisis, due to the acceleration in the growth @& khighest value, which has enlarged the relative
distance between the third quartile and the maximtime variation coefficient increased by 1.2 per
cent before the crisis and by 4,7 per cent aftedsdEven though, as in the caserajor andlarge
CCBs, there has been a reduction of variabilityhie pre-crisis and acceleration during the crisis
driven by the growth of the highest valuesediumCCBs have reported less marked diversifying
process.

Small CCBs — SmalCCBs, even stronger thanedium have followed a constant path of
growth, with a reduction of variance in the firgripd followed by a stationary level variability in
the second one. Analysing in more details the pmascperiod, it has to be underlined that their
average yearly growth rate has been the lowestp@.Zent) with a reduction of the coefficient of
variation thanks to the faster increase of the mim values (Figure A 5 (d)). Moreover, these
banks have registered the lowest reduction on greinth rate value due the crisis.

To sum up, in the pre-crisis period, CCBs have shaweduction in their within group
variability. During the crisis, the variability hascreased due to the faster growth of the highest
values compared to the lowest. This trend has exdezgpecially fomajor andlarge CCBs, while
mediumandsmall ones have shown a more stable growth of the iaterriability. Furthermore,
during the crisis differences among the growth ddtelusters have reduced, assessing their value

between 9.5 fomajor CCBs and 8.0 per cent femall CCBs.

A between and within analysis of CCBs by regiohsaters

Between Analysis

From 2004 to 2007 the largest share of loans hes geanted by CCBs in the North East regions,
even though the amount of loans has decreasedtioegreriod. The loss in the market share of
North East has turned to be a gain for CCBs botheénNorth West and in the Centre (Table 5). In
the South and Islands, CCBs have registered thedibshare. In 2007, due to a lower rate of
growth of CCBs in the North East and a higher fateCCBs in the Centre, their relative distance
has reduced markedly and this trend has continiseddaring the crisis.

From 2008 to 2009, the four macro-areas have omageehalved their rate of growth. In
2009, North East has registered the lowest valualelg 4.6 per cent, while regions in the North
72



West have reported the highest rate with a valugé4per cent per year (Figure A 6(b)). The crisis
has reduced the growth rate of the variance: bef@erisis, its value was growing at 26.3 per cent

per year, while during the turmoil the rate haséarto 20.9 per cent.

Table 5
Loans of credit cooperative banks by macro-area— Aetween analyse§l)
2004 2007 2009
Loans by Mean Value | Loans by Mean Value | Loans by Mean Value
area area area
Nr. CCBs (%) (min of €) (%) (mln of €) (%) (min of €)
North East 56 25 315 25 450 26 549
Average growth rate (% 1.0 14,3 13 74
North West 173 50 209 49 282 47 322
Average growth rate (% 0.8 11,7 11 4.6
Centre 81 16 147 17 213 18 260
Average growth rate (%) 15 15,0 12 7.3
South and Islands 101 9 62 9 84 9 99
Average growth rate (% 1.1 11,3 0.0 5.9
Total 410 100 174 100 241 100 285
Average growth rate (% 12,9 61

Source: Bank of Italy
(1) CCBs are divided into four geographical groupsortN West” (Piedmont -Valle d’Aosta-Liguria, Lomlo); (2) “North East”
(Trentino, Alto Adige, Veneto, Friuli Venezia Giali Emilia Romagna); (3) “Centre” (Toscana, Lazio-UiatBardinia, Marche,
Abruzzo-Molise); (4) “South and Islands” (Puglia-Basta, Campania, Calabria, Sicily). Banca di crediboperativo di Roma has
been considered as an outlier and detached frorarthlysis. CCBs that were involved in a M&A processveen 2004 and 2009
have been considered as merged from the beginrfitigeoperiod, so as to obtain homogeneous data tiwmer Moreover the

analysis has excluded CCBs that were either born @ (fer reasons different from M&A) during the petiof time considered
because their information is not complete or maynshutliers.

Within Analysis

North West -n this area, loans have grown by a yearly averatggeequal to 10.6 per cent
from 2004 to 2009. However, in the period 2004-206& most relevant increase has been the one
registered by the maximum value (Figure A 7(a))e Télative distance has increased both between
the extreme values and between the value of thd thuartile and the maximum. In 2009 the
enlargement of the range has stopped. The crisisloaved the growth of the range, while it has

increased the variability around the mean.

North East —Before the crisis, in the North East, the growtte raas shown a large value
(yearly growth rate of 12.7 per cent). However, ¢befficient of variation has increased on average
by 2.1 points per year. In 2009 two trends havergate on the one hand, the relative distance
between the extreme values has increased marla@dlyxe other hand, the variance has lowered its
yearly average growth (from 15 to 12 per cent).sS[THECBs below the third quartile have reduced

their variability, while CCBs with higher value reenlarged their range.
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Centre —CCBs in the central regions ve followed a pattern of growth close to the ¢
described in the North East. The -crisis rateof growth for loans has increased by 13.2 per
per year. The path of growth in this period, on ¢ime hand, has increased the variability in:
each cluster due to the extensicf the quartile deviation, whilen the other har the relative
distance between the rangkas remained almost unchanged. From 2007 to 20@9yearly
average rate of growth of loans has decreased reg thercentage points (from 13,2 to 10,4
cent) while the accelerated growth of the highesties has determined a vant distance between
the extremes values. Thus, in 2009, CCBs were miffiexent than in 2004, mainly because of
higher rate of growth of the better performing bai

South and Islands Fhe value of loans granted by CCBs in the Southlslatids hs shown
an average increase by 10.3 per cent per year 2@ to 2007, slightly below the value of 1
other areas. The coefficient of variation has shewregative growth and the distribution in 2(
was less compact than in 2004. During the cribe lowest values have maintained a relevant
of growth, reducing the relative distance betwe®n éxtreme values. Actually, the coefficient

variation has reported a negative rate of growagb during the crisis

Considering the relationship betvn the value added and the loans granted by CCB
macroareas, it emerges that all areas have registeredesse |-shaped pattern: loans granted
CCBs have increased also in 2009 when the valuedadés decreasing, confirming the figu

above (Figure 9).

Figure 9

Relationship between the value added and the loagsven by CCBs by Macrc-area
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4.4 Conclusion

Through the tools of descriptive statistics, thimuter has described heterogeneity among Italian
CCBs and how these differences has been affectélgebjnancial turmoil. From a general point of
view, from 2004 to 2009 CCBs have increased inrteuctural variables. In the same period,
CCBs have enlarged in their lending activity. Farthore, CCBs kept increasing loans during the
most acute phase of the crisis, too.

From statistics, CCBs have behaved differently edinog to the specific region in which
they are settled and according to their size. Tvannfigures have emerged. First, the variability
between and within groups was higher before th®@scThe financial turmoil has shrunk the CCBs’
range of distribution of their structural variablespecially of those with a lower rate of growth.
The turmoil acts as an equaling phenomenon.

Second, CCBs have shown a more polarized distabuwturing the crisis. On the one hand,
largest CCBs have increased their growth rates fasty reducing their costs and enlarging their
business. On the other hand, smaller CCBs have m@wslower rates and have reduced the
distances among each other. This dynamic is gepetabmong the macro-areas. Even though
CCBs have turned to a more similar path of growihndy the crisis, CCBs that were on a faster
growth path have maintained this strategy determgiai large gap with the remaining 75 per cent of
CCBs in the sample.

According to these findings, it is difficult toetit CCBs as a homogenous group. Traditional
CCBs, which have remained close to their businesge grown at a lower, even though steady rate.
These CCBs have kept a small size, which allowsthe base their business on relationship
lending. The most well performing CCBs in tlaege andmajor groups seem to have switched to
an aggressive growing path, less based on rel&ifprisnding. Their business is more related to
transaction lending and their size is closer todhe of Banche Popolari or of small commercial
banks. Their growth has been very fast at least 2009. It is an open question to check whether
this path is sustainable in the medium-long term.

The most challenging case seems to be that of t8&¥#&s, which were trying to reach a
larger dimension before the crisis, but were stitiached to a traditional cooperative business
model. As far as the external conditions were falbla their growth was as good as the one of
larger CCBs. However, when the turmoil started,rtihess capacity to base their business on
techniques different from the relationship lendivag challenged their path. At that point, theiesiz
was too big to come back to a traditional busimeedel, but at the same time too small to compete
with the more successful banks. For them the plessiienarios may be either to pursue a growing
in size by merging with other CCBs or to rationaltheir business.
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Size and area seem to play a role in the perforemaficCCBs. In the next chapter, the
efforts will be addressed in understanding howsilze, which emerges from the previous analyses

as discriminatory feature to describe the growtitepas, can impact on the growth of CCBs.
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4.5 Appendix
Figure A 3

Mergers and acquisitions among Italian credit coopeative banks from 1993 till 2011
(Units)
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Source: Bank of Italy, 2012
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Table A1

Credit Cooperative numbers, branches and number of&A from 1993 till 2011

Year CCBs M&A Branches
1993 665 25 n.a.
1994 642 24 2249
1995 618 28 2377
1996 591 25 2529
1997 583 12 2659
1998 563 19 2773
1999 531 23 2862
2000 499 23 2953
2001 474 21 3043
2002 461 16 3191
2003 445 14 3321
2004 439 7 3465
2005 439 3 3605
2006 436 4 3753
2007 440 2 3923
2008 432 9 4122
2009 421 10 4243
2010 415 7 4373
2011 411 3 4427

Source: Bank of Italy, 2012

78



Table A 2

Credit cooperative banks(1) (2)
(Average annual growth rates)

2004 -2007
Total Borrowing Reference Served
Assets Members members Employees Branches area population
Italy 9.27 7.12 7.29 4.36 5.06 3.53 4.91
C.C.B. ABRUZZO -MOLISE 7.90 2.11 3.33 2.97 4.54 -1.89 0.14
C.C.B. ALTO ADIGE 4.53 3.42 1.24 0.97 1.46 0.28 1.67
C.C.B. CALABRIA 8.15 6.75 8.30 9.03 5.05 4.79 2.52
C.C.B. CAMPANIA 7.61 5.95 6.16 4.26 5.13 4.14 5.10
C.C.B. EMILIA 9.63 9.06 9.61 5.12 5.20 3.93 4.13
C.C.B. FRIULI 7.30 6.93 9.49 2.57 3.76 3.58 3.35
C.C.B. LAZIO -UMBRIA -SARDEGNA 7.50 7.36 9.60 6.89 7.78 5.13 8.61
C.C.B. LOMBARDIA 9.73 8.78 10.68 2.95 5.71 5.12 6.90
C.C.B. MARCHE 11.22 6.81 6.40 6.89 6.98 5.33 5.44
C.C.B. PIEMONTE -VALLE D'AOSTA -LIGURIA 12.07 7.08 5.70 3.21 4.27 3.59 5.39
C.C.B. PUGLIA -BASILICATA 4.51 1.43 -0.08 341 3.38 2.41 1.75
C.C.B. SICILIA 4.83 0.86 1.66 1.61 3.78 3.38 4.30
C.C.B. TOSCANA 11.31 9.17 11.01 3.99 4.42 2.52 3.49
C.C.B. TRENTINO 7.63 6.81 3.49 4.33 3.11 3.67 5.86
C.C.B. VENETO 12.04 8.24 10.23 4.81 5.40 3.76 4.69
Major CCBs 13.27 8.30 7.42 4.50 6.07 3.90 6.08
Big CCBs 9.36 8.17 9.43 3.36 4.55 3.91 5.03
Medium CCBs 7.56 6.14 5.82 4.85 491 3.84 6.00
Small CCBs 6.15 3.09 3.04 3.95 3.36 1.80 2.62
First quartile 6.81 6.16 4.69 5.91 11.11 2.98 5.35
Median 6.64 7.35 7.14 5.57 5.56 3.71 3.53
Third Quartile 8.28 6.96 6.22 3.85 6.36 3.84 8.57
Stand. Deviation 11.80 8.76 10.04 3.49 5.11 3.38 3.52

(1) Data concerning total assets are correctelders¢énse that CCBs that were involved in a M&A psachetween 2004 and 2009 have been consideregrgsdchirom the beginning of the period,
S0 as to obtain homogeneous data over time. Morgbeeanalysis has excluded CCBs that were eitber br dead (for reasons different from M&A) duritige period of time considered because
their information is not complete or may show arsi - (2) Banca di Credito Cooperativo di Romalisen considered as an outlier and detached frerarthlysis.
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2008-2009

Total Borrowing Reference Served
Assets Members members Employees Branches area population
Italy 2.86 8.25 7.46 5.39 5.92 6.15 3.39
C.C.B. ABRUZZOMOLISE 5.72 1.75 6.24 4.49 5.99 4.30 8.46
C.C.B. ALTO ADIGE 3.17 4.06 1.79 2.49 245 1.36 1.88
C.C.B. CALABRIA 4.47 4.83 3.98 4.22 2.25 2.58 0.75
C.C.B. CAMPANIA 6.50 4.34 4.08 5.77 2.81 3.07 2.24
C.C.B. EMILIA 2.16 13.77 11.55 7.38 8.72 4.44 1.17
C.C.B. FRIULI 2.55 10.49 6.12 5.78 6.45 4.55 3.37
C.C.B. LAZIGUMBRIA-SARDEGNA 6.39 2.76 3.80 4.58 6.44 6.27 1.57
C.C.B. LOMBARDIA 2.14 8.19 9.62 5.18 7.35 6.71 3.70
C.C.B. MARCHE 3.80 6.40 6.39 6.37 7.72 3.91 4.14
C.C.B. PIEMONTEVALLE D'AOSTALIGURIA 2.89 19.51 17.48 12.55 13.14 10.72 12.00
C.C.B. PUGLIABASILICATA 6.44 3.78 1.56 4.84 4.59 4.60 2.67
C.C.B. SICILIA 6.00 6.94 9.67 8.52 11.62 7.00 6.43
C.C.B. TOSCANA 2.69 12.13 10.66 7.51 9.18 5.43 5.10
C.C.B. TRENTINO 3.52 5.53 1.83 2.68 1.89 0.53 0.04
C.C.B. VENETO 0.85 9.67 9.78 5.34 4.64 4.38 5.32
Major (CBs 2.03 9.80 9.59 4.62 7.01 391 3.47
Big CCBs 1.83 11.28 9.91 7.33 7.89 6.49 5.10
Medium CCBs 4.66 5.94 4.80 4.09 4.51 3.16 2.70
Small CCBs 5.32 3.99 5.46 6.56 5.37 2.69 2.94
First quartile 3.66 5.22 5.89 4.66 0.00 6.18 2.27
Median 4.60 5.56 3.94 6.19 7.14 5.29 2.11
Third Quartile 2.69 9.10 9.64 3.39 4.17 5.85 1.93
Stand. Deviation 1.53 13.02 11.87 6.01 7.66 10.31 3.47
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Pair-wise comparison between average growth rates of ltan CCBs by Region:

(Values for the two-side t-test)

Table A 3

Average
growthrate 1 2 3 4 5 6 7 8 9 10 MM 12 13 14 15

2005

B.C.C. PIEMONTE-VALLE 8.4
1 D'AOSTA-LIGURIA ' . 0,554 0,000 0,246 0,000 0,572 0,001 0,051 0,000 0,002 0,602 0,014 0,064 0,290 0,052
2 B.C.C. LOMBARDIA 9,2 0,768 . 0,005 0,000 0,345 0,017 0,182 0,318 0,046 0,020 0,466 0,486 0,231 0,768 0,766
3 B.C.C. TRENTINO 1,6 0,235 0,064 . 0,057 0,001 0,293 0,003 0,084 0,000 0,004 0,824 0,039 0,089 0,458 0,116
4 B.C.C. ALTO ADIGE 73 0,656 0,140 0,000 . 0,000 0,846 0,000 0,022 0,000 0,001 0,337 0,003 0,037 0,129 0,013
5 B.C.C. VENETO 12,5 0,142 0,014 0,314 0,000 . 0,000 0,505 0,462 0,190 0,034 0,297 0,853 0,308 0,512 0,871
6 B.C.C. FRIULI 7.6 0,739 0,210 0,000 0,767 0,000 . 0,000 0,028 0,000 0,001 0,395 0,004 0,043 0,160 0,019
7 B.C.C. EMILIA 13,3 0,085 0,003 0,051 0,000 0,361 0,002 . 0,632 0,547 0,056 0,182 0,754 0,399 0,319 0,545
8 B.C.C. TOSCANA 14,9 0,032 0,000 0,000 0,000 0,012 0,000 0,221 . 0,445 0,127 0,067 0,223 0,609 0,110 0,160
9 B.C.C. MARCHE 14,0 0,055 0,001 0,007 0,000 0,101 0,001 0,585 0,788 . 0,081 0,119 0,473 0,486 0,205 0,336

B.C.C. LAZIO-UMBRIA- 206
10  SARDEGNA ’ 0,001 0,000 0,000 0,000 0,000 0,000 0,000 0,082 0,000 . 0,001 0,000 0,465 0,001 0,000
11 B.C.C. ABRUZZO-MOLISE 9,8 0,610 0,662 0,030 0,015 0,004 0,164 0,008 0,118 0,001 0,006 . 0,078 0,112 0,614 0,198
12  B.C.C. CAMPANIA 12,8 0,117 0,008 0,173 0,015 0,733 0,004 0,674 0,522 0,292 0,041 0,249 . 0,340 0,433 0,744

B.C.C. PUGLIA- 172
13 BASILICATA ’ 0,007 0,000 0,000 0,000 0,000 0,000 0,004 0,466 0,009 0,362 0,013 0,014 . 0,015 0,012
14  B.C.C. CALABRIA 1,0 0,344 0,181 0,412 0,001 0,091 0,040 0,065 0,227 0,013 0,013 0,643 0,270 0,179 . 0,503
15 B.C.C.SICILIA 12,2 0,170 0,025 0,513 0,000 0,738 0,008 0,366 0,408 0,119 0,029 0,350 0,714 0,279 0,596 .
2007

B.C.C. PIEMONTE-VALLE 124
1 D'AOSTA-LIGURIA ' . 0,242 0,041 0,000 0,810 0,141 0,944 0,048 0,297 0,001 0,095 0,796 0,337 0,003 0,021
2 B.C.C. LOMBARDIA 13,4 0,746 . 0,003 0,000 0,458 0,020 0,501 0,230 0,602 0,840 0,647 0,489 0,117 0,001 0,007
3 B.C.C. TRENTINO 10,5 0,524 0,001 . 0,000 0,033 0,582 0,131 0,001 0,045 0,559 0,837 0,544 0,773 0,024 0,148
4 B.C.C. ALTO ADIGE 2,3 0,006 0,000 0,000 . 0,000 0,000 0,000 0,000 0,000 0,577 0,098 0,000 0,000 0,074 0,010
5 B.C.C. VENETO 12,7 0,937 0,376 0,023 0,000 . 0,090 0,911 0,074 0,359 0,001 0,000 0,715 0,267 0,002 0,016
6 B.C.C. FRIULI 1,0 0,638 0,006 0,580 0,000 0,099 . 0,254 0,003 0,078 0,768 0,766 0,705 0,965 0,014 0,092
7 B.C.C. EMILIA 12,5 0,976 0,289 0,033 0,000 0,882 0,119 . 0,057 0,320 0,721 0,173 0,765 0,309 0,003 0,019
8 B.C.C. TOSCANA 14,8 0,429 0,087 0,000 0,000 0,033 0,001 0,085 . 0,788 0,812 0,692 0,189 0,016 0,000 0,001
9 B.C.C. MARCHE 14,3 0,526 0,254 0,000 0,000 0,094 0,003 0,169 0,680 . 0,255 0,251 0,268 0,034 0,000 0,002

B.C.C. LAZIO-UMBRIA- 19
10  SARDEGNA ' 0,864 0,077 0,130 0,000 0,449 0,336 0,644 0,018 0,002 . 0,401 0,978 0,53 0,005 0,037
11 B.C.C. ABRUZZO-MOLISE 13,1 0,822 0,717 0,007 0,000 0,660 0,037 0,656 0,149 0,191 0,341 . 0,576 0,167 0,001 0,010
12  B.C.C. CAMPANIA 11,9 0,848 0,066 0,147 0,000 0,413 0,369 0,610 0,016 0,494 0,641 0,402 . 0,553 0,006 0,039

B.C.C. PUGLIA- 1.0
13 BASILICATA ' 0,622 0,005 0,631 0,000 0,087 0,941 0,234 0,002 0,180 0,980 0,161 0,682 . 0,015 0,098
14  B.C.C. CALABRIA 59 0,047 0,000 0,000 0,000 0,000 0,000 0,000 0,000 0,073 0,701 0,000 0,011 0,002 . 0,359
15 B.C.C.SICILIA 7,7 0,130 0,000 0,003 0,000 0,000 0,002 0,001 0,000 0,000 0,020 0,003 0,065 0,035 0,352 .
2009

B.C.C. PIEMONTE-VALLE 144
1 D'AOSTA-LIGURIA ' . 0,000 0,000 0,000 0,000 0,000 0,000 0,002 0,000 0,029 0,029 0,001 0,032 0,018 0,003
2 B.C.C. LOMBARDIA 5.2 0,000 . 0,206 0,001 0,527 0,219 0,691 0,016 0,414 0,000 0,817 0,021 0,019 0,066 0,026
3 B.C.C. TRENTINO 43 0,000 0,379 . 0,009 0,167 0,059 0,213 0,004 0,152 0,000 0,635 0,006 0,007 0,030 0,008
4 B.C.C.ALTO ADIGE 21 0,000 0,002 0,001 . 0,001 0,001 0,001 0,000 0,004 0,000 0,269 0,000 0,000 0,003 0,000
5 B.C.C. VENETO 58 0,000 0,465 0,023 0,000 . 0,527 0,747 0,044 0,776 0,000 0,977 0,059 0,041 0,123 0,063
6 B.C.C. FRIULI 6,6 0,000 0,144 0,001 0,000 0,520 . 0,297 0,110 0,793 0,001 0,858 0,149 0,086 0,220 0,144
7 B.C.C. EMILIA 55 0,000 0,686 0,068 0,000 0,776 0,365 . 0 0,600 0,000 0,905 0,038 0,029 0,094 0,043
8 B.C.C. TOSCANA 9,1 0,002 0,000 0,000 0,000 0,004 0,033 0,001 . 0,034 0,073 0,361 0,743 0,648 0,996 0,923
9 B.C.C. MARCHE 6,2 0,000 0,266 0,006 0,000 0,737 0,760 0,483 0,072 . 0,000 0,937 0,097 0,061 0,168 0,098

B.C.C. LAZIO-UMBRIA- 15
10  SARDEGNA ' 0,046 0,000 0,000 0,000 0,000 0,001 0,000 0,140 0,001 . 0,126 0,057 0,456 0,256 0,128
11 B.C.C. ABRUZZO-MOLISE 59 0,000 0,405 0,016 0,000 0,929 0,584 0,672 0,050 0,834 0,000 . 0,067 0,046 0,134 0,071
12  B.C.C. CAMPANIA 8,7 0,001 0,001 0,000 0,000 0,013 0,073 0,003 0,767 0,070 0,034 0,433 . 0,489 0,822 0,848

B.C.C. PUGLIA- 100
13 BASILICATA ’ 0,007 0,000 0,000 0,000 0,000 0,007 0,000 0,570 0,008 0,258 0,25 0,343 . 0,659 0,516
14  B.C.C. CALABRIA 9,1 0,002 0,000 0,000 0,000 0,005 0,033 0,001 0,997 0,034 0,073 0,362 0,747 0,646 . 0,926
15 B.C.C.SICILIA 9,0 0,002 0,000 0,000 0,000 0,007 0,043 0,002 0,921 0,044 0,057 0,384 0,827 0,592 0,942 .

Source: Bank of Ita
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Table A 4

Pair-wise comparison between average growth rated tialian CCBs by Size
(Values for the two-side t-test)

Average growth

rate Major Large Medium Small
2005
Major 13,1 . 0,231 0,025 0,469
Large 11,1 0,122 . 0,277 0,000
Medium 11,7 0,286 0,368 . 0,000
Small 14,8 0,199 0,000 0,000
2007
Major 16,6 . 0,000 0,000 0,000
Large 12,4 0,008 . 0,002 0,000
Medium 10,5 0,001 0,004 . 0,003
Small 7,8 0,000 0,000 0,000
2009
Major 6,2 . 0,074 0,048 0,082
Large 52 0,560 . 0,000 0,009
Medium 7,2 0,550 0,000 . 0,041
Small 8,0 0,270 0,000 0,082

Source: Bank of Italy
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5 How much and for how long? The growth of Italian cedit
cooperative banks from 2004 to 2009

5.1 Introduction

The aim of this chapter is to investigate the caase the dynamics of the growth of loans, total
assets and members for the sample of ltalian C@Bthé period 2004-2009. The literature
concerning the growth of banks has stressed thee abkize. According to some authors, large
banks are more likely to enlarge their businesakbao their capacity to be efficient and to exploi
scale economies (Berger et al. 1993, 1997, 199 .dErived scenario will be characterized by few
larger dominating banks. According to this viewe tieographical limitations that still characterized
Italian CCBs are inefficient rules, which oblige B€to maintain smaller dimensions. However,
evidences concerning the Italian banking indusftgrathe liberalization have shown that small
banks have not only experienced unexpected grouttalso managed to expand their businesses
more rapidly than their larger competitors. Thessults have occurred despite some characteristics
of small banks—such as localism, small and mediummsf as privileged clients, and legal
constraints—that could have left them to a margméd, due to their limited capacity to exploit
economies of scale, their need for costly techrigt® manage risk in an era of overall
consolidation, their regulatory context, and to thgansion of information and communication
technologies.

Taking as an example CCBs, they are nowadays hessimerous but in bigger in size,
compared with the pre-deregulation period. Thuse gier se may not be enough in assessing the
performance, and it will be necessary to look ftiteo explanation. CCBs are a good test to check
whether size has a role in explaining their growihus, the question that arises is whatever the siz
of these banks may have an impact on their gro¥ithot, which may be other elements that
explain their growth?

A way to answer the first question is to determwmieenever Italian CCBs have grown
accordingly to the Law of Proportionate Effect (QPated by Gibrat in 1931. Following this law,
firm size and growth are unrelated. Large and srpaliks may grow at any given rate in any
particular period (Benito, 2008). In order to idgnthe growth-size relationship, a test based on a
fixed effect estimator will be implemented throuthie panel unit root test as defined by Breitung
and Meyer (1994). Factors, which may influence tirewth, such as demand, innovation,

organizational structure, and good managementassemed to be randomly distributed among

3 Joint chapter written together Maria Lucia Stef@ank of Italy, Trento branch, Italy). The opiniomgpressed in
this paper are those of the authors and do nohiaube responsibility of the Bank of Italy.
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banks (Wilson and Williams, 2000).

The chapter is organized as follows: Section 2engsithe relevant literature; Section 3
presents possible determinants of growth; Sectidisdusses the methodology and data; Section 5
presents the results; and Section 6 discusses camstiding remarks.

5.2 Literature Review

The process of banks’ growth (in loans or totaktgshas been usually related with the search of
economies of scale thanks to which banks may be rafficient and may obtain advantages over
the others by enlarging their size. The M&A wavattfollowed the liberalization in Europe at the
beginning of the 90s was aimed by this idea. Howatveould be the case that growth is not related
to the characteristics of the banks. The assumpmtidhis case is that growth behaves as a random
variable distributed among banks. According to theswv, systematic factors, such as the size, do
not play a differentiating role, and do not afféot growth path. The hypothesis is that banks can
either grow or not, but there is no way to systéradly interpret the dynamic. The idea originally
stated by Gibrat (1931) has been embodied in the dfaProportionate Effects (LPE) according to
which size and growth are not related.

In the literature the validity of the LPE has beested for various industries and countries.
In the 60s, studies concerning the manufacturimgsfin UK and U.S. have found little support for
the relationship between growth and size (Hart Rrads, 1956; Hart, 1962; Hymer and Pashigian,
1962). Later studies have given mixed resultstiermanufacturing in U.S., Mansfield (1972) has
found a negative relationship, while Singh and Vidgton (1975) have described an opposite
scenario for the UK. Recently, it seems that agttamreed on a negative relationship between size
and growth, by which smaller firms grow faster camgul to larger one (Goddard et al, 2002).
Fagiolo and Luzzi (2006) have found similar resalso for the Italian firms.

A few studies have investigated the growth-sizati@hship in the banking industry. The
pioneers in this strand of literature are Alhadmitl Alhadeff (1964) together with Rhoades and
Yeats (1974). The former have found that smalletkban the U.S. tended to grow faster than
larger banks from 1930 to 1960. The latest havelaimonclusions analyzing a different period:
according to their studies in the decade from 11@60971 larger banks have tended to grow more
slowly than smaller banks. In order to deeper itigate this issue; Tschoegel (1983) has translated
the LPE in three testable propositions:

1. Growth rates are independent of firm size;
2. Above or below average growth for any individuahfidoes not tend to persist from one

period to the next;
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3. The variability of growth is independent of firnzsi

Tschoegel has tested the LPE on a sample of wdddjest banks in the period from 1969
to 1977. In this case, results support the ideagtmavth is independent from size. Moreover, he has
underlined that (i) the relation with the previqesiod has been positive but not significant arad th
(i) the growth rate variability has declined withe bank’s size. The most recent papers have
introduced a relevant advancement in assigningvtiility of the LPE. Parallel to the cross-
sectional regressions, authors such as Wilson aiiliais (2000), Goddard et al. (2002) and
Benito (2008) have introduced panel techniquesutty fexploit the information available. As
Goddard et al (2002) have underlined there are@uetric reasons to prefer panel estimation to
the cross-sectional one: cross-sectional estinmty be biased towards LPE acceptance and there
will be loss of power in the test if data suffesrfr heterogeneous individual bank effects. Thanks to
this methodology, Wilson and Williams (2000) hawerid no relationship between size and assets
growth for France, Germany and U.K., while in Itaiyaller banks have grown faster than larger
banks over the period 1990-1996, a period acrosdilderalization. Furthermore, smaller banks
have experienced more variability in their grow#ter compared to larger banks. Goddard et al.
(2002) have investigated the growth of U.S. cradibns in the 1990s. They have rejected the LPE,
underlining how this test is not exhaustive. Ui8aBer credit unions have grown slower and with a
more variable rate compared to the larger crediing: Goddard et al. (2004), comparing data on
different type of banks—i.e. commercial, savingd anoperative, in France, Germany, Italy, Spain
and UK from 1992 to 1998 have found support for e, even though they have discovered
positive persistence in the growth rate. BenitdO@0studying the Spanish case has concluded that
larger banks in the sample have grown slower tmaaller banks, at least in terms of assets and

deposits measures. Control variables are usuatlgchoh order to better assess the relationship.

5.3 Determinants of the growth

The growth of CCBs has usually been analyzed thrdbg growth of three indicators: loans, total
assets and total membership. It is difficult tonilly the variables, which at best describe the
objectives of the cooperative banks mission, sthey do not maximize profits. The creation of
both economic and social value for the membersfanthe local community is a fundamental part
of their objective functions, as specified in thsiatutes. However, the heterogeneity of members,
increased after the liberalization, may create sdmegions in the functioning of the bank. As
Barron (1992) has underlined, the priority has beeme often given to the provisions of loans,
hence to member-as-borrowers. In this respect,sjont assets as well, may be taken as good

measure to investigate the growth of CCBs. As a&erradtive measure to describe growth, the
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membership may also be investigated as suggestedobgard et al. (2002). Even though the
enlargement in the membership is not explicitly treered as a goal for CCBs, it is an important
element of the sustainability of the bank.

As underlined in the previous chapter, Italian CGBs a heterogeneous group of banks
which differences are deepen by &fz&he financial turmoil had a strong impact on thegnitude
of such differences, in some cases softening thenothers reinforcing them. Recalling some
relevant figures, the membership, which has yeadyeased by 8.8 per cent from 2004 to 2009,
has grown faster ifarge andmajor CCBs compared temallones. Loans have grown by 12.7 per
cent annually in the period 2004-2009. However2@®9 the average value of loans foajor
CCBs was almost three times the loankagje CCBs, which have shown an average growth rate in
the period 2007-2009 equal to 9.8 per cent. Bdatwgecrisis the enlargement of the market share for
major CCBs has occurred at the expenskaaje andmediumCCBs, while, during the crisis, it was
the market share afmall CCBs that decreased the most. Finally, total adsate registered the
lowest yearly growth rate with a value of 7.6 penftc In 2007 mediumCCBs have registered a
slight reduction in the quota of total assets, ehijor CCBs have reported a large and growing
share. During the crisis, howevenediumandsmall CCBs have better performed by gaining the
guotas lost by major ardrge CCBs.

The growth of CCBs may be affected by various \des, other than size. Barron et al.
(1994) argued that older organizations are lesg abl compete with incumbent. From this
perspective, younger organization will be more dayita and innovative. However, Goddard et al
(2002) have underlined how older organization maglat their experience and join a better
network. Moreover, it may give the idea of a safigtitution. According to (Focarelli et al., 2002),
Italian banks have pursued M&A to reach two maigeotives: (i) expanding the revenues and
increase the profitability, and (ii) improving th@an portfolio, while economies of scale have not
emerged as an explanation. However, since the ipohirused in this chapter involves the fixed
effects estimator that accounts only for time vagyvariables. For this reason, the effects of both
seniority and M&A, variables that do not vary oviene, will not be explicitly given.

The saturation of the local market, identified las mumber of members over the population,
is one of the structural determinants of the growtie reduction of the potential member slows the
enlargement of the membership (Goddard et al., 20@2es and Kalmi, 2012), even though it may

have a positive impact on the amount of total asaetl loans. Furthermore, CCBs, being local

*®|n this chapter as well have been divided into fgnoups (cfr. Footnote 40). Banca di Credito Coapreo di Roma,
which is much bigger than other CCBs, has beenideres] as an outlier and therefore it has not loeesidered in the
statistical analysis.
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banks, are strictly linked with their referencear@he geographical expansion of these banks is
important in order to understand their patterngroivth. Here, the geographical influence has been
measured as the “width in km squared of the reteremea”.

Together with these more structural variables,aldeis of performance might be crucial.
Higher returns on assets should be positivelyedlatith a higher growth of banks. However, given
the cooperative aim of these banks, this relatsomot straightforward. Since the goal of the CCBs
is not the profit per se, but may be a larger maskare, the ROA may show a negative sign. The
capital-to-assets ratio, which describes the risssnof the bank, has usually shown a high value for
the Italian CCBs. The solid capital may help intausng the growth of the total assets. However, it
has to be remembered that Italian CCBs have toakathe 70 per cent of the net profit to reserve,
which reduces the possibility of investments. Goddsd al. (2002) has estimated a positive relation
between the capital ratio and the growth of botlltassets and membership. The cost-income
measure refers to the level of efficiency, andsiexpected to have a negative impact on growth.
Finally, a higher amount of non-performing loansynmaply that the bank has taken to many risks
maybe due to the hurry of expanding its busines® ificapacity of the manager to evaluate the
lending risks may thus lower the growth of the bank

Finally, the growth of loans and assets may beedrisy the economic needs of the area.
The growth rate of the GDP in the region may beiedgto have a positive impact on the growth of
assets and loans. The attractively of CCBs, defthealigh a proxy for the interest rates on loans
and on deposits, may also be a determinant of gp@wth. The growth of loans should be
negatively related with their costs, while the gtlowf members should be positively related with
the interest rates on deposits. In order to deterthis relation, the average earnings on loans and

the average cost of deposit will be taken as peofdethe two interest rates.

5.4 Data and methodology

The dataset is built on the information collectédotigh the Bank of ltaly databd€e The
information refers to annual data over the perio@422009 regarding 411 Italian CCBs. Ten CCBs
for which data were not available in continuousrfdhroughout the sample period were eliminated
from the sample. Such cases include banks that bawe or failed in the period analyzed.
Moreover, the database identifies surviving CCB#a tere involved in mergers with other CCBs at
any point during the sample period: in this casekbdhave been considered already merged at the

*’ The database collects data from the Bank of IteBgipervisory Reports. Data concerning the age okdare from
Bank of Italy’s Census archive on Italian banks.
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beginning of the period through the summation efrtkialue&®. The final result is a balanced panel
that includes data regarding the balance sheet @BSC their structural figures, demand size
variables and geographical controls. CCBs have lgeemped by size according to the amount of
their assets in 2007. Since the Bank of Italy dadficlassification considers CCBs as part of the so
called “minor banks” group, an ad hoc classificatitas been introduced using as thresholds to
identify groups the quartile divisions (Footnotg.40
Table 6 shows summary data (mean and standardtioegpof the variables that will be

taken as dependent for the purposes of this chajper total assets, loans, and number of
members. Considering the growth rate of total assieseems that larger CCBs have been growing
faster until 2007, while, during the turmainall CCBs have performed slightly better. Less clear is
the path followed by the growth rate of loans. lear@ CBs have registered the highest rate of
growth until 2009, when the four dimensional grogpdanks have increased by almost the same
rate. Smaller CCBs have reduced their growth ragg tme in a more smoothed way compared to
larger banks. Finally, considering the growth m@ftenembers, larger CCBs have registered a faster

growth rate compared to smaller banks. This raserémained stable through the analyzed period.

Table 6
Descriptive Statistics
2004 2005 2006 2007 2008 2009
Mean S.D. Mean SD. Mean S.D. Mean S.D. Mean SD. Mean S.D.
Total Assets (bins) 124,77 030 13598 033 14856 037 162,79 042 159,44 040 171,85 043
Growth rate 8,99 925 9,58 2,06 7,78
Major 0.10 0.13 0.13 -0.03 0.07
Large 0.09 0.09 0.09 -0.03 0.07
Medium 0.08 0.07 0.07 0.01 0.08
Small - 0.09 0.05 0.05 0.02 0.09
Loans (mins) 17402 18315 19311 20414 21473 23023 24139 26655 26958 30596 28526 32217
Growth rate - 10,97 11,19 12,42 11,68 5,82
Major 0.12 0.14 0.15 0.12 0.07
Large 0.10 0.10 0.11 0.11 0.06
Medium 0.11 0.10 0.10 0.10 0.08
Small - 0.12 0.09 0.07 0.08 0.08
Members 1656 1576 1773 1700 1897 1856 2036 2027 2196 2314 2386 2589
Growth rate - 7,05 6,98 7,32 7,88 8,62
Major 0.09 0.08 0.09 0.08 0.09
Large 0.07 0.07 0.08 0.06 0.06
Medium 0.05 0.04 0.05 0.05 0.04

Small

0.03

0.03

0.02

0.02

0.02

Source: Bank of Italy

In order to test the LPE, namely the absence atiosl between growth and size, on the

growth of the loans, the total assets and the mesydfdtalian CCBs, the econometric analysis will

8 This technique could have resulted in some biasresfact, while it is worthily to sum the valué GCBs’ total

assets, the summation of variables such as theenefe area or the number of members is more clgafigrgiven the
fact that this variable could be overlapping foe therging banks. However, it is difficult to detabls problem. For
this reason, it seems that artificially impose tierging through the summation of CCBs variablehésbest strategy

to follow.
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be based on both a univariate and a multivariatdeinestimated thorough a fixed effect estimators.

The univariate model

The base model is a stochastic model of the foligviorm:

S, = S exp,) (1)

where § is the size of the banksat timet, B is the parameter of the size effect, apdgubanki’s
taken from the common distribution of growth ratasd it is assumed to have a normal distribution
with meana;+8; and variances®. The logarithmic form of equation (1) can be raaged in the
stochastic growth model, which considered the gnaavid the size of the bank:

St =S =0 o, +H(B-Ds 4t )

Up =4 & 3

where g is the log of the bank’s size at each timeando; describe individual and time effects
respectively, while the paramefeaccounts for the relationship between size andi@mgrowth. y

is the term of error, normal and IDD, with E®0 and var(d)>0 (Benito, 2008). The error term
may be serially auto correlated through As immediately clear, equation (2) is a first erd

autoregressive model fog.dn order to take account of the serial autocatreh, equation (2) may

be written as:
Sit - S|,t—1 = ai + 5t + (ﬁ _1)$,t—l + Wi,t—l + git (4)

In order to test the hypothesis ab@uit is required the assumption that the specifiok
effects are homogenous—i.e.d§€0 ands?, = 0, such that the individual effects are identica
However, if the banks show heterogeneous effeis,0, the estimation df is upward biased and
inconsistent, and the test for LPE will lose powlre cross-sectional model can be obtained by re-

parameterizing equation (4):
Si: =S =& +(b-Ds,; +1(s; —S,) +V, (5)

where b$' and @ r and v are the transformation af, p ande;, respectively. As suggested by
Tschoegel (1983),ith has been rewritten in terms @f and g for the OLS estimation. Once again,
in order for equation (5) to be stable, it is nseeg to impose homogeneity ay otherwise the
number of parameters N+2 will exceed the numbetbskrvations.

Recently, authors have included the panel estima&ohnique to find support for the LPE.
The panel technique allows testing LPE without isipg assumptions os. Equation (2) can be

written as following:
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Si ~Sa T @-p)+ 5t + (ﬂ_l)s,t—l + p($ -1 S,t—z) + 17, (6)
iy = & +p(1_ﬂ)$,t—2 (7)

Equation (6) does not present problems in testiveg UPE since under o: f=1 the error term
specified in equation (7) turns to ni=¢i. The panel estimatiothrough fixed effects, which full
exploits the information in the dataset, will retwa value off downward biased and the sampl
distribution of its tstatistic will be no-standard. The alternative model suggested by Brgiand
Meyer*® (1994) proceedby deducting the first observatiori) for each individual observation

the right handside of equation (6) and by incorporating the indlial effectsoi(1-p) in the error

termn;.. The resulting model has the following fort
St “St1 T 5t + (:8_1)(3,'(—1 - S|0) + p(5|,t-1 - S|,t-z) + Zit (8)
Zit =1 *a; (1_p)+(,8_1)5|0 9)

This model is not affected by heterogeneitya;. The fixed effect model will be estimated
i=1...411 and=2005...2009.

The multivariate model

Sometime the univariate model is not abl “tell the entire story”. Other variables are regdirto
better explain the growth rate of CCBs. That isréreson why many authors have introduced e
a multivariate model (Goddard et al., 2002; Goddzrdl. 2004) or dummies variables to con
for countries and banks typologies (Tschogoel, 1#&8jito, 2008; Wilson and Williams, 201(
The multivariate model in thisase will be an extension of the univariate moestimated throug
fixed effect method. Independent variables and rotstwill be added on the rig-hand side of
equation (5) and (6). Theanel model will take the following fori

St =S = A=p) O +(B-DS 1+ O(S,u ~S2) WX V' Z 1, (10)

where xis the vector of the tin-invariant variables,zis the vector of the tin-variant variables;
Z; is the mean value of;pver time and 1, g, Y1 and Y are the coefficient’s vectors. Equati
(10) is estimated far1...411andt=2005...2009.

uThe BreitugMeyer panel estimator in unbiased unde: a=1, while the statistic on f§ — 1 is asymptotically

normal. If@ < 1. 8 is upward biased because of the presence-1) s, in &;; BreitungMeyer (2004) show that tt
bias is 4+(14)/2.” Goddard et al. (2002: 233
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The hypothesis tests

The first step is to check Tscoegel (1983: 188} tiestable hypothesis:
P(1): The growth rate of each bank is independéntiscize.

The test suggested by Goddard et al. (2002) taitesaccount the value @f If B=1, the coefficient

for the log of the size at the beginning of thelyred period is equal to 0 the LPE is accepted. The
size in t-1 has not affected the growth of the bahk Forp#1, the LPE may not be accepted. In
particular,p<1 implies negative relation between size and gnasiice the coefficient of g turns
negative. The interpretation suggested is that lsmbhnks tend on average to grow faster than
larger banks. On the contrary, whigril larger banks have grown more quickly than smalanks,
consistently with the advantages given by econowfiesale or with the increase in banks size.

The second hypothesis to be tested is:
P(2): There is no persistence in bank’s growthwo tonsecutive periods.

The test for P(2) is based on the valugp.ofWheneverp is equal to O; the rate of growth in the
previous period is not affecting the current growdfiving supports to the hypothesis of non-
persistence growth. However, pB0, then an above (or below) average growth inprevious
period tend to be repeated in the current periodti@ contrary, ip<0, an above (below) average
in the previous tends to lead to below (above) ginawthe current period.

Finally, the third hypothesis states:
P(3): The variability of growth rate is independ@fitthe bank’s size.

In this casegi; will be analyzed. Low variability, or homoscedastiariance, may be explained
through the reduced uncertainty given by diveratfan or scale advantages. On the contrary, in
case of heteroscedasticity, these advantages bdeeinterpreted as related to the bank’s size. The
dispersion could be positively or negatively retlte the bank’s size. An auxiliary regression on
the squared residual on the predicted squared dagjge value will determine the direction of this
relation. The variability in the growth rate of lkans per se relevant also for policy issue andtgaf
net (Benito, 2008).
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5.5 Empirical Results

Univariate test of the LPE

Table 7 presents the results for the univariatenasions based on model (8) for panel regresSion
The estimation has been run for the full period &mdtwo separated sub-periods: before the
financial turmoil from 2004 to 2007 and during tfeancial turmoil, from 2008 till 2009. The
values of bothp andp are reported for the growth rates of the totakw@ssthe loans and the
membership.

The Hy: B=0 is rejected in favour of a negative and sigaificsign for the three dependent
variables. Thus, smaller CCBs have grown fasten tlzager. The coefficients are not only
significant, but also with large values. The negasize-growth relationship is stronger for assets,
followed by membership while loans have registaaesialler value. Following the interpretation
given by Goddard at al. (2002), the advantagesr@ller CCBs seem to derive more from their
capability to increase business with the existiregbers than to attract new ones. Moreover, given
the larger coefficient registered for the totaleasssmaller banks seem to be more attractive for
depositors than for borrowers. When the overallggers divided in two, the results are slightly
different. Smaller CCBs have increased loans aglaehn rate compared to one of assets during the
crisis. This could be due to the increasing neddsams during the turmoil, while the growth of
assets has slowed down.

The estimations for thg coefficients has shown that on average, CCBshaa¢ achieved
an above-average growth in one period have grow slowly in the next. This is verified for all
variables in all periods, expect for loans congidgthe overall period. In the case of loans, CCBs
that are not growing in one period are not growmthe next too. The reason could be found in the
liquidity constraint, which cannot be easily solfeain one year to the next.

In the literature, results are mixed. Benito (20f@8)nd a positive relationship for assets and
loans, and a negative one for deposits. In thie,cd®e author has performed both OLS and
Breitung-Meyer unit root tests. Focusing on theeottlependant variables, Goodard et al. (2002)
have found a negative coefficient for the growthboth assets and members for the U.S. credit
unions in the period 1990-1999. In a second pdpeddard at al. (2004) have estimated a positive
and significant value for the European cooperaliaeks in the period 1992-1998, and a positive
but not significant coefficient for Italy. Wilsomd Williams (2010) have registered a negative but

not significantp for the Italian banking sector. The negative mesice of growth has been

*%In order to check the robustness of the resuits analyses have been performed using a pooledeSiirfator too.
Results are nor reposrted
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explained by Goddard et al. (2002) through thetahponstraint imposed to credit unions by the
regulator for the U.S. case. A similar explanatan apply to the Italian CCBs. The fast growth in
one period needs to be consolidated in the nexh aiconsequent reduction in the growth rate.
However, the strong reduction registered in thetassoefficient in 2008-2009 can be easily related
to the financial turmoil, which has impacted imnadly on assets reducing their growth.

Concerning the third hypothesis, the FE estimatibas shown that the variability of the
growth is related with the bank size, differentlgrh the LPE prediction. Larger CCBs have shown
more variability compared to smaller one in theitat assets’ rates of growth. On the contrary,
when it comes to loans, the variability among ratiegrowth of smaller CCBs has been much more
variegate than the rates of growth registered anhemggr ones.

To sum up, considering a univariate model for \Wwhice rates of growth of assets, loans
and membership are explained only by their sizéha previous period and by their previous
growth, smaller CCBs have grown faster. Howevere#l performing CCB, which has increased
both the total assets and the members in one pérasdactually reduced the speed of growth in the
following one. Finally, larger CCBs have faced eifint rates of growth of total assets and
members, while smaller CCBs have grown at much nsorglar rates. In the case of loans, the

variability in the rates has been more evidensfoaller CCBs.

®1The FE estimation has not been performed in thepsuiod analysis given the limited number of obations
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Table 7

Test for LPE: univariate estimations for total assés, loans and membership

(*Significant level at 10 per cent; **Significant & per cent; *** Significant at 1 per cent)

Total
Assets Loans Membership
2004-2009
@
B -0.341%* -0.159%* -0.218***
(0.019) (0.011) (0.017)
p -0.170*** 0.005 -0.055**
(0.025) (0.025) (0.027)
Hetero 0.029*** -0.003* -0.127%+*
(0.004) (0.001) (0.005)
2004-2007
@
B -0.135%* -0.193*** -0.307**
(0.034) (0.029) (0.045)
p -0.211%+* -0.206*** -0.461*+*
(0.064) (0.039) (0.047)
2008-2009
@
B -0.186* -0.391 %+ -0.390%**
(0.094) (0.027) (0.033)
p -0.743%* -0.183*** -0.305***
(0.040) (0.074) (0.130)

(1) Robust standard errors

Multivariate growth models

The univariate analysis has underlined how sizentrhigve a negative impact on growth. However,
following Goddard et al. (2004) suggestions, itrsgeworthily to improve the model with more
variables in order to assess in a more complete@ngst way the determinants of growth. The new
models have been defined by including financialialdes, such as balance sheet variables, the
return on assets, the cost-income ratio, the tietib, the non-performing loans; variables related
with the economic environment in which the CCBea#tled such as the also HH Index, the regional
GDP growth, the incidence of the branches and]lyinariables related with CCBs’ specificities,
such as the incidence of members over the referpapalation living in the reference area, the
reference area as well as proxies for interessrateloans and deposits. Table A 5 summarizes
some descriptive statistics about the variable®dhiced, while Table A 6 and Table A 7 give a
more detail pictures of the situation by presentimg variables’ means by CCBs Federations. The
three models have been estimated through FE tachrimy three time periods—i.e. the overall
period from 2004 to 2009, the pre-crisis from 2069042007 and period of the turmoil from 2008 to
2009. The pair wise correlation between varialdgeesented in Table A 8.
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Total Assets

Table 9 presents the results for the analysis peadd on the total assets’ growth. Estimations run
for the overall period (Table A 9 (a)) show how tiegative relationship between size and growth
holds even with a multivariate estimation. Moregver magnitude rises with the inclusion of more
variables. The estimation of thenever returns a significant value. According te tiesults of
Goddard et al. (2004) for Italy and CCBs, the moesfimated here confirm that there is no
evidences of persistence of growth for the Itala@Bs in the period from 2004 to 2009. The
homoscedasticity hypothesis is rejected and thiawvae among CCBs growth rate is large with the
decreasing in size, as assessed by ttuefficient.

Furthermore, the multivariate model has provideches interesting results concerning other
determinants of the growth. The cost-income ratiee tier 1 ratio and the amount of non-
performing loans have the expected negative sigaster growth is achieved by CCBs able to
control their efficiency and the amount of bad ddlite negative sign of the tier 1 ratio underlines
how the over capitalization of CCBs, obliged todeas reserve the 70 per cent of their profits, may
be a too prudent behaviour. The ratio of potentiamber is negative, underlining that the closer
the CCBs are to cover all the population in theference area, the more difficult will be to grow.
The ROA has a negative and significant sign. Cansid the goal of CCBs, the enlargement of the
market share and the absence of a shareholding armof the ROA will necessary be lower when
the CCB grow in terms of assets. The empirical ltesierived from these estimations described
how smaller CCBs, more cost-efficient, less cajsiéal and with a lower share of bad loans,
working in area with a lower ratio of members, hgvewn faster. Smaller CCBs have grown faster
thanks to their capacity to enlarge their referesn@a and to deepen the network of their branches,
where the competition was lower.

The model has underlined how, the growth is pealii related with the interest rate on
loans, while negatively related with the interegeron deposits. During the financial crisis (Table
A 9 (b)), while the interest rate on loans has reeth positive and significant, the earnings on

deposits have not only drastically reduced in magie, but also became not significant.
Loans

The multivariate analyses for loans are reporte@iahle A 10. Thanks to these specifications, the
size-growth relation has become clearer. The signeigative and significant in all periods. For
loans, as well as for the total assets, smaller £G8ve better performed than larger CCBs.
However, the impact of the previous period growdls remained ambiguous considering the overall

period (Table A 10 (a)), since the FE coefficiemtnion-significant. When the analysis has been
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performed on two sub-periods, it is easy to underhiow the size has impacted differenflyhas a
negative sign before the crisis but a positive after. The hypothesis of persistence of growth is
rejected in favour of the hypothesis of cyclicabwth in loans from one year to the other. The third
hypothesis about homoscedasticity has been verifib@ variability in the growth of loans is
constant and in particular, it is not related t® size of the bank.

Similar to the growth of assets, also the growithoans is negatively related with a high
cost-income ratio and a high capitalisation. Thgatige sign of the incidence of members’ variable
gives the importance of potential new members asmput for the growth, especially in the pre-
crisis period. While in the pre-crisis period theosh dynamic CCBs were those with a less
traditional business (lower net interest on thematgin ratio), considering the overall period and
the crisis period, loans have grown more for moaditional CCBs. The ROA sign is consistent
with the total assets results and confirms thatstna@tegy of CCBs is more devoted to increasing
their shares respect to their shareholding profits.

The network of branches and the larger extensidheoreference area have contributed to
the growth of loans. The regions affected by loweonomic growth have required more loans
compared to richer regions. An interpretation @ thay be that loans borrowed by CCBs seem not
to be addressed to new investments, but to othalisgeuch as consumption. The competition is
beneficial in terms of loans since the highergdawel, the higher is the amount of loans.

Finally, the interest rate on deposits has hetpedgrowth of loans. This counter-intuitive
fact may be explained by the strong needs of liguidy CCBs, which have tried to attracted
money in order to finance loans. It should be flettedt CCBs are mainly financed through the
direct funding raise. This has become especiallg wluring the turmoil, when the interest on
deposits shows a positive and significant sign (@& 10 (c)). During the turmoil, larger CCBs
have been able to better finance the economy, é¢veagh the increase in loans have been
negatively related with ROA; meanwhile, the higlhaterests on deposits became a strategy to

attract capitals.

Members

Finally, the multivariate analyses on members eported in Table A 11. Heteroscedasticity affects
all the model specification and the hypothesisafstant growth variability is rejected. The results
concerning both th@ and thep coefficients do not pass the robustness checlomeed with the
pooled OLS estimator. In order to improve the mpdeatew regressor has been included—i.e., the
total assets.

In the literature about members’ growth, the t@ssets have been used as a proxy for
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economies of scale measure (Gorton and Schimi®;19pgett and Strand, 2002). The idea is that
larger CCBs may be more attractive than smalles doenew members. Once the log of assets is
added, the LPE is rejected in favor of a negative significant relation in all periods (Table A 11
(c)). Moreover, according to the results concerringp values, the growth of member in one
period will not affect the growth in the next petio

The growth of members shows also other pecukaritompared to the previous two. The
relationships with the cost-income ratio, the fieratio and the ratio between the interest revenue
over the total revenue are never significant. Tégative sign of the potential new member variable
underlines how it is easier to increase the nunobenembers in an area not yet saturated, at least
till 2007 (Table A 11 (c)). Members are more atiiedcby CCBs with larger total assets. This is an
interesting result if compared with tHe coefficient. Actually members are interested i® th
economic size of the bank, independently of the memof members that have already decided to
join it. It seems that members are not mimickingeos, but they decide which CCB to join
according to its economic results.

As expected, the growth in members is speedethdypitesence in the area of a network of
branches. Nor the richness of the area, neithelethed of competition seems to have a role in
describing this growth. A larger reference areable to increase the number of members. Finally,
members have been more interested in join CCBshybdged higher interest rate on deposits and
which earn less from interest rate on loans. Dutirggfinancial turmoil, the results are less cléar.
particular, members increase more in CCBs chaiaeteby higher level of non-performing loans
and by a reduction of interest rates on depos@bI€TA 11 (c)). Those CCBs seem to be interested
in sustaining the economy more than in maintaindgogoalitative and profitable indicators.

Members seem to value this strategy.

5.6 Conclusion

This chapter has tried to find evidence for the U&&king at the Italian CCBs in the period from
2004 to 2009. Moreover, following Tschoegel (1988has tested together with the size-growth
hypothesis, also the hypotheses concerning thésparse of growth and the variability of growth
according to size. However, since the results ef uhivariate models were not conclusive, the
model has been extended from the univariate tontitivariate one, in order to assess the
determinants of the growth of total assets, loatsraembers.

Following the analyses by Goddard et al. (2002, uhivariate model has been improved
with more covariates. The multivariate estimatibase allowed deriving more robust conclusions.

The LPE is always rejected in favour of a negatetationship between size and growth. Less clear
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remains the persistence of growth: in particulansidering the overall period, it seems that the
growth in one period is not affecting the growthtlre next period. Finally, only in the case of

loans, the variability among growth rates is indegent of the size of the banks. In the case of tota
assets and members, the presence of heteroscegasticates how there is a relationship between
the variability of the growth and the CCBs’ size.

The multivariate analyses detach other elementw/ltoh the growth is related. Once the
total assets are considered, CCBs with a bettdraasf their efficiency and of the non-performing
loans have performed better. An important rolels® glayed by the interest rate on loans that
guarantees profits to the CCB. Focusing on loanse @gain the cost-income ratio has helped in
explaining the growth of CCBs together with thewmk of the branches. As expected, a higher
amount of non-performing loans has reduced the tgyaof loans, given the lower disposal of
funds from the supply side. Given the direct fuasing, the higher interest rates on deposits have
possibly increased the availability of funds to heenvested as loans. Finally, the variables that
explain the growth of member are less related thighbalance sheet. The rate of growth in this case
is negatively related with the total assets, sigmplhow members have been more attracted by
better performing CCBs.

Furthermore, an important role in the multivarieggressions has been played by variables
that describe features of the area in which the @C&ettled. The growth of members is faster in
area with a lower concentration of members. Thgelais the reference area the higher is the
growth of assets, loans and members. Thus, CCBabdeeto exploit their comparative advantages
even with the increase in size, at least till daerpoint. Finally, the richness of the area hayex
a negative role on the growth of loans, but hastipel/ impacted on the growth of members.
CCBs are an important resource in less rich areas tnough the lower demand for loans decreases
CCBs possible profits.

A question then arises: which are thenVironmentdl conditions, thanks to which CCBs
will better perform compared to other types of k&thKhe next chapter aims to answer this question

by studying the role of social capital in the CGRBsiness.
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5.7 Appendix

Table A5
Description of the explicative variables and main dscriptive statistics
Variable Name Variable Definition and Source | n. obper Mean Median | Std.dev.
year
Control variables (at bank level)
Balansheet and efficiency variables
ROA Return on asset 411 1.2 1.2 0.4
Cost-income Ratio of operating expenses on overall
operating profit 411 25 20 31
Tier 1 ratio Ratio‘ of op_erating expenses on overall 411 18.8 16.5 9.0
operating profit
Non-performing loans Yearly amo_unt of loans considered as non 211 123 0.8 34
performorming
Mergers Dummy variables describing whether a CCB
has gone through a M&A process in the 411 0.1 0 0.3
period of analysis
HHI Herfindhal Index computed as the sum of
the_ squares of 'the market shares of banks 211 11.2 10.7 5.8
which operates in the reference area of each
CCB
Interest rate on loans Average earnings on loans 1 41 3.6 3.5 1.0
Interest rate on deposits Average costs paid fposits 411 4.5 4.5 1.0
Variables describing with the CCB'’s
specifities
Net interest/net margin ' Ratio of net interest remerand gross 211 75.2 75.2 6.8
income
Growth of the member incidence Share of CCB's merober the population ;4 48 48 11
resident in the CCB'’s reference area ' ' '
Bank age Number of years a CCB exists 411 38 69 2,5
Reference Area Area in Km sq served by each CCB 411 1000 1033 2.2
Branch incidence Ratio betyveep the number of besend 211 0.9 0.7 0.8
the population in the reference area
Control variables (at regional level)
Regional GDP growth Yearly regional GDP growth. Istat 20 1.0 1.0 1.3
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Table A 6

Credit cooperative banks by CCB Federations (2004€09)

(Units and percentage)

Number of
CCBs Growth of Growth of Growth of
total assets loans members
@ (2 (2 (2
C.C.B. Piemonte- Valle d’'Aosta- Liguria 10 6.1 11 6.9
C.C.B. Lombardia 45 5.6 9.9 6.7
C.C.B. Trentino 45 5.5 8.9 4.0
C.C.B. Alto Adige 48 3.7 37 2.0
C.C.B. Veneto 40 7.5 10.7 7.6
C.C.B. Friuli 15 5.7 8.1 6.6
C.C.B. Emilia 23 6.4 10.7 8.1
C.C.B. Toscana 32 7.5 11.7 8.6
C.C.B. Marche 20 8.1 11.3 52
C.C.B. Lazio- Sardenia- Umbria 31 7.1 12.8 3.8
C.C.B. Abruzzo- Molise 10 6.2 8.8 3.1
C.C.B. Campania 21 6.6 10.9 3.9
C.C.B. Puglia- Basilicata 27 6.9 10.5 2.2
C.C.B. Calabria 16 6.8 8.6 35
C.C.B. Sicilia 28 5.4 8.6 1.1

(1) Number of CCBs whose headquarter is in the regialues at 31.12.2011.
(2) Overall average.

Source: Bank of Italy
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Table A7

Some control variables by CCB Federations (2004-20D

(Units and percentage)

Growth of

Net interest/ | Nonperforming member Incidence of Reference

Net margin loans Tier 1 ratio Cost-income) ROA incidence branches area HHI
C.C.B. Piemonte-
Valle d”Aosta- Liguria 71.8 13 12.9 2.8 0.9 -5.0 0.8 2095.5 9.6
C.C.B. Lombardia 74.9 11 17.8 2.1 1.2 -5.1 220.1 6259 10.9
C.C.B. Trentino 75.2 0.7 16.2 2.7 1.0 -3.4 120.1 07.8 125
C.C.B. Alto Adige 77.2 1.2 20.3 24 1.1 -3.9 63.3 633.9 17.2
C.C.B. Veneto 72.5 0.9 14.3 2.4 1.2 -5.2 114.0 1120 10.1
C.C.B. Friuli 69.8 0.7 19.4 2.5 1.2 -4.4 161.0 830 10.1
C.C.B. Emilia 72.4 1.0 15.2 3.4 11 -5.2 82.0 1814 7.4
C.C.B. Toscana 73.9 1.4 15.0 2.3 1.2 -5.2 56.1 8149 12.6
C.C.B. Marche 75.9 11 131 1.8 1.2 -4.9 94.2 1064 129
C.C.B. Lazio- Sardenia-
Umbria 75.3 15 20.1 2.6 1.3 5.7 40.0 1424.2 11.7
C.C.B. Abruzzo- Molise 78.3 1.9 17.2 2.7 1.1 -4.4 64.5 928.4 12.5
C.C.B. Campania 77.1 1.6 21.4 24 1.3 -4.7 76.4 .0r55 13.4
C.C.B. Puglia-
Basilicata 77.3 1.5 26.3 3.0 1.3 -5.6 26.5 1614.6 4 9
C.C.B. Calabria 76.0 2.7 23.4 2.9 1.3 -4.8 59.1 5.87 15.2
C.C.B. Sicilia 79.1 1.9 31.8 2.0 1.3 -5.6 30.5 .67 14.7

Source: Bank of Italy
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Table A 8

Pair wise correlation among variables

Growth Growth Growth  Growth of ROA  Cost- Tierl Non Net HHI Regional Branch Reference Interest
assets loans member the member income ratio performing interest/net GDP incidence Area rate on
incidence loans margin growth loans

Growth assets 1

Growth loans 0.427* 1

Growth member 0.139*  0.201* 1

Growth of the

member incidence | -0.082* -0.173*  -0.140* 1

ROA 0.008 0.163* 0.0320 -0.152* 1

Cost-income -0.046* -0.121* -0.062* 0.038 -0.407* 1

Tier 1 ratio -0.072* -0.114* -0.178* -0.037* 0.195* -0.029 1

Non-performing

loans -0.083* -0.084* -0.061* -0.052* -0.062*  0.056* -M6 1

Net interest/net

margin -0.210* 0.013 -0.068* -0.009 0.212* -0.179* 0.172* -0.010 1

HHI -0.073* -0.128* -0.133* 0.462* -0.046* -0.001 0.231 0.000 0.094* 1

Regional GDP

growth -0.017 -0.015 -0.006 -0.010 0.330* -0.193* 0.028 009. 0.329* -0.021 1

Branch incidence 0.001 0.002 0.122* 0.078* 0.001 -0.056* -0.155* o+ -0.121* -0.124* 0.032 1

Reference Area 0.044* 0.088* 0.085* -0.373* 0.030 0.022 -0.111* 0v3* -0.059* -0.381* -0.002 -0.422* 1

Interest rate on loans 0.076* 0.181* -0.018 -0.402* 0.179* -0.063* 0.172* 0.085* 0.121* -0.083* 0.006 -0.077* 0.136* 1

Interest rate on

deposits -0.021 0.199* 0.175* -0.053* 0.383* -0.143* -0.403* -0.026 0.256* -0.079* 0.026 0.097* 0.058* 0.178*

* Significance level 5%
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Table A9

Multivariate estimation: Total Assets

(*Significant level at 10 per cent; **Significant & per cent; *** Significant at 1 per cent)

2004-2009 (a) 2004-2007 (b) 2008-2009 (c)
@ @ @
B -0.371%*= -0.289%** -0.504***
(0.030) (0.050) (0.094)
p -0.044 -0.152%* -0.434%%
(0.058) (0.055) (0.060)
Member incidence -0.013 -0.003 -0.005
(0.010) (0.015) (0.020)
ROA -4 255%kx -2.028* -4.264%*x
(0.839) (1.121) (1.091)
Cost-income -0.002** 0.0005 -0.002***
(0.001) (0.002) (0.001)
Tier 1 ratio -0.002* -0.006** -0.001
(0.001) (0.003) (0.002)
Non-performing loans -0.002 0.001 -0.001
(0.001) (0.002) (0.001)
Net interest/net margin ~ -0.003** -0.0002 -0.003*+
(0.0004) (0.001) (0.001)
HHI -0.030 0.048 0.078
(0.107) (0.023) (0.144)
Regional GDP growth 0.047 -0.00001 -0.202
(0.098) (0.004) (0.220)
Reference Area 0.066*+* 0.056** 0.121**
(0.022) (0.028) (0.050)
Branch incidence 0.033* 0.024 0.050
(0.018) (0.019) (0.035)
Interest rate on loans 0.794*= 0.029 0.570*
(0.230) (0.245) (0.324)
Interest rate on deposit -0.362 2.693%* 0.193
(0.398) (0.617) (0.500)
Heteroskedasticity yes yes yes
£@ -0.0005*
(0.0003)
R-squared 0.37 0.22 0.73

(1): Robust Standard Error

(2): From the auxiliaryii?, = const + 42
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Table A 10

Multivariate Estimation: Loans

(*Significant level at 10 per cent; **Significant & per cent; *** Significant at 1 per cent)

2004-2009 (a) 2004-2007 (b  2008-2009 (c)

()
B -0.248*+ -0.465%*+ -0.485*+
(0.015) (0.034) (0.054)
p -0.006 -0.194*+ -0.123*
(0.023) (0.032) (0.071)
Member incidence -0.001 -0.025* 0.013
(0.010) (0.015) (0.027)
ROA -2.110%* 1.936* -1.512*
(0.614) (1.147) (0.819)
Cost-income -0.002+* -0.001 -0.002**
(0.0006) (0.001) (0.001)
Tier 1 ratio -0.006*** -0.020*** -0.008***
(0.001) (0.002) (0.003)
Non-performing loans 0.0001 0.003 -0.001
(0.001) (0.002) (0.001)
Net interest/net margin -0.001 %+ 0.002** -0.002%*
(0.0003) (0.001) (0.0004)
HHI 0.202** 0.397* 0.204
(0.093) (0.206) (0.169)
Regional GDP growth -0.575%+ 0.008 -0.258
(0.087) (0.005) (0.197)
Reference Area 0.118*** 0.070* 0.001
(0.020) (0.031) (0.050)
Branch incidence 0.053*** 0.036 0.004
(0.017) (0.024) (0.022)
Interest rate on loans -0.279 -0.348 0.111
(0.212) (0.302) (0.366)
Interest rate on deposits 3.070%* 4.070% 0.824*
(0.335) (0.657) (0.452)
Heteroskedasticity no no yes
£(2)
R-squared 0.28 0.48 0.5

(1): Robust Standard Error
(2): From the auxiliaryi?, = cnst + &2
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Table A 11

Multivariate Estimation: Membership

(*Significant level at 10 per cent; **Significant & per cent; *** Significant at 1 per cent)

2004-2009 (a) 2004-2007 (b) 2008-2009 (c)
@ @ @ (6]
B -0.269%*  -0.329%*  .0.495%*  _0.572%*  _Q554%* .0 553%*
(0.071) (0.091) (0.080) (0.089) (0.094) (0.094)
p -0.051** -0.020 -0.322%%  .0.276**  -0.266%*  -0.267**
(0.025) (0.024) (0.067) (0.066) (0.077) (0.077)
Member incidence -0.024 -0.015 -0.026** -0.019* 0.029 0.028
(0.023) (0.019) (0.012) (0.011) (0.019) (0.019)
Total Assets 0.1113** 0.144* -0.029
(0.053) (0.057) (0.037)
ROA 22,1930 1 711w -1.243 -1.335 0.021 0.002
(0.788) (0.645) (1.198) (1.179) (0.693) (0.692)
Cost-income -0.001 -0.001 -0.0001 -0.0001 0.0003 0.0002
(0.001) (0.001) (0.001) (0.002) (0.0004) (0.0004)
Tier 1 ratio 0.0001 -0.0001 -0.003 -0.002 0.001 0.001
(0.001) (0.001) (0.003) (0.002) (0.001) (0.001)
Non-performing loans 0.002 0.001 0.004** 0.004** 0.005** 0.005**
(0.002) (0.002) (0.002) (0.002) (0.002) (0.002)
Net interest/net margin -0.0005 -0.0005 -0.0001 -0.0003 0.0002 0.0001
(0.0003) (0.0004) (0.001) (0.001) (0.0003) (0.0003)
HHI 0.166 0.130 0.304 0.307 0.108 0.107
(0.114) (0.109) (0.193) (0.192) (0.144) (0.143)
Regional GDP growth 0.006 0.005 0.007 0.006 0.205 0.205
(0.008) (0.008) (0.011) (0.011) (0.197) (0.197)
Reference Area 0.103*+* 0.083*** 0.119%** 0.106*** 0.032 0.034
(0.030) (0.023) (0.033) (0.033) (0.038) (0.038)
Branch incidence 0.056** 0.040** 0.018 0.013 -0.004 -0.003
(0.024) (0.019) (0.040) (0.039) (0.019) (0.019)
Interest rate on loans -0.449* -0.469* -1.149%* -1.001** 0.002 0.019
(0.266) (0.271) (0.337) (0.342) (0.219) (0.221)
Interest rate on deposits 1.093*** 0.776** 3.869%* 3.189%+* .1 450 ] 438%r*
(0.357) (0.316) (0.715) (0.721) (0.432) (0.429)
Heteroskedasticity yes yes yes yes yes yes
0 -1.306%+* -1.306%+*
(0.055) (0.055)
R-square 0.20 0.21 0.56 0.56 0.57 0.57

(1) Robust Standard Errors
(2) From the auxiliary regressiofi, = const + &2
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6 Credit Cooperative Banks in Wonderland: the role ofSocial

Capital on the performance of Credit Cooperative Baks >

6.1 Introduction

The central role of trust and social capital in #f@cient functioning of financial markets and
institutions is now widely recognized (e.g. Calderd al., 2002; Guiso et al., 2004; Guiso, 2010).
The financial crisis that has been on going sin@87208 at the latest taught what calamitous
consequences the lack of trust among the markétipants can cause. However, there are still
many questions related to social capital and firsrostitutions that have not been adequately
dealt within the literature. Are certain types of@nizations more trust-intensive than others? What
is the organizational set-up of financial instituns in areas characterized by high or low levels of
trust?

This chapter aims to provide some preliminary amswe these questions by analysing the
relationship between territorial social capital dhd market shares of CCBs in Italy. Cooperative
banks are of particular interest in this contexdause, according to Fischer (1998): 1) they promote
financial inclusion among groups that would otheevbe discriminated against in the financial
markets; 2) they are able to include these groupsithizing the relational ties between their
members; 3) they require relatively high levelsso€ial capital in order to sustain themselves and
grow. The chapter contributes to the relatively rbat growing literature on the relationship
between cooperatives and social capital. In pddicit tackles the question whether cooperatives
rely more on particularistic or universalistic typésocial capital. This is an interesting question
because the prior literature does not suggestza aleswer.

The Italian CCBs are an interesting case becawsehhave remained in many ways more
loyal to their original roots than cooperative bamk other European countries. Italian CCBs have
historically developed in rural or suburban ardasracterized by the centrality of internal linkages
of the local culture; and based on the sharingutefsrand values (Visco, 2012). This is evidenced
by the fact that many Italian CCBs remain relagvemall in size and, even though the current
legislation has softened the differences with comeraébanks, they have, among other things, to

serve strictly defined geographical areas andfgagisequirement concerning loans to memters

*2 Joint chapter written together with Panu Ka{kfdasa University, Finland) and Maria Lucia Stefé®ank of Italy,
Trento branch, Italy). The opinions expressed is plaper are those of the authors and do not ievitle responsibility
of the Bank of Italy.

%3 More precisely, according to the 1993 Banking Laawd the Bank of Italy's regulation, the referenemaf a credit
cooperative bank is composed by the municipaliieshich it has branches and the neighboring oaefast 95 per
cent of the bank's risky assets must refer to dhésm; the majority of the bank's activity must levated to loans to
members or non-risky assets (Treasury bonds).
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Also, due to legislation, they have to allocatdeaist 70 per cent of annual profit to indivisible
reserves. These structural features direct CCBs pnbducing local public goods (Goglio and
Leonardi, 2010) rather than private benefits, whgclone reason why it is expected for territorial
social capital to be an important determinant efrteuccess.

Another interesting feature of CCBs is that theyehaxperienced substantial growth after
the liberalisation of the financial market startedhe 1990s, and the growth even accelerated after
the financial crisis started in 2008. Despite thigir overall market share was relatively small (8
per cent) still in 2011; however, it had grown freime 5 per cent registered in 209@kurthermore,
in certain niches CCBs are very important: theirkeaishares in the finance of small and medium-
sized enterprises and producer households hade@atmost 20 per cent (it was 15 per cent in
2005).

Italy is also an interesting case to study bec#use is considerable heterogeneity both in
the diffusion of social capital and CCBs. Indeechgnaf the earliest contributions on social capital
used empirical data from Italy (e.g. Putnam, 1989&iso et al., 2004).

However, a statistical relationship between CCB%$ swcial capital may be confounded by
the fact that besides from having a different orz@tional mission than profit-maximizing banks,
they also have different territorial orientatiorathbanks that operate nationally or multinationally
For instance, a positive relationship between C&ms$ social capital might indicate that people in
high social capital — areas prefer local bank$ienrathan an orientation towards local public goods.
Fortunately, in Italy there are also local banks thave a different structure, and this fact ersatie
isolate the effects of being a cooperative vs. dé&al.

The rest of the chapter is organised as followstisn 2 reviews related literature; section 3
discusses the different forms of banking organarain Italy, and the hypotheses how social capital
is related to the organizational form; section #loduces the dataset used in regressions; section 5
describes some features of CCBs and of social atagitregional level that are relevant to this
analysis; section 6 presents the empirical strateggtion 7 summarises the results and section 8

presents the conclusions.

6.2 The related literature

Credit cooperative banks are known for their loedhtionship lending, where they collect soft
information about borrowers that helps to reduce d@lgency costs related to moral hazard and
adverse selection (e.g. Angelini et al., 1998; @Gaire, 2001). A product of the latter half of the

nineteen century, initially they were of very smalke, relied on unlimited joint liability of

**|n several European countries, cooperative baaks market shares in excess of one-third of thal netarket (e.g.
in Austria, Finland, France and the Netherlands).
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members, and utilized social relationships rattentfinancial incentives. However, during the
twentieth and early twenty-first century they haignificantly increased in size, personal unlimited
liability has been abolished, and financial incessi have become more common (e.g. Jones et al.,
2009). Another striking feature within European pexative banks has been a tighter integration
around the central units, the very successful DiRabobank being a model for many European
cooperative banks.

The use of relational ties among the members oktrey (nineteen century) cooperatives
suggests that social capital — trust and shareaesal were important ingredients of its success.
One should be more specific about what type ofad@eaipital is under discussion. According to the
perspective of this chapter, the distinction betwariversalistic and particularistic types of sbcia
capital (de Blasio et al. 2012) can be particuladgful here. Particularistic social capital refers
the relationships and trust within a well-definextvimork, whereas universalistic social capital refer
to the more generalized values and beliefs thashaeed within broader communities. Thus, the
early cooperatives that stressed the small sizaightd‘common bond” among the members appear
to have relied more on particularistic version otial capital. However, as Fischer (1998) has
pointed out, the growth of cooperatives and thengfthening of their network may well require
more universalistic type of social capital. Thuse different stages of cooperative development
may require different types of social capital, theus shifting from particularistic to universaicst

There are some additional complications in addngsgie question on how social capital
and organizational form are related. La Porta e{18197) argued that a high level of generalized
trust is necessary for the creation and succesgtiations of large complex firms. In the absence
of trust, production may remain small-scale andallo¢hus, according from this perspective, the
typical features of cooperative enterprises wougdear to correlate with lower levels of social
capital.

Guinnane (2005) has also argued against the imqm@taf social capital in early credit
cooperatives, citing elaborate rules, restrictiand sanctions that governed member behaviour as
counterevidence. However, this type of regulatiaaymot be due to cooperative organization but it
is an inherent feature of organizations dealindniiitancial contracts; cooperatives hardly differed
from profit-maximizing enterprises in this. What ymaatter more is how willing the organizations
are to apply the sanctions. There appears to thewrtbevidence on this issue.

Due to these somewhat conflicting claims, one néedétsok at empirical patterns for further
evidence. There is some previous literature thatadlressed the issue of social capital (or trust)

and the incidence of cooperatives. Fischer (1988)Raldam and Svendsen (2000) presented some

111



casual evidence that cooperative development resjuidatively high level of social capitdlJones
and Kalmi (2009) addressed this issue in a moreesyaic way by regressing cross-country
indicators of cooperative development by World \ésliBurvey measure of generalized trust. They
detected a very robust association between the tjyes of variables, and they presented
instrumental variable results suggesting that étationship flows from trust to cooperatives (rathe
than vice versa). Moreover, they found that everugih there was some evidence that high levels
of trust were associated with the presence of lisged organization, the link was much weaker
than for cooperatives.

However, their paper was related to cooperatieg®elly, and to date there appears not to
be any studies on the relationship between finhromaperatives (or cooperatives in any other
specific sectors) and social capital. However, ghsra related study by Ostergaard et al. (2008),
who find the Norwegian savings banks have betterngl propensities in areas with higher social
capital. This indicates that also other local lsatilan cooperatives can benefit from higher social

capital®®

6.3 The research hypotheses

Even though Italian cooperative banking has changedlamentally from the early days, the
original differences are still related in theirusttures. For instance, CCBs have to allocate 70 % o
their profits to legal reserves, they are consédion what they can pay as dividends, their shares
are not tradable, and at least 50 % of risky assats be allocated to members. In Banche Popolari,
the voting mechanism adheres to “one-head one-votginciple, but otherwise they are relatively
unconstrained in their operatiors.

For this reason, the set of Italian banks has liddded into three groups: 1) large banks
and banking groups, operating nationally or muttorally; 2) local banks, including small joint
stock banks, former savings banks, and Banche Bopahd 3) CCBs.

Given the peculiar business strategy of the Ital@&@Bs, based on personal relations
between borrowers and lenders, it seems reasomaliigpothesize that CCBs benefit from the

presence of a higher value of social capital inrtheerating area.

%> Both authors were concerned about the meagretseasgociated with cooperatives in the developroentexts: in
areas where the role of cooperatives could be itapb(as in developing countries), the level ofiglocapital might be
so low that spontaneous development of cooperatives not take place, whereas state-led creaticoageratives is
typically too heavy-handed to create beneficialiltss

5 One should note that there are no cooperative soamiNorway, so they represent the only form of oamity
banking there. Norway is in general also a coustrgracterized with high levels of social capitahiahh may also
influence results.

" In particular, they are not constrained in payiigidends (even though maximum ownership of a singiner
cannot exceed 0.5%), their shares are tradables iheo limit on the loans granted to non-membens, they have to
allocate only 10% of profits to reserves.
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The hypothesis to be tested is therefore whetrentarket share of CCBs is higher where
the endowment of social capital is higher. The fation and then the development of CCBs may
require relatively high levels of social capitabathis is one reason why it is expected to finchbig
CCBs’ market shares in areas with high levels ofadaapital. CCBs may also be more resilient in
areas with high levels of social capital, wheregie@re more willing to defend local public goods.

However, as discussed, CCBs share the featurecaf bperations with other local banks.
Therefore, any observed relationship with socigitehdalso may be due to them being local banks,
instead of being cooperatives. As noted aboverdtaionship between locality and social capital
may not be straightforward. On the one hand, imsreith high levels of social capital, residents
may be more committed to local development and avipg the well being of the region. On the
other hand, some aspects of social capital, edpehigher generalized trust, may lead to higher
propensity to trust the providers that can prowdperior service or lower-cost service, even ifthe
were not local providers. There is some previoudexnce that can be interpreted either way.

More particularly, since CCBs operate mostly wittmall”, opaque customers, in this
chapter two different dependent variables have hessd: the (total) market share of CCBs at
province level and the market share computed onslgganted to small firms (with less than 20

employees).

6.4 The data

The data used in this analysis are collected fnem different sources. Data concerning banks are
from Bank of Italy’'s Supervisory Reports and cottee period from 2003 to 2011. In particular,
information on CCBs refers to all Italian banksdrg]ing to this category (more than 400), apart
from those for which data are not available forta# covered period, because they ceased their
activity for reasons different from mergers or asgions (namely, liquidation).

Data on social capital are derived from the ItalNational Institute of Statistics (Istat). In
particular, two different definitions of social d¢tgb are used here. The first is social capital
intended ametwork that is measured with data on people who have¢gban association, from the
“Multi Purpose Survey on ltalian Households: aspeat daily life”. The variable used in the
baseline regressiomgsociations represents the share of people in 2010 that Hagkared to join
an association within the past 12 months, regasdiésts typ&®. This form of measuring social
capital has been made famous by Putnam (1995), mtroduced membership of formal
associations and groups as an indicator. FolloidegBlasio et al. (2012), the variable has then

been splitted into two: on the one hand, peoplenifgi associations characterised by

*8 Given the type of data available it is possiblaistinguish different kind of associations accogdto their activity
but not to distinguish between for profit and non-frofit associations.
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“particularism”, that is whose goal is to promotee tinterests of particular categories of the
population (e.g. cultural, artistic, sport assaoiad); on the other, people joining associatiora th
are characterised by “universalism”, that is asgams where members do not derive a direct
benefit from their membership (e.g. ecology, aasise and solidarity, political and trade unions
associations, non-government organisatiGhsThe difference with the two components has then
been constructed and used in the regressissparj so as to measure the impact of the incremental
degree of particularism, after correcting it foe fevel of universalisff.

The third variable related to social capital usedrust, measured through the question:
“With which probability do you think a person yowrdt know will return your wallet?”. The
responses to this question have been measuredctla 1-4, where 1 means “not probable”, 2
“small probability”, 3 “intermediate probability’and 4 “very probable”. The values are means to
this question at the province level.

This proxy for the level of trust in the area hase preferred to other proxies available,
which refer to trusting neighbours or the statecsiit better describes the general trust among
citizens. A similar variable has been used pre\ioasy. by Schmid (2002). According to Banfield
(1958) and Fukuyama (1997) in area with a loweellef trust, people rely more on transaction
with a narrow group of either relatives or knowrople. For this reason, in order to describe the
impact of trust, the proxy considered is the onié ba trusting unknowns.

The analysis is done at the province |&udFor the sake of data homogeneity in the time
period of this analysis, data related to provinedsch were created after 2005 have been re-
attributed to the previous one: therefore the dataeludes 103 provinces (instead of 110).

The definitions, sources and the main statisticghenvariables used in this analysis are

presented in Table A 12.

6.5 The CCBs and the social capital at regional level

Out of the more than 400 banks, around 40 per hastits headquarter in the North-Eastern
regions, with a concentration in Trentino and Addige where are established around 25 per cent
of the Italian CCBs. At a regional level, the marlshare of CCBs on loans (including non-

performing ones) to residents was between the @r4dcent in Sardinia and 53.5 per cent in the

%9 A similar distinction, although using differentieinology, was made also by Knack and Keefer (1997)

9 The choice of using the spread between the twestypf variables is a way to partially correct thesgible

endogeneity issue. The most preferable tool woakeHbeen an instrumental variable, which on thelarel better
defines the direction of the causality, and ondtteer solves the endogeneity problem. Howevematcurrent stage,
adequate data to instrument the variable “univiestiabssociations” are not available at the proeitevel.

b1 As for Istat data, more details on the stratifimatand representativeness of the sample are bimilsy ISTAT
website.
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province of Trento. The market share is higherriastg the analysis to the more traditional
customers, namely small and medium enterprises Mk this case, at regional level, the share
ranges from the 3.6 per cent of Sardinia to th8 §8r cent of the province of Trento (Table A 13).
The endowment of social capital is also differemtistributed across regions (Micucci and
Nuzzo, 2005). The share of people joining a geresgociation, a measure for the intensity of the
network of local relations, is higher in TrentinndaAlto Adige (where more than a half of the
population is involved in some associations) andrengenerally, in the North-Eastern part of Italy,
while it is lower in the South. Disentangling byope, in every region the incidence of
universalistic associations prevails. In regioks lTrentino and Alto Adige, the difference between
participation in the two types of associations isuad 25 percentage points. On the contrary, in
regions where the percentage of people being imgblnto an universalistic association is lower
than 20 per cent, the value for the participatiomparticularistic associations is only two or three
points lower (Table A 14). As for social capitalfided as trust, the same pattern appears, the
North-Eastern regions having the highest valuasust and the Southern regions the lowest. This is
of course consistent with previous research orstigect (e.g. Putnam, 1995; Guiso et al., 2004).
Turning finally to variables concerning the econortocal activity, the per capita value
added value highlights the North-South gap (Tabl&5\ The share of value added derived from
agriculture tends to be higher than the nationaraye in the Southern regions and in Alto Adige
and Trentino. The opposite occurs for the shar@abfie added stemming from manufacturing
activity. There are also quite pronounced diffeemnén population density. In unemployment
figures, there are also significant differencesMeein Northern regions (where unemployment is

low) and Southern region (where it is higher).

6.6 The empirical strategy

Given the nature of social capital data, which slomly very little variations over years, the most
reliable method to use is the Pooled OLS estimdtbe main hypothesis is tested at provincial

level and the following model is estimated:
marketshare, = £, + f,socialcapital; + g control, +a; +z +u, (1)

where the dependent variable is a measure of thketshare of CCBs in provingdrom 2004 to
2011%% More specifically, the baseline regression consides dependent variable the market share
of CCBs’ total loans in each province. Moreoverpther to account for the specificity of CCBSs’
borrowers, the market share of loans addresseiEsS$hat is to firms with less than 20 employees
will be analysed separately. The social capitaiade is represented, respectively, by a measure of

82 Cluster- and heteroscedasticity robust standamtshave been used.
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participation in associations, the difference bemvparticipation in particularistic vs. universads
associations, and a measure of trust (see preweason). Control variables include mainly
demand side variablé3 Finally, a regression that includes both trust aetivork-based social
capital variables simultaneously has been run. Khid of modelling strategy was used also in
Knack and Keefer (1997).

However, as stated before (see section 2), thengdub€if any) relationship between CCBs
and social capital may be due to then being lo@dher than cooperative. To tackle with this
guestion, equation (1) has been run with the maskate of local banks different from CCBs as a
dependent variable.

In Table A 16 the pairwise correlations among thaables is presented. Apart from the fact
that the two types of markets shares are heavilyeladed (as one would expect), a significant
positive correlation between BCC market sharespamticipation of associations has been found so
as a significant negative correlation between BC@rket shares and the difference between
particularistic and universalistic association gration rates (indicating that BCC are especially
prevalent in regions where universalistic assommti are comparatively stronger), with trust
variable, and with value added per capita. The ptadhares of local banks (other than
cooperatives) are in generally less correlated exghlanatory variables. The strongest association

is with unemployment (positive), trust (negativayigpopulation density (negative).

6.7 Results

In order to test the impact of social capital onBSCmarket share, for each dependent variable two
regressions have been estimated. In the first btuglel | and Model I, the network variable
considered is the overall share of people joiningaasociation; in the second one, Model Il and
Model 1V, the variable describing the network ise tlifference between participation in
particularistic vs. universalistic association. Tegressions have been run for both overall market
shares of BCCs and the share of BCCs in small bssilending, and similarly for local banks other
than cooperatives. There are thus 8 different fipations reported in Table A 17.

The results reported in Model | (a), indicate thatial capital variables have positive and
significant effects on the share of CCBs’ loanscdding to these results, an increase of 1
percentage point in the share of people that haved an association within past 12 months is
associated with an increase of 0.250 percentaget @i CCB’s market share. The estimated

% For regressions including CCBs market sharesatieeage age of the CCBs in the given region angéheentage of
cooperatives that have been involved in merger® Hmen included. Both of these variables have &iyosand
statistically significant association with CCBs iketr shares. However, because these variables dbavet natural
interpretations in regressions involving other atilan CCBs, and because they are to some degitegasmous, in the
final version they have been kept out of the regjoes. Their omission does not substantially aftbet size or
significance of other estimated coefficients.
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coefficient is even higher (0.349), when the dependariable is the share of CCB loans to small
businesses (Model Ib). In Model Il a) and b), theact of the difference between particularistic
and universalistic association memberships is @tich A one-percentage point increase in this
variable increases CCB market share around 0.628mi&ge points in model lla and 0.811

percentage points in model llb. Other variableg #ra significant in explaining the CCB market

share are share of agriculture in value added tipesassociation) and regional dummies of North
East (positive) and Centre (positive). This resitiot surprising, since CCBs have a long tradition
in the North-East regions, where they first estddd. In the South and Islands, a part from Sicily,
which is an exception, the CCBs are fewer and #ieyless deeply integrated in the local economy.
On the other hand, there is also a deep divisiosonial capital between the North and South of
Italy. The inclusion of geographical dummies intfaomewhat dampens the coefficients of social
capital variables—i.e. they would be higher in éifbsence of geographical controls.

These regressions have been repeated for locatamperative banks. As is evident from
Models IlIl and IV, these variables are never sigaiit in the regressions. The only statistically
significant variable in the regressions is unemplegt: a one percentage point increase in
unemployment is associated with around 1.1 pergenp@int increase in overall market shares of
local banks other than BCC, and around 1.4 pergengeint increase in their market share of
lending to small businesses. Thus it appears thedget kinds of banks are more important in
economically distressed provinces.

The trust variable has been also introduced asomydor social capital. This is possible
because the correlation between the two types cflsoapital is not that high (0.21 between
Associations and Trust). There is a robust posi@gsociation with trust and presence of
cooperative banks, consistent with the resultsooed and Kalmi (2009). Quite interestingly, the
relationship between trust and the presence of lwaraks other than BCC is negative; these banks

are more prominent in low trust provinces.

6.8 Conclusion

Cooperatives and social capital are often thoughbd related and there is anecdotal evidence
suggesting that relatively high levels of sociapital may be required to the entry, growth and
survival of cooperatives. Nevertheless, thereiilsretatively little empirical evidence on thissise.
Moreover, theoretical predictions are ambiguoughér levels of social capital are argued to be
related to also to the prevalence of large, hidieat organizations. This study provides one of the
first kinds of empirical evidence on the relatiopsbhetween social capital and the prevalence of
cooperatives.

The results described indicate that social capitel market shares of CCBs are strongly
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related. This is consistent with the idea that ewafive organizations need reciprocal knowledge
and trust in order to grow and prosper. Furthermiooen the estimations run it seems that the links
are stronger when lending to SMEs. This resultosviacing, since SMEs are typically opaque
borrowers, that have difficulties to obtain fundingm large banks or bond markets. In areas where
social capital is high, CCBs can fill this fundimgid through the networks and knowledge of
borrowers. In contrast, in low social capital arghe required mutual knowledge or trust may not
be present and CCBs funding is less effective. [€hding technology of CCBs is actually able to
reduce the asymmetry of information and to allois tranks to reach opaque borrowers.

When the types of network are separated accordiegihiversalistic or particularistic, the
results show that it is especially the universalisetworks that seem to matter for the marketeshar
of CCBs. This is consistent with the predictiontticaoperatives are related to bridging social
capital, rather than bonding social capital. Furthgpport for this notion flows from the empirical
observation that the presence of CCBs are alsagifroelated to trust, measured as the proportion
of people who believe their wallets would be readriby strangers.

Finally, this analysis checks whether it is thealoterritorial orientation, rather than the
cooperative structure, that causes the positivecéstson with social capital and CCBs. Local banks
other than BCCs are not related to two network mmessof social capital — the number of people
joining association and the difference betweeni@adristic and universalistic associations — and
there is actually a negative association betwaest &and prevalence of local banks than BCCs. This
indicates that it is more likely that the assooiatbetween social capital and cooperative banks is
due to the cooperative structure, rather than thmmal territorial orientation. The ownership
structure plays an important role and it makeseardflistinction between CCBs and local banks that
only base their relationship lending on localisnd aaciprocal knowledge. Trust and networking
among people creates a favourable environmenthgtowth of those banks which members are

active partners of the venture.
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6.9 Appendix

Table A 12

Description of the explicative variables and main dscriptive statistics

Variable Name

Variable Definition and Sourcg n. obs.

Mean Median|

Std.dev.

Social capital variables (at province
level)

Associations

Asspart

Trust

Control variables (at province level)

Density

Shr_agr

Shr_man

Unemployment

Value_added

Share of people declaring to haveespbin
associations in the last 12 months. Data
from the Istat “Multi Purpose Survey on 927
Italian Households: aspects of daily
life” (2010).

Spread between the share of people
declaring to have joined associations
with a particularistic aim and the share
of people declaring to join associations
with universalistic aim in the last 12
months. Data from the Istat “Multi
Purpose Survey on ltalian Households:
aspects of daily life” (2010).

927

Level of probability attributed to the
event: “an unknown person will return
my lost wallet”, according to the scale:
1=no probable; 2=less probable;
3=intermediate; 4=very probable. Data
from the Istat “Multi Purpose Survey on
Italian Households: aspects of daily
life” (2010).

927

Population density per Km square. Istat. 7 92

Value added from agriculture over total
value added. Computations on Istat 927
data.

Value added from manufacturing sector
over total value added. Computations on 927
Istat data.

Number of unemployed people per
10.000 inhabitants. Computations on 927
Istat data.

Per capita value added. Computations

on Istat data. 927

32.2 30.9

-.055 0.51

1.6 1.6

254.5 17.9

3.2 2.7

27.1 26.7

7.5 5.8

21,616 22,762

9.8

0.07

0.23

353.8

2.2

7.9

3.9

5,627
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Credit cooperative banks by region (2003-2011)

(Units and average percentages)

Number of CCBs market CCBs market Other local banks’ Other local banks’
CCBs share on total share on loans market share on market share on
1) loans to SMEs total loans loans to SMEs

Piedmont 4.2 6.1 17.1 21.8
Valle d"Aosta 12.6 25.9 5.9 6.3
Lombardy 45 8.3 14.2 8.3 9.7
Liguria 0 3.4 4.7 4.3 4.2
Trentino 45 53.5 68.3 6.6 4.1
Alto Adige 48 36.9 54.4 36.9 33.7
Veneto 40 14.1 25.1 7.4 7.9
Friuli Venezia Giulia 15 15.7 27.5 9.1 10.7
Emilia-Romagna 23 8.7 15.6 18.7 22.3
Toscana 32 9.3 15.0 9.5 10.2
Marche 20 12.5 19.3 115 11.0
Lazio 25 8.2 13.5 10.0 14.5
Umbria 4.2 7.2 13.0 16.0
Abruzzo 7.8 12.3 18.6 21.8
Molise 3.6 6.0 7.9 8.0
Campania 21 5.4 10.4 8.1 8.2
Puglia 23 4.9 8.2 18.2 20.2
Basilicata 4 5.8 10.8 18.8 22.6
Calabria 16 8.4 12.5 11 1.0
Sicily 28 7.4 11.8 12.3 17.9
Sardinia 2 24 3.6 24 11

Source: Bank of Italy.

(1) It refers to the number of CCBs whose headguastin the region, values at 31.12.2011.

Table A 13
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Social capital variables by region

(Units and percentages)

Ass_multi Asspart trust
Piedmont 31.3 -0.08 17
Valle d”Aosta 37.6 -0.08 17
Lombardy 33.8 -0.09 1.6
Liguria 26.8 -0.06 1.9
Trentino 63.1 -0.27 1.9
Alto Adige 59.3 -0.23 2.0
Veneto 40.9 -0.11 1.7
Friuli Venezia Giulia 40.6 -0.12 1.8
Emilia-Romagna 39.4 -0.05 1.7
Toscana 32.3 -0.03 1.6
Marche 35.6 -0.05 1.6
Lazio 234 -0.02 15
Umbria 334 -0.02 1.6
Abruzzo 27.6 -0.02 15
Molise 25.6 -0.03 15
Campania 23.2 -0.01 15
Puglia 224 -0.02 15
Basilicata 32.1 -0.05 15
Calabria 215 -0.05 14
Sicily 27.7 -0.06 1.6
Sardinia 41.4 -0.06 1.6

Source: Istat “Multi Purpose Survey on Italian Heluslds: aspects of daily life” (2010).

Table A 14
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Control variables by region

(Units and percentages)

: Share of value Share of value )
Density of added related Per capita
population ;dgggcrﬁlﬁid to value added Unemployment
manufacturing

Piedmont 163.5 2.1 31.2 24,113 4.6
Valle d’Aosta 38.3 1.4 25.0 26,555 4.0
Lombardy 492.1 2.2 37.1 26,906 4.4
Liguria 275.1 2.6 18.0 22,885 5.7
Trentino 81.9 3.1 26.4 26,661 4.0
Alto Adige 66.0 4.6 22.4 29,571 29
Veneto 270.6 2.1 35.7 26,350 4.3
Friuli Venezia Giulia 416.6 15 26.6 25,207 4.5
Emilia-Romagna 200.0 2.8 32.2 27,071 4.3
Toscana 229.0 2.6 27.5 23,936 5.3
Marche 194.7 2.0 32.6 23,804 5.1
Lazio 253.2 35 21.5 21,944 9.1
Umbria 104.9 2.2 28.1 20,875 5.7
Sardinia 85.0 5.0 19.2 15,383 12.1
Abruzzo 157.6 2.8 30.6 18,583 7.7
Molise 69.0 4.3 25.6 16,968 9.0
Campania 697.6 3.9 21.0 14,546 11.4
Puglia 248.7 4.6 22.7 14,691 13.6
Basilicata 59.3 6.0 25.0 16,307 11.2
Calabria 138.1 5.4 16.7 14,153 12.6
Sicily 184.2 53 18.4 14,330 14.0

Source: ISTAT

(1) Share of unemployed people over the overallfzdjon

Table A 15
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Table A 16

Pairwise Correlations among variables

CCBs’ CCBs’ Non CCBs’ Non CCBs’ Asspart Associations Trust Added Density Share of Share of
market market local banks local banks value per agriculture manufacturing
share with share on market share total capita added value added value
SMEs total loans with SMEs market
share
CCBs’ market share 1.000
with SMEs
CCBs’ market share 0.960* 1.000
on total loans
Non CCBs local -0.069* -0.044 1.000
banks market share
with SMEs
Non CCBs’ local 0.007 0.040 0.961* 1.000
banks total market
share
Asspart -0.464* -0.468* -0.058 -0.092* 1.000
Associations 0.469* 0.427* 0.008 0.062 -0.590* 1.000
Trust 0.309* 0.280* -0.174* -0.163* -0.226* 0.212* 1.000
Value added per 0.325*% 0.244* 0.014 0.037 -0.344* 0.476* 0.318* 1.000
capita
Population density -0.121* -0.179* -0.134* -0.152* 0.070* -0.079* 0.030 0.182* 1.000
Share of agriculture 0.027 0.099* 0.064 0.060 0.135* -0.177* -0.190* -0.545* -0.340% 1.000
of value added
Share of 0.151* 0.110* 0.096* 0.117* -0.268* 0.321* 0.149* 0.583* -0.056 -0.409* 1.000
manufacturing of
value added
Unemployment -0.135* -0.093* 0.247* 0.221* 0.116* -0.395* -0.160* -0.464* -0.081* 0.315*% -0.302*

*Significance level 5%
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The effects of social capital measured as both pdegoining associations

and trust on CCBs and other local banks’ market shee (1)

Table A 17

Model I Model 11 Model III Model IV
a) Share of | b) Share of | a) Share of | b) Share of | a) Share of | b) Share of | a) Shareof | b) Share of
CCBs total CCBs loans CCBs total CCBsloans | otherlocal | otherlocal | otherlocal | other local
loans to SMEs loans to SMEs banks total banks banks total banks
loans loans to loans loans to
SMEs SMEs
associations 24.981* 34.890** 5.259 1.450
(14.588) (17.604) (10.992) (13.007)
asspart -62.865%**  -81.057*** -7.356 -3.102
(23.872) (26.959) (19.314) (21.865)
trust 6.526%** 9.675%** 5.456%** 8.302%** -8.912** -11.099*** -9.032** -11.151%**
(2.183) (2.905) (1.953) (2.666) (3.998) (4.155) (4.106) (4.137)
value_added .0001 .0005 .0001 .0005 .0001 .0002 .0001 .0002
(.0002) (.0003) (0002) (.0003) (.0003) (.0004) (.0003) (.0004)
density -.002 -.002 -.001 -.001 -.003 -.003 -.003 -.003
(.001) (.002) (.001) (.002) (.002) (.002) (.002) (.002)
sh_agr 975** 1.182** 1.032** 1.260** 173 207 .184 210
(417) (.590) (424) (.592) (.708) (.975) (714) (.980)
sh_man -013 -.013 -.019 -.020 146 .169 146 .169
(.102) (133) (.099) (126) (.130) (.147) (131) (.147)
unemployment .246* .359*% -.003 .017 1.091*** 1.399*** 1.043*** 1.385***
(.149) (216) (127) (:200) (298) (328) (291) (322)
North East 5.579%** 9.610*** 6.855%** 11.476*** 3.743 3.944 4.085* 4.025
(2.109) (3.240) (2.113) (3.079) (2.542) (3.353) (2.454) (3.155)
Centre 3.082** 5.553** 5.903*** 9.189*** -.006 -.584 .323 -.445
(1.481) (2.249) (1.816) (2.552) (2.053) (2.502) (2.270) (2.752)
South and Island -339 3.481 1.270 5.643 -.902 -1.555 -.637 -1.469
(2.592) (3.669) (2.582) (3.621) (3.630) (4.455) (3.77) (4.542)
Year dummies yes yes yes yes yes yes yes yes
Constant -17.815 -32.802 -12.728 -25.782 13.200 17.439 14.197 17.727
R-squared 0.35 0.40 0.43 0.45 0.17 0.17 0.17 0.17

(1) OLS pooled estimations. Coefficients are reported and (robust) standard errors are in brackets.

*Significant level at 10 per cent; **Significant at 5 per cent; *** Significant at 1 per cent.
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7 Let’'s Vote! How the members’ majority affects the cedit

cooperative bank pricing strategie&’

7.1 Introduction

Among the features characterizing cooperatives,démaocratic voting mechanism is one of the
most relevant. The democratic voting procedurenipartant in a firm where ownership is
dispersed, as cooperative. Voting is used to aWocasources and it guarantees an active
participation of firm’s owners—i.e. the members—the management.

Cooperative banks are not an exception. Being @earative, they are characterized by a
dispersed but strongly linked ownership structar&ggne-head one-vote” democratic voting system;
and a non-for-profit aim, the use of a fractiorpodfit for mutual goals. The voting “one-head one-
vote” rule disregards the quantity of shares owaed, weights equally the vote of each member. In
particular, the right to vote is exercised by merslghiring the annual general assembly when they
are asked to approve the annual balance sheeiciitypthey are required to approve the strategic
choice done during the previous year by both theegd manager and the directors sitting in the
board. If the majority in the assembly is contrézythe strategic choices of the management, the
rejection of the balance sheet will cause thedfathe board and possible dismissal of the manager.
Thus, both the board and the manager are expexietbtement policies, which at least will please
the majority of the members.

Given the non-for-profits constraint, members adi#in CCBs are mainly remunerated with
better conditions on financial activities, whileetluse of dividends is less common. CCBs can
devote part of their earnings to supply financiatvices to member at better conditions. For
instance, members can benefit from a higher inteetes on deposits compared to non-members.
However, the choice made by the CCB on how to rewaembers has different implication among
members. Members could be either borrowers or digpesif for example a member has borrowed
money from the CCB, he/she will benefit from a retitan of interest rates on loans. However, the
same choice will not benefit the members who hakt p deposit account. These members will
prefer to address the bank’s earnings to incrdasenterest rate on deposits. Furthermore, if the
difference between member and non-member inteedst ron loans is higher compared to the
member-non member spread on interest rates on itkepaepositors could blame that the CCB is
biased throughout borrowers.

The aim of this chapter is to investigate whetherdomposition of the majority (in terms of

84 Joint chapter written together with Maria Luci@fani (Bank of Italy, Trento branch, Italy). Theinipns expressed
in this paper are those of the authors and donvolve the responsibility of the Bank of Italy.
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either borrowers or members) in the general assemélermines biasness in the interest rate
pricing policies of the CCB in order to favour ogeoup of members towards the other. In
particular, the idea is to verify whenever the m&jocomposed mainly by borrowers (depositors)
to depositors (borrowers) plays a role in incregdime average costs of deposits (decreasing the
average earnings on loans) and increasing or notedsging the average earnings on loans
(increasing or not decreasing the average costiepbsits). First, this issue has been investigated
through a theoretical model based on the mediagr ¥oeory a la Hart and Moore (1996) applied at
the Italian CCBs. Secondly, an empirical analysis been performed through econometric tools on
a panel of 411 Italian CCBs in the period from 26042009 to assess the relationship between the
shift in the voting majority and the changes inititerest rate pricing.

The chapter is organized as follows: Section 2engsithe relevant literature; Section 3
defines the objective function of Italian CCBs; @&t 4 introduces the theoretical model which is
used to analyses the voting mechanism in the geassambly; Section 5 presents the panel date

used and the results from the econometric estimafiection 6 draws some conclusions.

7.2 Literature review

The relevant literature for this chapter is maighouped into two sets: (i) the Median Voter
literature applied to cooperatives, (i) the enualistudies on the Italian cooperative banking
industry. Theoretical studies describing the betavof credit cooperatives have been developed as
an adaptation of models used to describe the betmaei standard firm. However, the theoretical
arguments developed for traditional enterprisesigaibe applied directly to cooperatives, and in
particular, to cooperative banks, since their gdédfer substantially.

As Smith and al. (1981:519) staf@cthere are two characteristics which make cooperat
banks different: (i) members are simultaneously ensrand customers of the outputs and suppliers
of inputs; (ii) both the demand and the supply sidee intermediated in the same enterprises, since
the bank includes both member-borrowers and memygositors. This is applicable to the Italian
CCBs as well. Not having profit-maximization as @alj economic theory forecasts that, under
perfect competition, cooperatives will not be atdemaximize consumer and producer surplus.

CCBs redistribute their profit through price sulssd—i.e. through lower interest rate on the loans

® The authors were referring to the experience ditumions, a particular type of cooperative barksredit union
is not-for-profit financial institution owned and perated entirely by its members.
Credit unions provide financial services for theembers, including savings and lending. Large degdions and
companies may settle credit unions. Different froooperative banks, in order to join credit unioasperson must
belong to a participating organization, such asliege alumni association or a labour union. Momperedit unions
are usually deposit banks, while cooperative bamksactive on the lending side. Credit unions aainiy present in
the Anglo-Saxon area, while cooperative banksyiedlly located in Germany, Italy, France, Sp&iat also Holland,
Finland, Greece and other Eastern European cosintrie
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or higher interest on deposits that on the one lostdrt the “invisible hand” of the market, but on
the other hand make it possible to realize whatated in their objective function (Hart and Moore,
1998).

However, this leads to a conflict among members;esborrowers and depositors have not
only different, but sometimes, opposite utility @ions. Even though both types of members gain
from better interest rates compared to non-memlbieesconflict on the allocation of benefits will
arise internally. The solution to the conflict iased on the prevalence of one type of member over
the other (Smith et al., 1981; Emmons and Schn#@f0). Given that the means to allocate
resources is the voting mechanism, which is basetth® democratic majority rule, the presence of
a majority will address the policies of the CCBasoto satisfy the majority of members at the least.
As underlined by Barzel and Sass (1990), in ordenave a theory of voting, it is necessary to
explain the conditions under which voting is chosera mean to allocate resources, and how this
tool is structured. According to their view, coomgres behave mainly as a political organization.
However, while the “one-head one-vote” rule is uatdost exclusively in politics, in the context
of corporate voting “one-share one-vote” dominates

As underlined by Emmons and Mueller (2000), whenrttedian voter shifts from borrower
to depositor, the cooperative bank changes itsegiydfrom keeping interest on loans low to raising
the price of credit. The median voter model usednalyse the voting mechanism in cooperatives is
the one introduced by Hart and Moore (1996, 1988artalyse the decision-making in consumer
cooperatives. According to their conclusions, botbperatives and outside ownership enterprises
are inefficient solutions, even though their ingffncies are of different nature. The inefficiemty
a cooperative is due to the fact that a decisiviervavho might not be representative of the
membership as a whole drives the decision-makinggss. Even though both in cooperatives and
outside ownerships the result is an inefficientichpin the case of cooperative enterprises, where
member’s interests are not homogenous, the denmarating rule leads to a less inefficient
solution (Hart and Moore, 1996).

Contrary to the previous theoretical results, anbineof the literature defines cooperatives as
an efficient solution for allocating control to twaw more individuals, who are the owners of the
cooperative itself. Hansmann (1988, 1996) and Hwbmns and Milgrom (1994) have underlined
how the ownership structure of firms impacts thestgoof market contracting by reducing
transaction costs. Given the differences in thdrects offered by the firm to each class of owners,
the transaction costs will be differentiated amawgers and, as a result, the firm will have
different levels of economic efficiency. Furtherrapwhen workers or customers are the owners of

the firm, the ownership structure is used as ondhef means (among others) for providing
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incentives to different stakeholders (Turati, 200&)e efficiency in cooperative banks is related on
the one hand to members’ interests in the maximizaif the social welfare, on the other hand, to
the minimization of the preferential gap betweea bHorrowers and depositors (Altunbas et al.,
2001).

The empirical literature concerning both case istudt country level and international
comparisons is even more voluminous than the thieate@ne. Most of the papers focus on credit
unions in the U.S., which are similar to coopemtbhanks due their governance structure, even
though there are differences with respect to thr@@mbership’s characteristics. U.S. credit unions
pay a trivial member dividend, if any, out of thpeoating surplus, like CCBs (Taylor, 1971,
Flannery, 1974; Smith, Cargill, and Meyer, 1981;it8nl984, 1986; Patin and McNeil, 1991). The
decisions about the allocation of their surplug] aansequently about which type of members to
privilege more than the other, goes according toititerest rates charged on loans and deposits
(Emmons and Schmid, 2000). However, in a previagsep Smith (1986) has argued that credit
unions treat borrowers and lenders equally in tesfitheir distribution policies. Credit unions are,
however, fundamentally different from cooperatianks, since their membership is homogenous.
Emmons and Mueller (1997), analysing cooperativikbashow that a shift in the median member
from a predominantly borrower oriented towards gegimedominantly lender orientated causes a
shift in the pricing policy of the cooperative bafom an under-pricing credit towards the
provision of competitively priced credit and depaservices. The theoretical model is translated
into a descriptive analysis of the German coopegzatianks. The conclusion driven is that the
cooperative structure applied to a bank is flexdésleugh to adapt to the changes in the membership
characteristics.

As underlined by Zamagni (2012), the democratie hased on the “one-head one-vote”
favours the median voter who will see his goaliseal, while the costs of the decision taken have
to be equally split among members. The main riskthe case in which the general assembly is
characterized by numerous interest groups, is refitigeincapacity to take any decision by voting or
thede factotransfer of the decision power to the managemedrg. cbnflict in the general assembly
is quite common especially when members don’t fidgntify with the CCB’s objective but they
follow their own goals. Even though members shaeefrinciples that lead CCBs, they may have
different or even contrasting views about the gevaenefits they would like to get from their
participation in the cooperative as members.

This chapter attempts to put together the ingbimal and the governance literature on
cooperative banks focusing on the Italian case ©BS; testing the theoretical results empirically.

The median voter theory applied to cooperativetleltaken as the framework according to which
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an empirical model will be estimated through ecoatsio tools.

7.3 The objective function of CCBs

Members in a CCB are of two types: borrowers angodiors. As underlined by Emmons and
Schimd (2000), their goals are opposite. Borrovgatsbenefits from a reduction in the interest on
loans, which will cause a reduction of bank’s eagsi Depositors ask for an increase in the interest
rates on deposits, which in turn will increase blaeking costs. The reduction of bank’s earnings
could lead to a reduction in the interest rate paidepositors as well. An increase in the interest
rates paid on deposits by increasing the expemditauld result in higher interest rates on loans.
However, the higher interests on deposits couldardviboth depositor and borrower, who usually
have a deposit account in the bank. Earnings ast$ eve redistributed among members according
to the anticipation of their willing. The manageillwshare benefits in order to match the
expectations of the general assembly, or at |das$ the majority. If the majority is satisfied thi

the strategic choice made by the management reggitie redistribution of benefits, it will
implicitly approve them through the approval of teual balance sheet. The manager puts a lot of
effort in order to avoid a rejection of the balansikeet since a negative result will cause
administrative problems for the bank and will buiff a negative reputation for himself and for the
directors in the board.

In order to describe the possible preferential ob®imade by CCBs, the Smith et al. (1981)
model suggests an interesting framework. Even thaugginally developed for credit unions, the
model can be applied for the case of Italian CC8agce their objective function aims at
maximizing the value for members and the non-radigion constraint does not allow for other
relevant benefits for members. However, unlike t@se of credit unions where almost all
customers are also members, CCBs include membenamanembers customers (borrowers or
depositors). Members in this case should havefangrial treatment compared to the non-member
customers. According to this fact, some modifiaatido the original model need to be made in
order to have a more realistic model that desci@@Bs behaviour.

In their framework, Smith et al. (1981) use a weighdescribe the preference of the credit
union for Net Gain on Loans (NGL, defined as théedence between the loan rate of the credit
union and the market rate times the amount ofdhad; in the case of CCBs this difference can be
interpreted as the gap between member and non-mentbeest rates on loan multiplied by the
amount of loans to each category of costumers, evtier interest rate for member is lower or not
higher than the interest rates charge to non-meshbtite preference for Net Gain on Deposits
(NGD, the rate difference on deposits times thepant; in the case of CCBs it is the difference

between member and non-member interest rates @sitlepwhere the interest rate for member is
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higher or not lower than the interest rates of nembers), and profits. The scalarando, scaled
in between 0 and 1, are the weights in the objectinction and they define the priority of the

bank. The objective function has the following sfieation:

max,,,, ANGL + oNGD + (1)

The constraints under which the above maximizdtasmto be computed are:

1. Balance sheet constraintL-D=M with L>0, D>0 and M><0. Whenever L>D, it will be
more convenient to borrow liquidity from the cehtoank, while if L<D the choice will be
to make money through market investment;

2. Non-negative operating surplusm = rnL + r4D — ryM — (C,L + C4D) — E > 0, where r
identifies the rate of loang; Is the rate of deposits, ang is an exogenous rate (the market
rate) with an equal value for debt or investmetie Terms in the brackets define the costs
associated with processing loan and savings, vhile the sum of all fixed expenditures
and creation of reserves.

Moreover, the assumption on the specification efdamand is:

3. Linear specification of loan demands and depositsL = a(ry, —1;) and D =
B(ry —ram) With o, p>0. The demand for loans and the attractivenesdepbsits are
determined by the spread between the cooperattes end the alternative market ones,
which are taken as exogenous. In the case of C@RBsJoan and deposits demand of
members are functions of the internal spread betweembers and non-members, and are
not directly affected by the market rate.

The optimal choice of*rand y* would maximise the function of the net gain asble to members
under the balance sheet constraint and the nortimeggerating surplus constraint. After defining
the model, the authors describe four scenariosngbyethe possible combination of values of the
parameter& andc. The four scenarios are a starting point to imrfhe strategic choice of CCBs

relative to which type of members to reward prefaadly.

Case 14=0, ¢=0, Maximum Surplus

In this case, the cooperative bank is behaving pofit-maximizing intermediary, not giving any
benefits to its members. The interest rate on lasrtetermined by the interest rate of the intra-
bank funding plus the interest rate margin issugthb cooperative bank and based on the market
rate net of the costs of lending. The interest oateleposits offered to members is computed in the
same way. This strategy has to be interpreted l@nehmark. In fact, it is not easy for CCBs to
follow a maximum surplustrategy given their non-profit aim. CCBs senclevant share of their

profits to legal reserve and to the Mutual Funde Teaming part can be capitalised. However,
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members will prefer to address these funds to di#eseither depositors or borrowers in terms of
interests rate. The possible result given byaximum surplustrategy is a not approval of the
annual balance sheet during the general assemdyg swners will not benefit from the increased

surplus.

Case 2:4=1, =0, Complete Borrower Orientation

The objective function in this case is given by th@ximization of NGL, subject to the nonnegative
surplus constraint for. The optimal rate on loans is lower than the oaemtilated in the
benchmark case by an amount directly related toddmand function of deposits and inversely
related to the demand function of loans. The highethe amount of deposits compared to the
amount of loans, the higher will be the reductidrin@ interest rate on loans offered to members
compared to market rate. The higher the quantitgegfosits, the greater is the capability of the
cooperative bank to internally finance its loanfieToptimal interest rate on deposits has not
changed from the benchmark one, given the zere\ao.

Interpreting this result for CCBs, it can be sdudtta larger number of borrowers compared
to depositors should result in lower interest rasasloans since the all the CCB surplus will be
addressed to subsidy borrowers’ interest ratess €kireme situation assumes any preferential to
depositors, not even a spread on the interest oateleposits between members and non-members,
which is unrealistic. Instead of having a completerower orientation, it is possible to have a
partial preference for borrower as longass. The nonnegative constraint is binding, and the

optimal profit will be set equal to O.

Case 314=0, s=1, Complete Depositor Orientation

Contrary to the previous scenario, in this casectimperative bank tries to maximize the gain of the
depositors, disregarding the benefits for borrow&sace again, the nonnegative constraint is
binding andr is equal to 0. Compared to case 2, in this cas@ntlkrest rate on loans is equal to the

profit-maximizing case, while the interest rate deposits is a function of the loans-to-deposits

demand ratio. The deposits interest rate is deterthby the interest rate received by the bank due
to external financing plus an amount directly rethto the demand for loans and inversely related
to the amount of deposits. The higher the amountepbsits the higher are the costs for the bank
and the lower will be the possible earnings to duistributed. On the contrary, the higher are the
loans, the higher the earnings, and possibly, ifjeel is the remuneration to the depositors. With a
perfect depositor orientation bank, borrowers suffem very high interest rates. In the case of

CCBs, interest rate on loans should not be hidiear the one offered to non-members.
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Case 4:1=0¢, Equal Treatment

This case represents a perfect balance betweaasles 2 and 3: the cooperative bank is indifferent
between a strategy that reduces the interest oatbdrrowers or that increases interest rates on
deposits. Keeping the surplus constraint bindihg, dptimal rates that maximize the welfare of
borrower and depositors simultaneously are invéusetions of both demands for loans and for
deposits. According to this formulation, the benahkninterest rate on loans will be reduced by the
same quantity that will be added to the interetst om deposits. It has to be noted that for angrgiv
level of fixed costs, the optimal interest ratesva in case 4 are less preferred by selfish agent
i.e. borrowers will receive better rates in a bomo oriented cooperative bank and so will
depositors in depositor oriented cooperative bank.

The framework described above needs further ceralidn in order to be applied to the
CCBs case. The way to address this issue in théhSrhial. (1981) framework is by splitting the
total amount of loans and of deposits into membeis non-members. The demand functions will
be the sum of the members and the non-members dentan first being determined by the
difference between the member and the non-membeerthee second by the difference between the
non-members and the market interest rate. Thetmeguptimization problem is broader, and the
optimal rates of interest are four: interest ratesoans for members, interest rates on loansdor n
members, interest rates on deposits for membetstest rates on deposits for non-members.
However, the relationship derived by cases 2, 3 amheétween the interest rates and the demand
functions will not change.

The question that arises is: how does a cooperaawk, and a CCB in particular, choose
among one of the four cases described to set ardestaategy for its members? The bank
management according to the membership willingsissild make the strategic choice concerning
the value of. ando. In order to get the approval of the general agdgnthe choice made should at

least please the majority of members, and in pddicshould please the median voter.

7.4 Voting for a preference

The basic idea developed in this paragraph isaHa€B will decide its reward strategy according
to type of members holding the majority of voteeeTorum through which the members express
their preferences is the general assembly. Thertaupce of this assembly is given by the fact that
it has the approval of the annual balance sheis imgenda. The annual balance sheet includes the
distributive policy addressed to members suchraslaction in the interest rates on loans (subsidies
on loans) or an increase in the interest ratesepoglts (subsidies on deposits). The manager as

well as the director wants the balance sheet ts.pHse most obvious choice is to decide for
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strategies that please at least the majority of begm The objective is to maximize the welfare of
the median voter in order to have at least thg p#r cent of the assembly voting in favour of the
balance sheet.

Following the example described by Hart and Md@@96), it is possible to picture the case
of an Italian CCB as a median voter issue. Therdisbn between borrowers and depositors is
theoretical, because in the real world a membehtrbg either a pure depositor, not granting loans
from the CCB, or borrower-depositor by holding apast account and simultaneously by
borrowing money from the CCB. The case of a punedveer is unrealistic. Members that have
received loans from the CCB and simultaneously lmposited funds will be considered “mainly”
borrowers. Given the non-discriminatory principfecooperatives, members are charged the same
entry fee per share, with no discrimination acaagdio their types, given that the CCB is not able
to discriminate between members, at least at #wiry. Furthermore, none of the two types of
members will receive dividends based on the amousihares owned.

It is possible to classify members on a continutesretical line that goes from 0 to 1 and
has on the right-hand the pure depositor and oneftdand the pure borrower. Moving from the
right to the left, the weight of loans on depositseases. Assuming that the distribution is skewed
towards depositors, the member placed in the midfitee distribution holds an amount of loans
with the bank such that he is indifferent betweenrgrease in the interest rate on his deposits and
a reduction of the interest rate on his I§arishe differentiation between depositors and boermsw
is not stable throughout. Even though their intisr@se conflicting, some members might actually
switch, in the short period, from being depositorborrowers. This creates some ambiguity in their
preferences.

The manager has to define a balanced redistribstiategy to reward the members so that
the majority will approve the annual balance sheigt the highest probability. Let consider four
scenarios among which the manager has to picknbetmt maximises the welfare of the median
voter. The four scenarios can be also linked withfour cases of the Smith et al. (1981) analysis:
Option A: redistribution of all the resources tdside a lower interest rates on loans (Case=2;

0=0);
Option B: redistribution to reward both groups cgmbers equally (Case ¥o);

Option C: redistribution of resources to incredseinterest rate on deposits, keeping the interest

% The case arises when the net gain from loan ialequthe net gain from deposit—i.e., the valuehef interest rate
multiply by the amount of loan or the quantity afpasits. Usually, since the interest rates are ldwehe case of
deposits, this situation is verified when the memites a larger amount of deposits with a lowerrggerate and a
small quantity of loans with a higher interest sate small increase in the interest rate of depasitnpared to the
market one will reward the member at equally targér reduction of the interest rates on loans ewatpto the market
one.
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loans for members still profitable (Casé\3s o);

Option D: charge a higher interest rate on loalmpst equal to the non-member one, and send all
the revenues to subsidize deposits (Ca3e<s:o).

Option A is preferred by the borrowers, since, Emio case 2, it completely rewards the borrowers

compared to the depositors. “Pure” borrowers hheddllowing preference structure:
A>B>C>D (2)

“Pure” borrowers prefer options with the higheruabfi, compared t@. Option A guarantees the
lower interest rates on loars=(), while option D implies the lower returns fasrbowers { << o)
(Table 8). However, pure borrowers do not exispiiactice since in order to be a borrower, it is
required to be a depositor as well.

Option B described by case 4 in the Smith et @8{) paper should be preferred in a
cooperative institution. However, even though tihgaaization is non-for-profit, individuals are
usually not. Selfish members are those intereste@chieving the highest reward from their
membership, while the fair members are more intedesh the equal sharing of benefits among
members. The fair sharing of benefits might noalstrategic option to be proposed to the general
assembly. According to case 4, by increasing theowohknator of the optimal interest rates, the
benefits of either depositors or borrowers are cedicompared with case 2 or 3. Moreover, since it
does not favour the median voter, it will be hardpproved by the general assemibl¥f it exists,
the “fair” member will show the following preferemstructure:

B>=C>D>A (3)
The “fair” member derives its utility from the loweistance betweeh andcs. According to this
principle, B is the favourite optiork & o), while A is the less preferred onke £1, 6=0) since the
distance between the two parameters is the highest.

Option C is the most favoured by “mainly borrowerBhe main problem with this typology
is that its preferences are not clear-cut. “Mainbgrrower is a member who has granted money
from the CCB but he/she holds deposits in the ank Since he/she can earn from deposits, the
preference for a lower interest rate on loans @eubstituted by a higher interest rate on deposits
Option C, described by case 3 in the Smith atl&8{) model and adapted for CCB by weighting
more thari, will be voted by “mainly” borrowers. This optiguarantees competitive interest rates
on loans compared to the non-member one and ataime time it remunerates the deposits that

“main borrowers” hold too. The preference relatadrimainly” borrower is:

%" The implicit assumption is that members are votiegording to a selfish behavior. The presence exhbers who
could be inequality adverse is not considered. ENeugh members could be inequality adverse, tregesty of
perfectly sharing benefits among the two types sa@enbe less realistic and difficult to implement.
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C>D>B>A (4)
The “main” borrower prefers options in which CCBvegds both its borrower’s and its depositor’s
nature. Option C guarantees better lending conditmmpared to option D, while option A is the
less preferred since it does not remunerate @salkeposits.

Option D is preferred by “pure” depositors and hgde depositors who do not intend to
borrow money in the short term. This case is sintidacase 3, but here is much higher thah,
even though there is an incomplete depositor catemt. The reason for an incomplete depositor
orientation is due to earnings being related tdlileg If the policy of the CCB is completely biased
towards depositors, borrowers will switch to anotbank. The final result would be a drastic
reduction of the CCBs earnings that will determani®wering of the interest rate paid on deposits.

The preference relation for pure depositors is:
D>C>B>A (5)

where D assuresto be much higher thag more than in C and in B.

The manager knows the composition of the genessdnably ex-ante in terms of depositors
and borrowers types. However, he/she cannot disshgoetween selfish and fair members. Given
this uncertainty, option B is the most challengimge and it will not be offered. As already
mentioned, “pure” borrowers do not exist and seawpA is not considered. On the contrary, option
C and option D are the ones that reward deposttioestly and indirectly benefit borrowers who
hold a deposit account. The choice between theativde based on the composition of the general
assembly. However, given the mixed nature of “madiddorrowers, it will be difficult for the

manager to exactly pick the right option.

Table 8
Preference relations per Member’s Type
Member's Type Preference structure Parameters
Pure Borrower A>B>C>D A=D>UA=H>U<d>(1AK9)
Fair Member B>=C>D>A A=8)>A<H>AKEH>(A=1)
Main Borrower C>D>B>A A<OH>UAKEH>UA=8)>1=1)
Pure Depositor D>C>B>A AKLH>A<H>UA=8)>1=1)

In order to put some light on the strategic ch@cwially made by CCBs, an ex-post analysis
have been done. The question that the empiricés teg to answer is: What is the impact of

borrowers’ vs. depositors’ majorities on the chdieéween option C or D?
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7.5 The Model

To empirically test the median voter framework, thedel splits the group of members into two:
borrowers and depositors. Depositors are definethasbers who have not currently borrowed
money from the CCB, while the borrowers are depositvho also have a loan from the bank.
Apart from the financial product that the CCBs diggpthem, the two groups of members are
identical. Letd (0<6<1) be the fraction of borrowers, whitg=1-5 is the fraction of depositors.
Wheneveio>n, the CCB is run by a borrowers’ majority.

The model assumes that all members will sit in ¢beeral assembly and will all vote.
Customers who are not members are not allowed o the general assembly. It is also assumed
that a CCB has no other use for its earnings dtieer distributing it to the members. Individual
preferences are single-peaked (Milanovic, 2000)s Timplies that the median voter type has a
decisive role in determining the level of the rémlmition direct to his/her type. The median voter
must gain from the redistribution process to vatéavour of the suggested plan. However, it is not
the case that he/she gains more than anyone etsefavlexample, has more deposits. Actually, the
larger is the gain in absolute terms, the leskésgain, in relative terms, received by the median
voter since he/she is the one with the smalle&rdihice with the non-majority type.

The implicit assumption is that CCBs work with thien of increasing the welfare of their
members. The stylized model introduced here impiieg the nature a non-for-profit bank is
summarised by two defining features. Firstly, ti@Bthas no direct incentive to create profits. Any
surplus on its activities is either used to buifdl neserves, while the remainder is distributed to
members as interest rate subsidies. Secondlyagsamed that the policies of the CCB are set in
order to maximize the surplus of a sub-set of memm®mpatibly with its objective functions. It is
a common assumption in the literature on credibnmithat these banks maximise some portion of
consumer surplus (e.g. Taylor, 1971, and Smith.et1881, Canning et al., 2003). The goal is to
identify which option is the one followed by CCBs practice. In order to reach this goal, the
hypotheses to be tested is:

The majority of borrower (depositors) impacts tiwerage earnings (costs) on loans (deposits)
by reducing (increasing) them.
This hypothesis aims to verify whether the majoatyoters will address the strategic price policy
of the CCB. The test is based on the significanagleies of the parametd}; in the fixed effect
regression model (6):

avearings = By + a; + p;d_majority_borrowers;, + ycontrols; + u;; (6)
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whereavearning&® represents the average earnings on member’s ta@hit eould be considered as

a proxy for the interest rates asked on loans fembrersd_majority_borrowerss a dummy which
take value 1 wherd{(n+ 5)) > 0.5, andcontrolsis a vector of control variables which includes th
number of clients and members of the banks. A ammiodel is used to test the hypothesis using as
dependent variable the average ¢Bsts a proxy for the interest rates on deposits.

The data used in these analyses are borrowed fiamk Bf Italy’s Supervisory Reports and
cover the period from 2004 to 2009. In particulaformation on CCBs refers to all Italian banks
belonging to this category (411 CCBs), apart fréwose for which the data were not available for
all the periods covered, because they ceased #uo#ivity for reasons other than mergers or

acquisitions (namely, liquidation).

7.6 Results

Descriptive statistics show that in the period fra@04 till 2009, the average value &fn+ 6) for
Italian CCBs has been equal to 42.8 per cent, idb@sgra situation in which the depositors are the
majority among members on average. However, amg\tiis value by size, the share of borrowers
over depositors increases with the decrease of C&iBxs The lowest rate is the one registered by
large CCBs (37.9 per cent) that seem to be movetagit to grant while the highest one is the share
registered for small CCBs (47.0 per cent). Morepiarking at the macro areas, in the North the
average share value is below the national aveliaghd North East is equal to 40.9, in the North
West is 39.9), underling a higher saving propernisityie North compared to the rest of the country.
The highest value is registered in the Centre, withare of 45.7 per cent, two percentage points
more than in the South.

In order to test the hypothesis, the dependenablEihas been analysed using both the
actual value and its rate of growth. Given its deatof linking two years, the rate of growth
describes a more dynamic setting compared to tigeession with only levels. The results
concerning the median voter hypothesis test araranmed in Table 9, while Table A 18 and A 19
show the complete results of FE regression modélable 9, the first row indicates the preferential
relation as given by the theoretical frame, whive second row summarizes the sign and the

significance level of the relevant variable, thgaméy of one of the two types of members.

®8 The average earnings on loans have been compufgelvasues on interest on loans on members)/(0vid(ets of
loans at t-1+ amounts of loans at t)).

% Similar to the average earnings, the average cbstee been computed as the costs of interest for
deposits/(0.5*(amounts of deposits at t-1+amoumtegfosits at t)).
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Table 9

The median voter hypothesis test

Average Gro;/://?r;af of Average | Growth rate of
earnings on >rag costs of | average costs
earnings on . .
loans | deposits of deposits
oans
. Preference
Majority of | ¢ cture C>D>B>A
borrowers
Estimated sign positive* | positive ‘ positive ** | positive**
. Preference
Majority of | qiructure D>C>B>A
depositors
Estimated sign negative |  negative | negative* | negative

**Sjgnificant at 0.5, *significant at 0.1

The results underline that option D is the one ehdsy the manager in case of the majority
being composed by borrowers. Thus the CCB will adtigher interest rate on deposits (the
estimated sign is positive and significant) andwianeously a higher interest rate on loans (the
estimated sign of the average earnings is positivkesignificant). This result depicts a situatibatt
“pure” borrowers will not prefer. However, option B the second best option for “main”
borrowers, and the best option for “pure” depositdihe scenario that emerges seems to be driven
by a compromising strategy between the two prefereschemes of the two types of members. It is
not a strategy that creates a net bias towardswers.

More borrowers translate into more earnings for@i@B. The increase in earnings is a way
to pay higher interest rates on deposits. “Mairdgtrowers are rewarded by the choice of option D
since they are indirectly remunerated by gainingeman their deposits and by being charged an
interest rate on loans still lower than the non-rbenone. “Pure” depositors directly benefit from
the increase in the interest rates on depositthé\end, the option chosen will not create corslict
among members and will lead to the approval ofatineual balance sheet with higher probability.

However, if depositors compose the majority, neithygtion C nor option D describe what
emerges from the empirical results. The impact ¢drger number of depositors on the average
earnings from interest rate on loans is not sigaift, while it has a negative and significant imipac
on the average costs of deposits. The median votetel does not account for such an option.
However, considering the Smith et al. (1981) optimgerest rate of deposits, hints can be found to
interpret this result. According to the complet@aigtor oriented scenario (case 3), the increase in
the quantity of deposits reduces the interest shteposits. Even though the median voter model
does not describe this situation, it seems plagisibl verify that a higher number of depositors

increase the costs of the CCBs, which in turn regt Wwithin a certain range. In order to avoid an
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uncontrolled increase of costs, the best choite reduce the remuneration of deposits. Moreover,
if the CCB is not facing a liquidity shortage, ibab not need to attract funds by paying a higher
interest rate.

Considering the growth rate of the average valdieamings and costs, the results about the
impact of the both type of majority are the samdzoarower majority accelerates the growth of
earnings and costs, while a majority of depositbosvs the growth. However, the only significant
coefficient is the one concerning the majority offowers positively related with the growth rate of
the costs on deposits. When borrowers are thedasiares, the CCB increases the rate of growth
of costs to reward depositors and borrowers. Atdhme time it does foster the growth of the
interest rates on loans. Once the depositors daegar proportion of members, the CCB tries to
control the costs and it slows the growth of payts@m deposits, while it will need to charge more
on borrowers to pay an increasing interest ratemembers’ majority.

To sum up, in case of a depositors’ majority nohéhe situation indicated by the median
voter model seems to be verified. In particulae, depositors’ preference structure is not confirmed
by data. A more biased distribution towards theodéprs does increase the costs for CCB,
reducing the interest rate paid on the deposits 3ikuation is consistent with the definition bkt
optimal interest rate on deposits in a deposite@rded bank, as theorised by Smith et al. (1981).
When borrowers represent the majority, a situasonilar to what was forecasted by option D
occurs. Even though option D is only the second bpson for “mainly” borrowers, it allows the
manager to satisfy both types of member. Thiseggsatillows a redistribution of benefits that will

not cause conflicts during the general assembhydxst the two groups of members.

7.7 Conclusion

The goal of this chapter is to empirically test theoretical hypotheses of the median voter model.
Following this framework, a CCB, being a coopemtishould redistribute benefits to its members
according to median voter type in order to asshesdpproval of the annual balance sheet in the
general assembly. The model, when translated imtoermpirical test through a fixed effect
regression, indicates option D as the most reliadlen borrowers compose majority. Less clear
results emerge for the case of a depositors-dnnajority. In order to frame results concerning a
depositors’ majority the Smith et al. (1981) mosieéms to offer a more plausible explanation.
Borrowers seem to play a more determinant roledofressing the redistributive policies of
the CCBs. The presence of more borrowers increthgesarnings of the banks. Moreover, their
dual nature of being borrowers and depositors m#kes a strategic stakeholder to whom the
manager and the directors should devote more miteriince they plan CCBs’ development
strategies. On the contrary, a larger share of slepe is not so profitable for the CCB, since it
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increases the costs, unless the CCB is suffermm fiquidity shortage. Keeping the interest rates

on deposits low, even in presence of a large sbiapeire depositors, is a way to guarantee some
margin for the CCB and to control the cost-incorfieiency level. At the end, both these elements

will favour the growth of CCBs.

This chapter shows that, given its cooperative neatine best choice for a CCB is to find a
way to please simultaneously both type of memi&ifserently from what theorized by Smith et al.
(1981) and by Emmons and Schmidt (2000), in the cA€£CBs the solution of the conflict among
members is based on a compromising solution thaéscabout depositors’ and borrowers’
expectations. Favouring just one type of membertpee is a choice that does not take into
consideration the complex and changing nature ahlbees. It is a narrow strategy that will not be
sustainable in the medium and long term. The aislygsrformed here suggests two possible
strategies to reward members. First, if the inardasthe interest rate of deposits is sufficiently
supported by earnings, this is the best policy wosgpe to simultaneously reward all members.
Second, if, on the contrary, the costs of sustgimirhigher interest rate on deposits are too large
compared to the earnings, the best option to pussaeustainable police by improving the level of

the cost-income ration and the level of the intengsrgins.
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The voter majority test (1)

Table A 18

Average earnings on loans

Average costs of deposjts

@) (b) @) (b)
Majority borrowers 0,005* 0,015**
(0,003) (0,007)
Majority depositors -0,003 -0,013*
(0,003) (0,007)
Number of borrowers 0,000 0,000 -0,000 -0,00
(0,000) (0,000) (0,000) (0,000)
Number of depositors -0,00001 -0,00001 -0,6001 -0,0001***
(0,000) (0,000) (0,000) (0,000)
Number of non members -0,000 -0,000 0,000 00,
(0,000) (0,000) (0,000) (0,000)
Loans over deposits 0,003 0,003 -0,022 0,02
(0,014) (0,015) (0,032) (0,033)
Total assets 0,055* 0,060** 0,086 0,101
(0,030) (0,030) (0,067) (0,067)
ROA 0,769 0,764) 1,273 (1,238)
(0,522) (0,529) (1,182) (1,193)
Cost-income -0,001 -0,001 -0,004* -0,004*
(0,001) (0,001) 0,002 (0,002)
Tierl 0,00005 0,0001 0,002* 0,002*
(0,0005) (0,001) (0,001) (0,001)
Non performing loans -0,00002 -0,00004 0,0001 0,0001
(0,0003) (0,0003) (0,001) (0,001)
Net interets on net margins 0,001 0,0005 0002 0,002%**
(0,0004) (0,0004) (0,001) (0,001)
HHI 0,189** 0,190** 0,316* 0,328*
(0,077) (0,078) (0,174) (0,177)
Brahces incidence -0,015 -0,014 -0,026 -0,026
(0,020) (0,020) (0,046) (0,046)
Reference area -0,038 -0,041 0,077 0,066
(0,033) (0,034) (0,075) (0,076)
GDP growth 0,032 0,011 -0,240 -0,298
(0,110) (0,110) (0,249) (0,249)
Unemployment 0,004** 0,004** 0,007* 0,007*
(0,002) (0,002) (0,004) (0,004)
Member-non-member differences
on loans' interest rate -0,084 -0,081 -0,623*  -0,620**
(0,118) (0,119) (0,267) (0,270)
Member-non-member differences
on deposits' interest rate -0,015 -0,017 07490 0,485*
(0,113) (0,114) (0,255) (0,258)
Cons -0,831 -0,892 -2,307 -2,506
R-squared 0.54 0.53 0.61 0.61

(1) FE estimations

*Significant level at 10 per cent; **Significant at 5 per cent; *** Significant at 1 per cent.
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The voter majority test: the growth rate (1)

Table A 19

Growth rate of average earnings on  Growth rate of average costs of
loans deposits
(©) (d) () (d)
Majority borrowers 0,274 0,426**
(0,172) (0,208)
Majority depositors -0,167 -0,267
(0,175) (0,214)
Growth of borrowers -0,515 -0,495 -0,493 463,
(0,620) (0,628) (0,753) (0,768)
Growth of depositors -0,709* -0,788** -0,892* -1,010**
(0,379) (0,384) (0,460) (0,469)
Growth of non members 0,038 0,022 0,091 0,06
(0,117) (0,118) (0,142) (0,145)
Loans over deposits 1,018 1,017 1,162 1,163
(0,836) (0,848) (1,014) (1,037)
Total assets 1,490 1,766 1,965 2,394
(1,684) (1,697) (2,044) (2,075)
ROA -60,449** -61,438** -49,369 -50,911
(29,806) (30,181) (36,180) (36,902)
Cost-income 0,043 0,046 0,033 0,038
(0,060) (0,061) (0,073) (0,074)
Tierl 0,067** 0,069** 0,091%*= 0,094***
(0,027) (0,027) (0,032) (0,033)
Non performing loans -0,031 -0,033* -0,038 0,042*
(0,020) (0,020) (0,024) (0,024)
Net interets on net margins 0,026 0,024 0,037 0,034
(0,022) (0,022) (0,026) (0,027)
HHI 3,759 3,848 3,843 3,996
(4,340) (4,408) (5,269) (5,390)
Brahces incidence -0,793 -0,765 -1,208 -1,172
(1,118) (1,138) (1,357) (1,391)
Reference area -3,092 -3,401* -3,753 -4,229*
(1,998) (2,009) (2,425) (2,457)
GDP growth 1,712 0,559 -2,092 -3,881
(6,277) (6,309) (7,619) (7,714)
Unemployment 0,095 0,088 0,153 0,142
(0,100) (0,101) (0,122) (0,124)
Member-non-member differences on
loans' interest rate 4,679 4,858 5,351 (6,61
(6,836) (6,926) (8,298) (8,468)
Member-non-member differences on
deposits' interest rate -1,751%** -17,698*** 19,936** -20,217**
(6,525) (6,608) (7,920) (8,080)
Cons -10,714 -13,469 -16,675 -21,005
R-squared 0.44 0.43 0.45 0.43

(1) FE estimation

*Significant level at 10 per cent; **Significant at 5 per cent; *** Significant at 1 per cent.
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8 Conclusion

Understanding the patterns of development of hai€CBs is the broad theme of this dissertation.
In particular, the emphasis has been on the pedioce of CCBs in the period from 2004 to 2009.
CCBs have been framed and analyzed using an iméelgapproach that includes elements from the
transaction costs approach, agency theory andwhership rights approach. Within this integrated
framework, CCBs have been analyzed in order to antfwee main research topics.

The features of the recent growth of CCBs

It is widely recognized that the Italian CCBs hdneen able to restructure their business model in
order to react to the liberalization of the earfBs9However, after the end of the M&A wave that
involved larger Italian banking groups, CCBs wexpexted to slowly disappear from the Italian
banking market. Instead, the CCBs kept on growaspecially in the niche market of SMEs and
households. However, CCBs cannot be considered sisgée, homogenous category of banks.
Among this set of banks, various patterns of groedah be identified. While some of them have
remained a local bank, deeply related with the arearigin, others have followed a different
strategy by expanding their size and their refezencea. Given their expansion, a possible
consequence is the erosion of their closer integratith the local community and a weakening of
their advantages in collecting soft informationeTtatistical evidence suggests that size does seem
to play a role in differentiating CCBs. However,ogeaphy matters too. In order to further
understand how these two elements impact the grow@CBs, two different attempts have been
made. The first was to test the Law of Proportiogédcts in order to detach the impact of size on
growth; the second exploited the characteristicthefenvironment in which CCBs are located—
i.e., the level of social capital—to explain theiarket shares.

Drawing from the model in Tschoegel (1983) to tb& validity of LPE for CCBs in the
period from 2004 to 2009, the goal was to undedstha role of size in the growth of CCBs’ loans,
assets, and membership. The results favour regettie LPE in favour of a negative relationship
between size and growth. Smaller CCBs have growsterfdhan the biggest ones. Moreover, the
multivariate analysis has underlined the importa played by other variables, such as the cost-
income and the average earnings on loans or thrageeosts of deposits in explaining the growth
of CCBs. Among the most relevant variables, itasgible to list those describing the area in which
the CCB is settled. For this reason, special atterihas been paid to analyse the role of local

features in order to describe the performance B£C

The impact of social capital on the performanc€6Bs

In order to analyze the importance of the areahenperformance of CCBs, it is vital to choose
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those features that capture the specificity of@hzenks. Given their cooperative aim, it is plalgsib

to assume that the CCBs benefit more than otheestygf local banks from an environment
characterized by a high level of cooperation aodttrin this case, the data have been aggregated at
the provincial level and the dependent variablepact for the overall market share of CCBs and
the specific market share of CCBs with SMEs. HowgeWiee environment can also favor the
presence of other types of small banks, who base lnding technology on relationship and
proximity to their customers. For these reasontg dathe province level have been collected also
for small banks that are non-CCBs.

The analysis performed on share of CCBs in thedaaarket indicates a strong relation
with social capital, defined both as the numbepe®edple joining associations and as the level of
trust. The relation is even stronger when the ntadt@re in the niche market of SMEs is
considered. In the areas with low social capit&BG funding are lower. By separating the types of
network in to universal or particular, the resudtoow that the universal network is the one that
matters in explaining the market share of CCBs.

According to these results, CCBs are more prevafeateas with a larger network among
people, especially those interested in working vaislsociations of universal aim, and by a higher
level of trust. Due to this social capital, CCBs able to fully exploit their comparative advantage
in collecting soft information, in lending on aag&bnal basis and to control members through peer
monitoring. This seems to be a unique featuredtiar small banks do not share.

The ownership structure matters and it makes areifice in defining how the social capital
impacts the diffusion of CCBs. The ownership stnuetof CCBs allows them to better implement

the informal mechanisms of lending and control.

The relation between the governance structure aketést rate pricing as a way to reward

members

Finally, the dissertation aims to investigate teevard strategies that CCBs have implemented. In
particular, members have an incentive to join apeoative firm if they can get some private
benefits from the membership, besides their alituisterest in supplying a public good for the
local community. The way in which members exprdssrtpreferences is through a vote in the
general assembly. According to the median voterahdte board and the manager should design
the balance sheet in order to better reward thge’tpf members who hold the majority of votes.
Members, who are either borrowers or depositorse hl@onflicting expectations on the reward
policies, in general. In particular, their gainarr the pricing of either interest rates on loansror
deposits are diametrically opposed. First, thisptdraattempts to draw a preference structure for

different types of members by merging the mediatervéramework and the Smith et al. (1981)
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model, and second to empirically test the resultirefjerence structure.

The above theoretical framework helps to descrthe fypes of members and to identify
their preference structure in terms of reward sa®enihe two most challenging types are the “pure
depositors” and the “mainly borrowers”. Their exiadions are opposite in terms of preferred
interest rate policies. The first one will vote fam increase in the interest rates on depositdewhi
the second would prefer a reduction of the intetasts on loans.

The empirical tests show that the borrowers hawyqu a decisive role compared to
depositors in addressing the redistributive podicd CCBs. If the majority of members are
composed of borrowers, the reward strategy is ¢lcersd best option for the “main borrower” type.
The manager will increase the interest rates oroslepso as to please both types of members
simultaneously: depositors directly and borrowedirectly, since they also hold an account in the
CCB as well. Alternatively, if the majority is comged of depositors, the pricing strategy does not
follow the preference structure according to theliare voter theory. Instead, it is determined by the
solution of the maximization problem for the optlnrderest rate on deposits. The CCB pays more

attention to its cost level.

Main contributions and economic implications

The main contributions of this dissertation to @€Bs literature are the following:
1. Evidence shows that the smaller CCBs have not gesmed as expected, instead they have
grown faster than larger CCBs from 2004 till 208@e matters;
2. CCBs have shown a larger market share in areasewthersocial capital, in terms of network
and trust, is higher, for the period from 20032{I11: environment matters;
3. CCBs reward their members, not always accordintpé¢ostrategy suggested by the median
voter theory, instead by taking into account th&@uability of bank: ownership matters.
According to the results of this thesis, some potecommendations can be derived. The
search for economies of scale by increasing sirmtisa strategy that will speed up the growth of
CCBs. Other factors seem to play a prominent rolehe development of these banks. These
include factors such as the construction of anreateenvironment based on reciprocal trust and
deeper network among people. CCBs would be abterbexploit the mechanisms on which they
base their advantage as compared to other finainsiatiutions: localism, reciprocal knowledge and
ownership structure. Moreover, given the importanteéheir members, who are simultaneously
owners and customers of the bank, CCBs should thedbest strategies to be reward for the
partnership in the bank’s venture and at the sameriespecting the balance sheet constraints.
In order to reach these goals, CCBs cannot memlyabsiveactors in the local economy

and also base its growth on the demand side. C@GBgld play a moreactive role in the local
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development financing projects which are aimedniréase the cooperation and the sustainable
growth in the area in which they are settled. Tlsbpuld be able to seize the new demands
emerging from the transforming social and econoseiting and to provide innovative solutions.
Among the most challenging aspects that have rgcenterged, here is a partial list that may be
relevant for CCBs: the rise of the so-called poorkers, the precarious condition given by the new
labour contracts, the emergence of various fanyipologies, the growing request for financial
services by small enterprises run by migrants.abe fsuch financial requests, the old elements that
characterised the lending contracts—for e.g, tHtatepal, are no longer adequate. Furthermore,
raising funds through deposit accounts is not dppedor the young and it has to deal with the
aggressive competition coming from online banks.BEQeed to take into account these new
scenarios and reshape their business model acgbrdirhis is not just a “good” thing per se; it is
also a focal strategy in order to pursue the gbgrewth and surviving the competition from other
banks.

CCBs constitute an interesting topic that needsetéurther explored. One of the promising
fields of research concerns the corporate govemah€CBs. In particular, it would be interesting
to analyse whether the manager pursues the CCRlsngativated by an incentive scheme or if he
or she avoids free riding behaviour as a resulthef monitoring tools implemented by directors.
Similarly, whether the relationship between the ager and the directors can be better described
by the stewardship approach may be worth exploriglfish managers and directors could
effectively thwart the cooperative form of thesenksm Another issue worth exploring is the
comparison between CCBs and commercial banks dfesisize. Even though the number of small
commercial banks is limited, it is only by compari@CBs with other small, local, non-cooperative
banks that the role of ownership will be clarifidéinally, in order to have a more complete
framework, the customers’ point of view should bengidered. In particular, the relationship
between SMEs and CCBs during the time of finartciahoil will shed some light on the resilience

that CCBs seem to show in adverse periods.

Final considerations

This dissertation argues that the CCBs are not ksome dinosaurs that have survived cyclical
economic crisis but designated to disappear howdustead, CCBs are dynamic and resilient
actors of the local development and they are abélapt to the changes in the economic and social
environment in which they are situated. Due tortigeowth in the past, the CCBs are now larger,
their market share has risen and their customersiare diversified. However, the recent crisis has
placed new challenges in terms of liquidity shoetamd worsening credit quality. The increasing

difficulties in raising funds are affecting theursival as well. Since their margin interest, whish
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the main income source of CCBs, is lowered by th@ease in the costs of the fundraising.
Moreover, the concentration of the loans in spedifdustries—i.e., real estate and construction—
makes these banks more vulnerable to idiosyncsaticks. Finally, the expansion of loans to non-
traditional customers could increase the overak due to a rise in the share of non-performing
loans.

The evolution from RBs to CCBs has not been fullpmorted by a review of the
governance structure, which is necessary givenn#we risks faced by CCBs. Among the most
urgent issues to be upgraded are the followingnappropriate distribution of competencies to the
management and a lower turnover of the directortheboard that gives rise to the so-called
“group thinking” problem. This results in a deepeniof “hegemonic” positions, and in reduced
capacity of the auditors’ board to be independemt mcisive. According to Visco (2012), the
inadequateness of the managerial structure artteafdmplexity of the managerial procedures have
reduced the effective capacity of CCBs to expludirt relationship lending advantage, ending up in
inefficient choices in some cases.

CCBs are fully independent banks, affiliated toeaahd level network that provides them
both with financial and non-financial services. Tdwporate governance structure plays a central
role here. Their statutes have recently implementaa rules, which imply more severe selection
criteria for board members, a smoother turnover arstricter regulation that is aimed to prevent
conflict of interests. However, the main challentjest they face in the years to come will be to
improve their structure in order to be more efiiti@and competitive, especially on corporate
governance. The resilience and adaptive featu@gddte able to help CCBs to successfully tackle

these new challenges.
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