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7  Finance and development: the case
of Southern Italy

RICCARDO FAINI, GIAMPAOLO GALLI
and CURZIO GIANNINI

1 Introduction

In his pioneering work on the development of the Mezzogiorno, Hollis
Chenery (1962) highlighted the fact that despite massive capital inflows
the accomplishments of the Southern Italian economy had been in many
respects disappointing and, at any rate, had not matched the performance
of the North. Thirty years later, Chenery’s judgment is not really open to
dispute. Almost half a century of development policy, fostering large-
scale transfer of income and capital to Southern Italy, has failed to
narrow in any significant manner the output gap between North and
South (Table 7.1).

To be sure, today’s South is no longer poor: in per capita GDP, it fares
no worse than the North in 1970 or Spain today; it is considerably better
off than Ireland, Portugal and Greece (Table 7.2). In forty years it has
undergone significant change, as witnessed by the fall in the share of
agricultural employment from 49 to 16 per cent; local manufacturing has
unambiguously taken off along the Adriatic coast and around Naples.

However, the fact remains that convergence has not been achieved, nor
is it anywhere in sight. Investment has been high, but productivity in both
the public and the private sectors has lagged behind. As a result, 36 per
cent of the Italian population lives in a region that has become heavily
dependent on public subsidies. This condition has become the source of
increasing political strain, since socially painful central government
budget cuts have become necessary to redress the public finances. A view
broadly held by public opinion, and endorsed by reputable scholars,! is
that the money spent in the South has been a source of waste, has fed
corruption and has nourished rather than curbed organized crime; it has
perpetuated and aggravated a long history of dependency on external aid,
rather than promoting economic growth. Surely, government intervention
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Table 7.1. The South and the Centre-North: main indicators (per cent)

1951-60 1961-70 1971-80 1981-90 1990

Share of South in Italian:

— population 37.2 36.0 35.1 36.1 36.6

- GDP 24.4 24.1 24.1 247 24.7

- consumption 28.1 28.2 279 29.9 30.3

— fixed investment 26.1 29.0 31.2 29.0 26.9
South/Centre-North

-~ GDP per capita 54.5 56.6 58.6 58.2 56.7

— consumption per capita 66.2 70.0 71.4 75.4 75.1
Investment [ output

South

— whole economy 22.4 25.6 26.0 24.5 22.0

— industry 14.7 20.6 24.5 22.8 22.0

Centre-North

— whole economy 20.3 20.0 18.2 19.7 19.6

— industry 21.3 16.9 13.8 17.4 18.6
Net imports/GDP

— South 15.4 17.9 20.0 20.8 20.3

— Centre-North —-2.8 —4.8 -39 -52 - 6.0

— Italy - 1.6 1.8 1.8 1.2 0.5
Unemployment rate :

- South 9.1 6.4 9.6 16.3 19.7

- Centre-North 6.8 4.5 52 7.6 6.5
Employment shares

South

— agriculture 49.1 35.9 27.3 18.1 15.6

— industry 23.1 29.1 29.3 23.4 21.8

— private services 18.4 223 26.7 38.2 41.5

- public sector services 9.4 12.7 16.7 20.3 21.0

Centre-North

— agriculture 31.1 18.6 10.4 8.4 6.9

— industry 34.5 40.9 41.3 34.6 33.1

= private services 24.4 28.8 33.1 40.3 43.1

— public sector services 9.5 11.7 15.2 16.7 16.9

Sources: Istat and Svimez (various years).

Note: In 1987, Italian national accounts underwent a substantial revision.
Columns 1-3 of the table refer to the old accounts, columns 4-5 to the revised
accounts. The main change concerns investment, which has been revised upward,
especially in the Centre-North; employment statistics (but not the unemployment
rate) now refer to standard labour units rather than number of employees.
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Table 7.2. GDP per capita in Europe' (EUR 12 = 100)

Italian Regions European Countries
1 Lombardia 137.3 1 Luxembourg 125.4
2 Valle d’Aosta 132.9 2 Denmark 113.7
3 Emilia Romagna 127.7 3 Germany 113.5
4 Trentino A.A. 121.6 4 France 109.2
5 Piemonte 120.7 5 United Kingdom 105.3
6 Liguria 120.4 6 Netherlands 104.5
7 Lazio 120.2 7 Ttaly 104.4
8 Veneto 119.0 8 Belgium 100.7
9 Toscana 116.4 9 Spain 74.0
10 Friuli V.G. 115.0 10 Treland 64.2
11 110.0 11 Greece 54.3
12 Umbria 95.0 12 Portugal 53.7
CENTRE-NORTH 123.7 EUR 12 100.0
13 Abruzzo 87.6
14 Sardegna 77.1
15 Molise 753
16 Puglia 73.6
17 Sicilia 70.1
18 Campania 68.7
19 Basilicata 61.5
20 Calabria 58.7

MEZZOGIORNO 70.7

Source: Guglielmetti and Padovani (1989).
Note: 1 Purchasing power parities (1987).

in the South no longer commands the widespread intellectual support
it enjoyed in the 1950s and 1960s, and is losing its political appeal.?

It is against this rather bleak background that the current debate on
finance and development is taking place in Italy.

In this area, the government has done much of what good economic
theory used to suggest. The literature cited lack of long-term capital as a
main constraint on growth in less developed areas (Gerschenkron, 1962;
Goldsmith, 1969; Rybczynski, 1974); insufficient local savings and
retained earnings, widespread uncertainty and risk-aversion were deemed
to hamper the agglomeration and channeling of long-term funds from
savers to investors. In this perspective, it was necessary to promote the
creation of a local financial structure and, above all, of Special Credit
Institutions (SCIs); these were not very different from the Development
Finance Institutions created in many developing countries with the
support of the World Bank. The mandate of such institutions, created
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after the war, was soon substantially broadened to include the selection of
projects eligible for public subsidies; a regulation was introduced fixing
the interest rate that SCIs could charge on subsidized loans.

Our analysis starts from the consideration that external aid has been
massive and capital scarcity is not (or, at least, is no longer) the key
problem (Section 2). We must thus confront the ‘productivity puzzle’,
which is at the centre of much current literature on development, not only
in Italy (see, among others, Lucas, 1990, and Greenwald and Stiglitz,
1991). Total factor productivity is unambiguously lower in the South,
even in private manufacturing. This brings up a long list of problems,
ranging from still deficient infrastructure and the inefficiency of govern-
ment services to issues of market structures, increasing returns, localized
learning etc.; it also suggests the possibility of policy-induced distortions.
The questions that we ask focus on the role of finance. Can inefficiencies
of the financial sector be legitimately added to the list? And, if so, to what
extent can they be attributed to inadequate policies?

In order to assess these issues, we document the unhappy state of finance
in today’s Mezzogiorno, stressing the role of a large body of regulation, in
tune with good old theories, that until recently has been a major factor in
segmenting the banking markets, hampering competition and efficiency
(section 3). We then analyse the functioning of the system, building on a
number of contributions that have gone well beyond the traditional
‘channeling’ approach. Influential works by McKinnon (1973) and Shaw
(1973) have argued that a system of directed credits and low interest rates
discourages lending for riskier and longer maturity projects, impedes
competition within the financial sector and plays a role in credit rationing,
with no guarantee that credit will be granted to the more productive
projects.? More recently, the traditional approach has been criticized by a
number of scholars (see, for instance, Stiglitz, 1989, and Hellwig, 1991),
on the grounds that it does not deal with informational problems and
misses the crucial function of financial institutions, i.e. the allocation of
capital to the most productive uses. If informational and other market
imperfections are substantial, as is often the case in less developed
regions, then the simple availability of capital at the macro level may not
be sufficient to promote development. What matters is that capital be
channeled to firms and projects with high social rates of return. In this
spirit, we perform a number of tests to assess the allocative efficiency of
Southern financial markets (section 4).

In section 5, we bring the evidence together and offer our view on what
ought to be done to enhance the contribution of the financial system to
the development process. :
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2 The ‘dependent region’ model

The economic condition of the South can be described in terms of what
has often been called the ‘dependent region’ model. Its key features are
large government transfers, high wages and consumption, low produc-
tivity and persistent external deficits. A few numbers suffice to give an
idea of the size and persistence of these phenomena.*

2.1  Regional development policy and transfers

The engine of the model is government transfers. The fact is that the
overall primary deficit of the Italian public sector is the resultant of a
much larger deficit in the South and a surplus in the Centre-North.

Asis shown in Table 7.3, in 1988 the excess of non-interest spending over
total public sector revenues was 31 per cent of regional GDP in the South
and minus 8 per cent in the Centre-North. In fact, for at least three
decades the primary public sector deficit in the South has been no less
than 20 per cent of the region’s gross product (Banca d’Italia, 1989). Since
interest spending is of course a consequence of primary deficits, this
accounting implies that the formation of the entire Italian public debt,
now 104 per cent of GDP, can be imputed to the excess of primary
spending over revenues in the South.

Transfers are largely the result of the automatic functioning of the tax
and social security systems coupled with the lack of financial autonomy
for local authorities. But other factors, more directly linked to regional
development policy are also important, notably labour and capital subsi-
dies, exemptions from corporate taxes and special public works pro-
grammes.

A glance at the main items of the government budget, displayed in Table
7.3, highlights these points. Four facts stand out. The share of personnel
spending in the South is 44 per cent of the national total, outstripping the
regional share of both GDP (25 per cent) and population (36 per cent).
Expenditure on social benefits is three times as great as social security
contributions, while in the rest of the country the two items are roughly in
balance; this is in part the result of labour subsidies (in the form of
reduced social security contributions) that now amount to some 20 per
cent of labour costs in manufacturing (see Bodo and Sestito, 1991).5 The
South’s share in direct taxation (20 per cent) is smaller than its share of
GDP because of progressivity and, more importantly, regional exemptions
from corporate taxes on new investment. The ratio of capital spending
to GDP in the South is twice as high as in the Centre-North, as a result
of efforts in two areas of regional policy: public works infrastructure
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— a key objective of regional policy since the inception, in 1951, of the
‘Cassa per il Mezzogiorno’ — and financial subsidies to investment; the
latter, introduced in the 1960s, now reduce the cost of long-term capital
in Southern manufacturing by about 40 per cent.

The macroeconomic consequences of government transfers have been
high local consumption and a persistent regional trade deficit (Table 7.1).
Total per capita consumption is 75 per cent of that of the Centre-North,
much higher than the comparable figure for GDP (57 per cent).

Investment has also been high, but its poor productivity has curbed the
growth of potential output. The trade balance has therefore been in the
red since the 1950s; the deficit expanded significantly in the 1960s and has
since oscillated around 20 per cent of the area’s GDP (Table 7.1). As of
1990, Italy’s national deficit (6 trillion lire, 0.5 per cent of GDP, by the
ESA definition) was resultant of a deficit of 65 trillion lire in the South
and a surplus of 59 trillion lire in the Centre-North. '

In principle, a trade deficit may be considered natural in a less developed
area, if imported saving is put to productive use. What is striking about
the Mezzogiorno, however, is that the external deficit has persisted for
decades, and nothing suggests any impending reversal. It is quite clear
that the external deficit reflects the permanent weakness of the productive
structure and continuous dependence on external aid.

2.2 The productivity puzzle

A large body of research has demonstrated that the North-South produc-
tivity gap cannot be accounted for by the different composition of output,
either by sector of activity or by size and property structure of firms (see,
among others, Svimez, 1991, and Banca d’Italia, 1990). Some of the key
numbers are reported in Table 7.4; labour productivity in private manu-
facturing is about 20 per cent lower than in the rest of the country. The
capital productivity gap is wider, value added per unit of productive
capital being only about half as much in the South as in the Centre-North.
The high capital/output ratio measured from firms’ balance sheets is no
surprise in view of the national accounts data, which show that the ratio
of gross investment to output has always been much higher in the South,
both in the industrial sector and in the whole economy (see Table 7.1).
The contribution of direct investment flows from outside the area has
been essential: about 60 per cent of total manufacturing employment is
with firms whose main operations are not in the South.® Cumulating net
additions to the capital stock Galli and Onado (1990) have computed a
theoretical North-South output gap assuming equal efficiency of invest-
ment and equal factor proportions in the two areas. In this exercise, per
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capita GDP in the South should be between 75 and 80 per cent of that of
the rest of the country, depending on assumptions concerning
depreciation rates and the initial distribution of the capital stock in 1951.
The difference between this figure and the actual ratio of 57 per cent is
accounted for by lower total factor productivity and higher capital inten-
sity of Southern production. The capital/labour ratio in Southern manu-
facturing (as is implied by the first two rows of Table 7.4) is 1.6 times
higher than in the Centre-North. Differences of this order of magnitude
are found in almost all sectors of activity and size categories of private
firms. They can be attributed to the system of subsidies, which strongly
favours capital-intensiveness (see Siracusano and Tresoldi, 1990; Galli
and Onado, 1990; Dini, 1989).”

Various other indicators confirm the low productivity of the Southern
private sector. For instance the turnover of inventories is much lower,
indicating less efficient storage and production methods (see Siracusano
and Tresoldi, 1990). More important, corporate profits (including subsi-
dies) in the South appear to be lower for local firms and only slightly
higher for large multiregional firms.

What are the reasons? Why has productivity failed to catch up in spite of
large-scale investment? A recurrent explanation in the Italian literature is
lack of economic infrastructure (transportation, water, electricity, tele-
communications, etc.). Yet while this argument certainly contains more
than a grain of truth (see Biehl, 1986), it is not enttrely convincing. Public
investment in infrastructure has been substantial, at least since the 1950s,
and although programmes have resulted in much waste, the South does
now offer several sites where firms could settle with little disadvantage as
the gap with the rest of the country is not very large. The recent trade
performance of the Asian NICs has shown that the importance of trans-
portation costs can easily be overstated.

Rigidities in the labour market provide a more convincing explanation.
Labour subsidies and income transfers have made it politically feasible
for the trade unions to impose, since the early 1970s, equal pay scales
throughout the economy. Wages have thus been made unresponsive to
local labour market conditions and to productivity differentials between
regions and between firms; the lower cost of labour per employee in the
South is entirely due to social security contribution relief for employers.
At the same time, the expansion of employment in the public sector and
increasing transfers to households have impaired labour mobility,
another key ingredient in a properly functioning market economy (see
Attanasio and Padoa-Schioppa, 1991; Micossi and Tullio, 1991); rent
controls, introduced on a large scale in the late 1970s, have also impaired
mobility by virtually drying up the rental market for housing. Finally,
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political constraints on hirings and lay-offs are much more stringent in
the South than elsewhere, not only for public enterprises but also in the
private sector.

The inefficiency of the public administration places a large burden on
existing firms. A disproportionate share of managers’ time and energy is
devoted to dealing with public officials; acts that should be immediate and
practically automatic (from issuing a licence to the repair of a telephone
line) often take years; bribes and parallel markets are widespread; lawyers
and accountants flourish.

The main inefficiency is probably related to the administration of justice,
not only in connection with the fight against organized crime (which itself
is an enormous burden and risk for firms in some areas of the South);
much more generally property rights are less well established and guaran-
teeed than elsewhere in the country: it may take a decade and huge costs
for a creditor to see his claim recognized in court.

Another factor may be returns to agglomeration. There are several
reasons why proximity to an area with an established and diversified
network of industries may enhnance productivity. The main one is that
information (about technologies, markets, prospective entrants into the
industry, etc.) circulates much more easily. Acquiring it is thus much less
costly and time-consuming than elsewhere. For this reason (not just
because of transport costs) it may be easier to diversify suppliers and
clients and adopt more efficient models of specialization. In fact, South-
ern firms are often highly dependent on a single supplier or a single
customer; also, they are typically more vertically integrated than
Northern firms, which may again be related to geographical isolation.

Apart from these generally recognized causes of the failure of Southern
private-sector productivity to catch up, the rest of this paper addresses
possible explanations specifically inherent in the field of finance.

3 The state of finance in the Mezzogiorno

The fundamental fact to emerge from a large body of research is that the
financial industry of the South differs considerably from that of the rest of
Italy (see, in particular, Banca d’Italia, 1989 and 1990; Messori and
Silipo, 1991). In spite of rapid change in the 1980s, it is still not clear that
the relative backwardness of the South is less marked in the financial
sphere than in the rest of the economy. Apparently the South’s being an
integral part of a wider monetary area subject to common fiscal and
financial regulations and the gradual liberalization of markets in the last
decade have not been sufficient to bring about the expected convergence
in financial conditions.
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In the present section we document the most obvious regional disparities
in the financial behaviour of households, firms and banks; we also provide
a brief account of the regulatory framework. This exposition is a useful
background to the more complex matter of the reasons for the differences
and their effects on the economy.

3.1 Households and firms

Table 7.5 shows the composition of households’ financial wealth. In the
South, almost three-fourths of the total consists of bank and postal
deposits, as against less than half in the North. The chief financial
innovation of the 1980s (the development of a huge securities market to
fund Italy’s rapidly growing public debt) has had relatively little impact
on the investment habits of Southern households, in spite of enormous
interest rate differentials (up to 600 basis points) between T-bills and
deposits of the same maturity. As a consequence, the ratio of bank
deposits to GDP has remained quite stable in the South while falling by
more than 13 percentage points in the North.

As regards firms, the main interregional differences stem from the
productivity gap. Ratios of financial stocks (debts, equity, liquid assets

“etc.) to real economic flows (value added, sales, profits etc.) are much
higher in the South because it takes twice as much physical capital to
produce a unit of value added (see Table 7.4, Panel B).

Debt/equity ratios are not far from unity in both areas, but the sources
of equity finance differ, with government grants playing an important role
in the South and the stock market playing no role at all. Partly because of
their smaller size, Southern firms are virtually absent from the stock
market and account for less than 3 per cent of the Milan Stock Exchange.
Bonds are a minor source of finance in the North and a negligible one in
the South. Because financial subsidies apply only to long-term debt, this
item is more important in Southern balance sheets, at the expense of
short-term bank loans.

Overall, the bond and the stock markets are not very important in either
area of the country and are virtually irrelevant in the South; the main
sources of finance are retained profits and loans from financial interme-
diaries.

3.2 The efficiency gap in the financial industry

Five distinctive features have characterized the system of financial inter-
mediaries in Italy, essentially since the banking reform of 1936; some of
them have had different implications for the functioning of the system,
depending on region.
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Table 7.5. The financial assets of households (per cent)

South Centre-North

1980 1987 1980 1987
Bank deposits 64.1 47.1 65.5 39.6
Postal deposits 30.7 24.6 8.3 5.3
Securities 5.2 23.1 26.2 48.0
Investment funds — 5.2 — 7.1
Total 100 100 100 100

Source: Banca d’Ttalia (1989).

(1) Separation between banking and commerce. Banks are generally not
allowed to purchase the shares of commercial firms or to have any
direct stake in their management. The reverse relation (firms holding
bank shares) is subject to strict limits.

(2) Distinction between short and long-term banking. Commer.c.ial
banks (CBs) are generally not allowed to operate on matgrmes
beyond 18 months, on either the liability or the asset side; only in the
bond market are they allowed (and at times have been obliged) to
hold assets with longer maturities. Special Credit Institutions (SCls)
operate in the long end of the market: they have traditionally been
viewed as the key intermediaries for investment finance.

(3) A large body of regulations to ensure the stability of the system,
through barriers to entry. The rules have included a virtual ban
(until 1985) on establishing new banks, regulations on branch open-
ings and transfers (subject to authorization until 1990) and restric-
tions on lending by small and medium-sized banks outside the
geographical area in which their branches are located. Lending
ceilings, used intermittently in the 1970s and part of the 1980s as a
tool of monetary policy, have also tended to limit competition (see
Cottarelli et al., 1986). '

(4) Public ownership of banks. Directly or indirectly, the public sectqr
controls most Italian banks, including the largest ones, and their
directors are designated by political authorities.

(5) Fragmentation, especially in short-term banking. Italy has more
than a thousand banks; very few are large by European standard;
most are very small, often with just one or two branches.

The rationale behind the first two typés of regulation was to avoid the
entanglement of credit institutions with the corporate sector and maturity
mismatching, which were viewed as key causes of the banking crises of the
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interwar period. Likewise, the third type of restriction was aimed at
bolstering stability during post-war reconstruction (see Banca d’Italia,

1947) by preventing the proliferation of banks and branches that occurred
after the first world war and eventually resulted in a huge number of
failures (3,000 banks, two-thirds of the total, disappeared between 1927
and 1947). For many years, this philosophy was not questioned even by
market-oriented economists: the system had indeed proved quite stable
and, above all, capable of financing the rapid growth achieved by the
economy during the ‘Italian miracle’.

The fourth feature, i.e. public ownership, is largely the legacy of the
wave of failures of private banks in the interwar period, perpetuated by
the prohibition on opening new banks.

Except for the first one, the above restrictions have become less rigid
over time. In line with the Second EC Banking Directive, the financial
industry has gradually been liberalized. Proposals to attenuate the
distinction between short and long-term banking have reached the poli-
tical agenda, as German universal banks will be allowed to operate in the
domestic market starting in January 1993. Steps towards privatization
have been taken, although a recent law enshrines the principle that the
government should generally maintain 51 per cent of the shares of the
banks that it currently owns. The fragmentation of the system, also
largely a historical heritage, has been perpetuated by fiscal problems and
a number of legal provisions, now being phased out, that made mergers
and acquisitions virtually impossible.

The regulatory environment for special credit institutions differs some-
what by geographical region and their structure and operating features
have been affected by the Southern development programme. In fact,
three main SCIs operating in the South (accounting for 17 per cent of the
national market) were created in the 1950s as part of the programme, and
the Cassa per il Mezzogiorno still holds a majority stake in them. Invest-
ment subsidies are a major area of overlap between regional policy and
financial intermediation. A firm investing in the South acquires entitle-
ment to the subsidies when it is granted a loan on an eligible project by an
authorized SCI. The interest rate on subsidized loans is fixed by the
government.

Research conducted at the Bank of Italy (Galli and Onado, 1990, and
Sabbatini, 1990) has shown that the regulatory environment, the inter-
ference of regional policy objectives and the property structure of South-
ern SCIs have impaired efficiency and made the institutions more like
bureaucratic apparatuses than banks. Their operating costs are much
higher (several fold!) than those of Northern SClIs, mostly because of the
larger share of staff classified as ‘managers’; productivity is lower (for
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instance, the number of borrowers per employee is 65, against 76 in the
rest of Italy); and net income is lower (0.47 per cent of total resources,
against 0.69 in the rest of Italy, on average from 1980 to 1988). Addit?onal
problems were a higher share of bad loans and a lower level of equity, a
direct consequence of low profits. .

As regards commercial banks, the regulatory environment is uniform
nationwide. There is no significant North-South disparity in the avail-
ability of banking structures (number of banks and bank branches); the
degree of concentration, as measured by the Herfindahl index is only
slightly higher in the South (see Table 7.6). However, many of the rules
cited earlier have impeded competition and fostered the geographical
segmentation of the market: this has permitted the development of sub-
stantial interregional differences in banks’ operating features.

The key differences, emerging again in studies conducted at the Bank of
Italy (Ciampi, 1984, Marullo Reedtz, 1990; Banca d’Italia, 1990), can be
summarized as follows:

— The main Southern banks operate in clearly defined, distinct terri-
tories; medium-sized banks, which have proved to be the most dynamic in
the North, are virtually absent; most banks are very small, many one-
branch operations, owing in part to the past policy of authorizing the
opening of only tiny local banks (rural and artisans’ banks). .

— Operating costs as a share of total resources, of the banks with
headquarters in the South (about 300, accounting for 68 per cent of total
bank lending in the South) are about 20 per cent higher than those of the
banks located elsewhere in the country. The gap is accounted for mainly
by differences in physical productivity.

— Average loan quality is considerably worse for Southern banks. Bad
loans make up about 14 per cent of the total, compared to 8 per cent in the
rest of the country (see Table 7.7).

— A number of relatively new activities that have proved lucrative for
Northern banks (foreign currency lending, securities dealing, consumer
credit, etc.) have developed quite slowly in the South.

— The lending rates charged by Southern banks are higher than the
national average by about 2 percentage points (see Section 4 below), while
deposit rates are roughly the same.

— Net profits, and hence equity, are considerably lower than in the
Centre-North.

The last decade has witnessed a number of significant changes. Efficiency
has increased, thanks to deregulation, the increased presence of Northern
banks and the growing competitive pressure exerted by the burgeoning
market for Treasury securities. Two developments in particular warrant
mention. The first is that the share of Southern branches belonging to
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Table 7.6. The availability of banking structures, 1988

Centre-

South North

Number of special credit institutions 22 69

Number of commercial banks 317 784

Number of bank branches 3,652 11,795
Ratio to bank branches of:

population 5,742 3,092

GDP 64.3 63.4

bank deposits 35.3 41.4

Concentration index (1) 0.17 0.15

Source: D’Onofrio and Pepe (1990).
Note: (1) Herfindahl index computed on the basis of bank loans in each of the 95
provinces of Italy; the index ranges between 0 and 1, with the latter value
indicating a situation of monopoly.

Table 7.7. Bad loans/total loans, 1988 (percentages)

Location of borrower

Centre- .
Location of bank South North Total
South 16.0 8.2 14.0
Centre-North 12.0 7.8 8.2
Total 14.3 7.9 8.9

Source: Onado et al. (1990).

Northern banks, which for 30 years was stable at around 14 per cent, has
now risen to over 21 per cent (see Table 7.8). The second is that the gap in
terms of unit costs (though still a substantial 20 per cent, as noted) has
actually been halved, from the 40 per cent differential registered at the end
of the 1970s (see Figure 7.1).

Overall, despite recent progress, Southern banks are still considerably
less efficient and more fragile financially. Perhaps surprisingly, it cannot
really be said that the banking sector is more ‘advanced’ than the rest of
the Southern economy: in particular, the productivity gap is of the same
order of magnitude as in manufacturing. It would rather appear that
given the partial segmentation in industry, banks have closely mirrored
the problems of their local environment.
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Table 7.8. Distribution of bank branches by area (percentages)

South Centre-North

1951 1978 1988 1951 1978 1988

Southern banks 85.5 85.8 78.7 1.4 1.7 1.7
Other banks 14.5 14.2 213 98.6 98.3 98.3
Total 100 100 100 100 100 100

Source: D’Onofrio and Pepe (1990).

0.45

0.30 -

0 1977 1980 1983 1988

Figure 7.1 Banks® operating expenses/total resources (South/Centre-North).
Source: Galli and Onado (1990).

4 Informational imperfections in financial markets: are they greater in
less developed regions?

The relative inefficiency of the financial system in the Mezzogiorno would
not be of major concern if intermediaries did not have a crucial role in
allocating saving and resources or if, nothwithstanding their low produc-
tivity, Southern banks performed this role no differently from other
banks. This is what we try to assess here, building on the literature that
stresses the informational aspects of financial intermediation. According
to this literature (see Hellwig, 1991, for a recent survey), given widespread
informational asymmetries, intermediaries are most useful either because
they can monitor borrowers more efficiently (Diamond, 1984) or because,
by establishing long-term relations with their customers, they can enlarge
the information set available to the market, thereby helping to overcome
imperfections. However, customer relations cut both ways: while enlarg-
ing the information set available to the lender, they also expose the
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borrower to the risk of being ‘informationally captured’ by its bank
(Sharpe, 1990); the latter may exploit the monopoly power implicit in the
informational advantage it has acquired over its competitors. This
outcome is more likely the wider the bank’s information advantage (i.e.
the greater the extent of informational imperfections), the slower the
reaction speed of ‘exploited’ borrowers (i.e. the lower their ‘mobility’),
and the heavier the weight the bank attaches to current as opposed to
future profits. Customer relations, then, cannot be taken unambiguously
as the sign of efficient resource allocation. Especially in the context of
underdevelopment, they may signal inefficiencies and may be coupled
with widespread credit rationing.

Our inquiry into these issues starts with an analysis of why lending rates
are higher in the South. Higher risk, while an important factor, turns out
to be only part of the story. In the South: (i) information problems are
particularly heavy and customer mobility low; (i) local banks are ‘infor-
mationally’ sheltered: outside banks, less informed, have to resort to
rationing practices in various forms; (iii) the allocative efficiency of the
banking system is lower: in particular, it appears that innovative firms
(those that carry high risk and high yield) tend to be excluded from
external finance and must rely more heavily on retained earnings.

4.1 Why are lending rates so much higher in the South?

Figure 7.2 plots the average rate on bank loans in each of the 95 provinces
of Italy against per capita GDP. The two variables are quite clearly
correlated. The interest rate differentials between the richest and the
poorest provinces can be as large as 400 basis points. The average
North-South differential of 200 basis points is hence the result of a much
more pervasive phenomenon. As is shown in Figure 7.3, the differential
has persisted over a long period of time. And, surprisingly, no regulation
has ever kept individuals or firms from borrowing outside their local
areas: a large number of banks have always been allowed to lend
throughout the national territory. Moreover, Northern banks hold a 32
per cent share of the Southern loan market; as is shown in Table 7.9, the
average rate they charge in the South (14.96 per cent) is considerably
lower than that charged by local banks (15.84 per cent).

On the basis of a cross-section of bank lending rates referring to 1988
(Figure 7.2), D’Amico et al. (1990) have found that the average North-
South differential is explained mainly by GDP per capita (accounting for
53 per cent of the differential) and by a variable that controls for the
composition of lending in terms of size and economic sector of bor-
rowers.® Small borrowers, which are more risky nation-wide, have a

Table 7.9. Lending rates’ (geographical distribution of banks and of

operations) (%)
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Area of operations

Area of bank South North Total
South 15.84 13.56 15.13
North 14.96 13.31 13.46
Total 15.36 13.32 13.62

Source: Central Credit Register, September 1988.

Note: (1) Interest rate on short-term lending in lire to r;sident customers. Geo-
graphical distribution of operations is based on the location of the bank’s lqranch
issuing the loan. Geographical distribution of banks is based on the location of
the banks’ headquarters.
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Figure 7.2 Loan rates and GDP per capita in the 95 provinces of Italy '
Note: Interest rates on banks’ loans in lire to domestic borrowers. Geographical
distribution of operations is based on the location of the banks’ branch issuing the
loan.

Source: Central Credit Register.
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Figure 7.3 Loan rates in the two Southern sub-regions and the national average
Note: Interest rates on banks’ loans in lire and in foreign currency to domestic
customers. Geographical distribution of operations is based on the location of the

banks’ branch issuing the loan.
Source: D’ Amico et al. (1990).

larger weight in the South: mainly for this reason the composition vari-
able explains a significant portion (34 per cent) of the North-South
differential.’

Bad loans, an imperfect measure of risk, explains 11 per cent of the
differential. The Herfindahl concentration index is barely significant
and explains no more than 2 per cent; a simple version of a ‘structure-
performance’ model does not account for regional disparities, essentially
because, as we have already noted, the degree of concentration is com-
paratively uniform.

This regression confirms that GDP per capita is an important variable,
even after controlling for the sector and size of borrowers: thus a textile
manufacturer of a given size is likely to be charged a higher rate if most of
his borrowing is done in a poor province.

To gain further insight, we consider data on individual loans. The
data-set comprises observations on 35,711 contracts (amount and interest
rate) between 76 banks and 9,127 firms in a single year (1988). Each
bank-firm relation appears only once, implying that on average each firm
had dealings with 4 banks; a few firms having relations with a single bank
have been eliminated (see Appendix A for further details on the data and
the methodology).

Table 7.10 reports results based on a simple analysis of variance, corres-
ponding to the following regression ’

r,-j=a+2ﬁ,»b,-+ E)’jﬁ 1)
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Table 7.10. Analysis of banks’ and firms’ fixed effects

( Dependent variable: bank rates on overdraft loans)
Differences between the average coefficients of South or Centre and those of the

North

A. Entire sample

Banks Firms
(B; coefficient) (y; coefficient)
Centre-North 0.44 0.54
South-North 1.26 1.05
Entire .
sample Manufact. Engin. Text.

B. Small firms (less than 20 employees)

Centre-North 0.54 0.62 2.10 0.18

South-North 1.03 0.91 0.86 3.20
C. Intermediate firms (20 to 200 employees)

Centre-North 0.49 0.48 0.02* 0.48

South-North 0.95 0.96 0.96 1.40
D. Large firms (above 200 employees)

Centre-North 0.38 0.36 0.11 0.44

South-North 0.50 0.31 0.33 0.37*

Notes: R?>=0.639; Standard Error = 1.54; Mean of dépendent variable = 13.83;
Number of observations = 35,711; Number of firms=9,127; Number of
banks = 76. Both the banks’ (#,) and the firms’ (y,) coefficients are significant at
the 1 per cent level, according to an Ftest. All ¢ tests for differences with the North
are significant at the 1 per cent level, except those marked with *.

where: r; = interest rate on an individual overdraft credit from bank i to
firm j;
b; = dummy variable for bank i
J; = dummy variable for firm j;
a, B, y are parameters.

We therefore regress the price of individual loans on a constant and on
75 dummy variables for banks and 9,126 dummy variables for firms. This
analysis allows us to attribute the variation in observed interest rates to
two separate effects: those resulting from differences between banks and
those resulting from differences between firms. The f; coefficients are
non-zero if different banks (because, say, of different costs or monopoly
power) charge different interest rates to identical firms; the y, coefficients
inform us about the characteristics of the firms, holding constant those of

the banks.
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The regression has a fairly low R?, (0.639), which means that a large part
of the variance is not explained either by the characteristics of the banks
or by those of the firms. Other important factors, which we address in the
next section, affect the specific relation that develops between each bank
and its customers.

The basic result is that the differential is due, more or less in equal
proportion, to different characteristics of both banks and firms. The first
column in panel A of Table 7.10 shows the difference between the average
coefficients of banks located in the Northern regions of the country
(roughly, north of Florence) and those of banks located respectively in the
Central and Southern regions: rates charged by Southern banks are 1.26
percentage points higher than those charged by Northern banks to identi-
cal firms. For comparison, note that the differential between the Centre
and the North, although statlst1cally significant (there are more than
26,000 degrees of freedom), is only 0.44 percentage points.

Quite clearly this reflects higher costs and, possibly, greater market
power of Southern banks.

To assess the role of operating costs, we have run another regression,
replacing the banks’ dummies with a number of numerical variables
capturing banks’ characteristics: in addition to costs, we have introduced
various balance-sheet ratios (see Appendix A). The basic result is that
operating costs alone explain almost the entire within-banks variation:
with only this variable included (instead of 75 banks’ dummies) the

uncorrected R* and the standard error are virtually the same as those of

the previous regression (see regressions 1 and 2 in Table 7A. D).
Concerning firms, our results show that those located in the South are
charged higher rates, regardless of the location of the bank from which
they borrow. The second column in panel A of Table 7.10 shows that the
average South-North difference is 1.05 percentage points. Quite clearly
banks view Southern firms as riskier. The higher riskiness is only partly
accounted for by differences in size and sector. Panels B, C and D
replicate the analysis of panel A focusing on different sizes and sectors of
activity.'® The North-South differences are larger for small firms, as one
would expect given the greater market power that banks wield in their
regard. But sizable differences also show up with respect to medium-sized
and large firms and, within those, individual sectors of activity (of which
only a few are displayed in the table). These results confirm those of
previous research based on firms’ accounts (Siracusano and Tresoldi,
1988; D’ Amico et al., 1990). The variability of various measures of profita-
bility (ROI, ROE, net income/sales etc.) has been shown to be unambi-
guously higher in the South for the different classes of firms and over
time. To this evidence, we add that of Table 7.11 on rates of mortality,
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Table 7.11. Mortality rates of firms' (percentages)

North-West 3.8
North-East 3.5
Centre excluding Lazio 43
Lazio 4.6
Continental South 4.8
Sicily and Sardinia 4.6

Note: (1) Ratio between the number of employees belonging to ﬁrm§ that fell out
of social security files and the total initial number of employees in each year;
average of 1984-89, per cent.

derived from the files of the social security system.!! The figures of the
table represent the number of employees belonging to firms that fell out of
the file in a given year divided by total initial number of employees
covered. The mortality rate, so computed, is 4.8 per cent in the continen-
tal South against 3.8 in the North-East and 3.5 in the North-West of Italy.

In conclusion, there is no doubt that Southern firms (even those of equal
size and operating in the same sector) are generally riskier. Risk, however,
accounts for only half the interest rate differential; the rest must be
attributed to higher costs of banks and less competition.

4.2 Information and geography in financial markets

The previous section presents two interesting facts. The first is that
different banks are able to charge the same borrower signiﬁcantly differ-
ent rates, mainly reflecting their operating costs. The second is that the
re51dua1 variance of the regression in which banks’ and firms’ specific
effects are fully taken into account is high.

Both these facts strongly suggest that informational problems are of
great importance in the Italian banking market. This finding is of course
neither new nor entirely specific to Italy. The extensive literature on
customer relations builds on the notion that, even in an integrated
monetary area, there are two layers in financial markets. In the upper
layer, one finds the textbook case of perfectly mobile capital: securities
issued by governments or other large borrowers, wholesale banking, etc.
In the lower layer, there are bank loans, as well as deposits, which appear
to be quite sticky. Here the particular relation that develops between the
lender and the borrower is of paramount importance and may be heavily
influenced by geographical considerations.

Greenwald and Stiglitz (1991) argue that information problems are
likely to be magnified by the fragmented institutional and economic
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environment that typically characterizes underdeveloped regions. Indeed,
as we have seen, Southern firms are generally younger, smaller and risker.
In such circumstances it may take quite a lot of time and effort for a bank
to gather enough information to determine the class of risk in which
borrowers actually belong. In the absence of repeated interactions, banks
will charge higher rates or resort to rationing practices of the kind
exposed by Stiglitz and Weiss (1981). Most importantly, they may offer a
lower quality credit facility, entailing the risk for the firm of not receiving
finance when it is most needed or having to borrow very short-term.

Stable customer relationships (hence low mobility) are the natural result.
To some extent they may be beneficial, in that they allow the bank to
acquire more information about the firm. However, as Sharpe (1990)
shows, the firm risks being ‘informationally captured’ by its bank, which
may exploit the monopoly power conferred by its informational advan-
tage over other banks.

The conjecture to test may thus be articulated as follows: (i) information
problems are particularly heavy in the South, and stable customer rela-
tions tend to prevail; (ii) the informational advantage of local banks
shelters them from outside competition: outside banks tend to practice
rationing; (iii) because of low competitive pressure and low customer
movbility, local banks can indulge in monopolistic behaviour and raise
lending rates in line with operating costs.

In the end, the purpose is to assess the impact of information problems
on the efficiency of intermediaries in performing their selection function.

That outside banks engage in credit rationing is already signaled by the
size distribution of bank customers in the South. In our sample, firms that
are very large by Italian standards (1,000 or more employees) account for
about 50 per cent of outside banks’ total lending in the South, against 17
per cent for Southern banks.!2

To explore the matter further, we have performed two experiments.

From the same data set used for the regression in the previous section,
we have taken a sample of firms on the basis of the following criteria:
(1) location in Sicily; (ii) lines of credit with at least one Southern (in
practice, Sicilian) and one outside bank (headquartered in the North or in
the Centre of Italy); (iii) Southern bank credit lines accounting for at least
30 per cent of total borrowing. In short, we are examining firms that
borrow both from local and from outside banks and for which local banks
are not marginal. The latter proviso ensures that we are not considering
small loans on which firms might more readily accept uncompetitive
terms (in order, say, to maintain an open channel with a bank or the
power group it may represent). The resulting sample is made up of 150
firms, for which we computed the unweighted average interest rate paid to
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local and to outside banks, the average utilization rate of lines of credit,
the average incidence of each relation on the total amount of funds
borrowed; we also break the sample down by firm size (see Table 7.12).

This test confirms that simultaneous borrowing from local and outside
banks is done at different rates. The North-South differential in this
sample is more than half a percentage point. Nevertheless, Southern firms
get the bulk of their finance from local banks. Note that the share of
borrowing from each outside bank is not negligible (on average about 20
per cent), which suggests that the rates charged by these banks are not
dumping rates to facilitate the penetration of a new market.

Whether or not this is evidence of ‘type 2’ rationing behaviour by the
outside banks is debatable. Utilization rates are certainly higher with
these banks: 66 and 73 per cent, respectively, with banks located in the
North and Centre as against 44 per cent with local banks. Yet while this is
not asmall difference, it remains unclear why firms do not borrow close to
100 per cent from outside banks and use lines of credit with local banks as
buffers for short-term swings in their financing needs. To a certain extent,
this may be due to the averaging out of individual positions. To obtain a
more precise indicator of excess demand for credit, we have also com-
puted for each category of firm the ratio between the total amount of
unauthorized overdraft credit observed for that category and the total
lines of credit outstanding: the higher the ratio, the greater the incidence
of ‘rationed’ positions with respect to the category’s total demand for
credit. Values are considerably higher for Northern and Central banks (on
average 5.3 and 8.9 per cent respectively) than for Southern banks (1.3 per
cent); this is true for all classes of firms we considered (Table 7.12).13

The second experiment attempts to explain the bank-firm specific resi-
dual variance of the regression run in Section 4.1. Rates charged on
individual loans are regressed on two sets of dummy variables (firms’ and
banks’ specific effects) and a number of additional regressors to capture
the variation that does not depend on the characteristics of either bank or
firm per se but is specific to a particular bank-firm relationship.

The additional regressors include the past duration of a contract, credit
line utilization rates, measurées of geographical proximity, and measures .
of the importance of the bank for the firm and of the firm for the bank (see -
Appendix A and Table 7A.1).

An interesting finding concerns one particular measure of geographical
proximity: a dummy variable set at 1 when the province of the borrower
coincides with that of the bank’s headngrters and zero otherwise. The
coefficient of this variable is close to 1 and statistically highly significant
in the South. Elsewhere it is very low and not significant.

Taken Titérally, this result suggests that geographical proximity matters
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Table 7.12. Credit market indicators for Sicilian firms
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Source: see Appendix A.

Medium firms 15.1
Notes:
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Small firms
Large firms
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much in the South but not elsewhere. When a Southern bank lends to a
local firm, it charges almost 1 percentage point more than its average
lending rate to firms of the same risk class/(as measured, unambiguously,
by the firm and bank dummy variables). This is consistent with the notion
that Southern firms are ‘informationally captured’; most likely it is in the .
interest of the firm, rather than the bank to maintain the relation;
otherwise rates would be lower, not higher.

Another variable, the market share of the bank in the borrower’s
province (WBP in Table 7A.1), potentially measures geographical proxi-
mity; the fact that its coefficient is barely significant (and, if anything, has
a negative sign) suggests that being a local bank is different from being an
outside bank with local branches; only the former seem to enjoy
additional market ‘power. Th1s may explain why penetration by outside
banks has been so slow. In the last decade, the Bank of Italy has adopted
efficiency standards in evaluating applications for new branches: as a
result, the share of Southern branches pertaining to outside banks has
risen from 14 to 21 per cent; however, their share of the lending market
has increased by just 1.5 percentage points (from 30.7 to 32.2 per cent).

Further evidence of the relative stickiness of the Southern loan market is
displayed in Table 7.13. The data of the Central Credit Register allow us
to reconstruct the pattern of change in borrowers’ relationships with their
banks (as in Ciocca et al., 1984). Five cases are considered, depending on
whether the borrower has, in a given year: (i) established at least one
business relation with a new bank, without breaking off any existing ones
(increase without substitution); (ii) established more new relations than
broken off old ones (increase with substitution); (iii} broken off at least
one relation, without establishing a new one (decrease without substitu-
tion); (iv) broken off more relations than established new ones (decrease
with substitution); (v) replaced old with new relations (substitution
without increase or decrease).

The table shows that borrowers’ mobility is significantly lower in the
South than elsewhere, in all years considered and for all types of change.
The lack of similar data for other countries makes it impossible to say
whether the mobility of Italian borrowers is ‘high’ or ‘low’, but one point
is worth underscoring: the two forms of mobility that presumably best
reflect retaliatory behaviour on the part of borrowers (increase and
decrease with substitution) are almost negligible (0.35 and 0.26 per cent
respectively in the Southern area in 1988).

On the whole, the evidence suggets that informational problems are
important, especially in the less developed regions. Southern banks
have both the technical opportunity and the economic incentive to
extract monopoly rents from their customers, because of their relative



Table 7.13. Distribution of customers according to changes in business relationships with commercial banks

Number of customers as a percentage of total customers (1)

1988

1985

1982

Centre South North Centre South North Centre South

North

Type of variation

11.81*

12.73
0.63
6.80
0.44
3.04

24.22

13.17
1.01
7.38
0.57
3.22

14.68*
24.76

16.05
0.90
6.50
0.50
2.90

15.16* 17.13
27.29

15.77*
1.10
6.82
0.51
3.31

27.95

17.26

Increase without substitution
Increase with substitution

0.35%.

0.50*

0.98
6.94
0.53
3.13

28.21

0.87

1.40
7.31
0.71
3.89

29.47

5.88* 5.95%

6.34%

Decrease without substitution
Decrease with substitution

0.26*

0.33*

0.49*

2.52 2.05*
23.85% 20.40%

3.25
26.58%*

Substit. without incr. or decr.

Total variation

gs.

y different at the 1 per cent level from those of the North. To allow for

Source: Central Credit Register data on about 350,000 individual borrowers based on loan account headin

Notes: (1) An asterisk indicates values which are significant]

different cell sizes, the comparison of means has been carried out on the basis of Tukey’s studentized range test.
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inefficiency, the extent of their informational advantage, and the relative
immobility of their customers. Even in the absence of institutional bar-
riers, informational problems limit the ability of external banks to
compete in Southern credit markets. Most likely, when entering a local
market in the South, outside banks have to resort to various forms of
rationing to avoid getting the worst borrowers.

4.3 Screening and resource allocation

Ultimately, the most important question concerns the ability of financial
markets to perform their screening function, in light of the regulatory
framework.

The evidence set forth in Section 4.2 on the stability of customer
relationships and the low mobility of borrowers suggests that infor-
mational problems are heavier in less developed regions. On this basis
alone, it may be argued that screening is less efficiently performed. The
linkage between information and screening has been clarified by the
theoretical literature initiated by Stiglitz and Weiss (1981). While that
article focused on credit rationing, subsequent work (De Meza and Webb,
1988; Hillier and Ibrahimo, 1991) has stressed the consequences of infor-
mational asymmetries on the allocation of resources.

As we view it, the bottom line is that when banks are not ‘well” informed,
credit may be misallocated, in both possible senses: some bad projects are
financed and some good ones are not. Two simple inequalities capture the
essential aspects of the problem:

)] @)
V4
xgag—;”—)+(1*—a)(1+r) 3)

where x is the unit return on a project (if the project is successful), p is the
risk-free rate of interest, p is the probability of success of the project, r is
the bank lending rate and a the share of equity financing (and 1 — a the
amount borrowed from the bank). The project is assumed to have a
binomial distribution: the return is x with probability p or zero with
probability 1 — p.

Inequality (2) is the condition for social optimality. The project should
be undertaken if its expected return, x-p, is greater than the risk-free
interest factor (1 + p).

The second inequality gives the condition under which the firm will be
willing to apply for the loan at interest rate r: the expected rate of return
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on the project net of interest costs, [x — (1 — a)(1 + r)]-p, must be suffi-
cient to cover the cost of own funds, evaluated at the risk-free rate.!4

The two inequalities would coincide and no inefficiency would arise if
the bank rate on each project were fixed according to the following
criterion:

P

The inefficiency stems from the assumption that the bank does not know
the probability of success, p (at least for some borrowers or groups of
borrower) and hence cannot fix the lending rate according to the optimal
criterion.

Exactly how the lending rate is determined depends on the definition of a
full equilibrium model of the credit market. Even without defining such
model, a number of interesting propositions follow from the observation
that r is some fixed number, greater than the risk-free rate and indepen-
dent of the specific risk characteristics of the project. In Figure 7.4 the SE
(socially efficient) line represents equation (2) (taken with the equal sign);
all projects above this line are socially efficient and should be financed.
Likewise the SS (self-selection) line represents equation (3); all firms with
projects lying above this line will apply for a loan.

The shaded areas identify the two types of inefficiency. The lower right
corresponds to the underinvestment case analysed by Stiglitz and Weiss
(1981): i.e. projects with low return in case of success and low risk (high
p). The reason why firms contemplating such projects do not apply for
loans is essentially that, given their low risk, the interest rate charged by
the bank is too high. The upper-left identifies cases of overinvestment (De
Meza and Webb, 1988). Firms in this area seck financing even though the
expected return, x- p, is lower than the risk-free interest factor. They do so
because they can transfer part of the risk to the bank: for these high-risk,
high-return projects, the lending rate is too low. Firms proposing these
projects are ‘liars’: they know their high risk but do not tell the bank. This
is not true of the Stiglitz-Weiss firms, which may honestly try to persuade
the bank of their low riskiness but fail to allay the bank’s suspicions.

Note that adjusting the lending rate does not solve the problem as long
as the bank fails to differentiate among individual projects: for instance, a
higher rate merely shifts SS upward and increases the number of desery-
ing projects that are excluded.

The share of debt financing (the parameter 1 — a) is important: self-
evidently, when borrowing is small (a is large), the inefficiency stemming
from asymmetric information between the borrower and the lender is
reduced. In the limiting case in which « is one (one hundred per cent
equity) there is no inefficiency.!s
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Figure 7.4 The efficiency of bank screening under asymmetric information

While our description has focused on self-selection, the model also
accounts for moral hazard. Suppose, for instance, that a firm can choose
between a low-risk project falling in the lower shaded area and a high-risk
one in the upper area: it will obviously choose the latter, at the expense of
the bank and of social efficiency. '

The general conclusion is that lack of information may result in too
much money being invested in high risk projects and too little in safe
projects. Empirically, this argument is rather appealing, helping to recon-
cile the widespread complaint that Southern firms are denied access to
credit (because it is too costly or rationed) with the high ratio of bad loans
by Southern banks. But this is certainly only part of the story. Infor-
mation problems may manifest themselves in many other ways. Qne is
simple misjudgment by the bank: bad projects are deemed deserving or
vice versa. Nor is asymmetry the only source of informational ineffi-
ciency: it may be that both the bank and the borrower equally misjudge
the merits of the project. Even shying away (as we do) from a Schumpeter-
ian view of the bank, we have no doubt that the intermediary has an
important role in elucidating the borrower as to his project’s likelihoqd of
success. Charlatans, of which — we agree with Stiglitz (1991) — there is an
infinite supply, are yet another problem. The charlatan may be in gqod
faith and truly believe that his project is a surefire success. The efficient
bank certainly cannot content itself with what the loan applicant believes:
it must assess what he can actually do.

These, of course, are universal problems; the question is whether their
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consequences are more disruptive in economically less developed areas.
We have thus run an experiment, based on the postulate that if screening
is efficient different banks should tend to converge toward a common
evaluation of a given firm or project. They should therefore tend to charge
similar interest rates, or at least rank firms in more or less the same order.
If screening is inefficient, there is a strong likelihood that banks will reach
differing judgments on the merits of a given firm.

Our testing procedure is based on the residuals of the cross-section
regression performed in Section 4.1, with lending rates on the left-hand
side and firms’ and banks’ fixed effects on the right-hand side. In prin-
ciple, the residuals would be zero if all banks had the same evaluation of
individual firms, i.e. if they had the same relative ordering and the exact
numerical position of firms on the risk scale. In other words, the lending
rates charged to the same firm should be the same, except for a scale factor
reflecting differences between banks in costs and possibly in general
market power. We have already seen that the residuals are far from
negligible: we now want to ascertain whether they are larger in the South.

Table 7.14 (Panel A) gives the average of the absolute values of the
residuals for different locations of firms and banks. Considering the
marginal means for banks (the last column), we see that the residuals
(given, like interest rates, in percentage points) are considerably larger in
the South (1.22 against 0.85 in the North). The reported ¢-statistic (17.4)

. testing for the difference between these two means is significant at the 1

-~ per cent level. This confirms the presumption that screening is impaired
- by informational problems in the South. The surprising new feature of
this table is that the residuals do not differ greatly between. firms of
different areas. The means are 0.97 for firms located in the South, 0.98 for
those of the Centre and 0.88 for those of the North. Moreover, correcting
for size class of bank, residuals of Southern firms are no larger than those
of other firms. Rather, in each column, i.e. for each type of firm, residuals
_increase as we move from Northern and Central to Southern banks.
- Taken literally, this indicates that Southern firms are no harder to screen
' than others; it is Southern banks that perform the screening less effi-
- ciently. We are inclined to take this result with some caution in the light of
| possible problems in extrapolating from our sample to the entire popu-
lation (see Appendix A). Indeed, the results about firms change somewhat
when we consider homogeneous subsections. Panels B and C of Table
7.14 reflect the same tests as in panel A, but taking the residuals pertaining
to a specific size category of firms (20-200 employees) and, within it, two
specific industries (engineering and textiles). Again, we find that the
residuals are significantly larger for Southern banks: for instance, in the
textile sector (panel B), they come to 1.75 percentage points against 0.84
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for Northern banks, with a ¢ of 6.7. Looking at differences across firms
(i.e. along the rows), we find that the residuals are generally somewhat
larger for Southern firms, but at a much lower level of significance than
for banks: in the textile sector, the marginal mean for firms (the last row of
Panel B) is 1.38 in the South and 0.89 in the North, with a ¢ of 2.9. The
difference is significant only at the 5 per cent level and results exclusively
from the behaviour of Southern banks; in fact, in the first two rows of the
table (relating to banks of the North and of the Centre) differences
between firms are small, not statistically significant, and in one case of the
wrong sign.

On the whole, these tests suggest that screening might be more difficult in
the South; for sure, they indicate that the difficulties are aggravated by‘/:"
certain specific features of the financial system. L

Table 7.14. Absolute value of the residuals of regression 1 of section 4.1;
means by area of banks and firms'
(A) Entire sample

Firms
Banks North Centre South Total
North 0.84 21,505 0.90 1,568 0.90 744 - 0.85 23,817
2.7 N C VA I
Centre 0.99 4318 0.98 4,274 0.93 648 0.98 9,740
10.9) 2.6) (0.7%) (0.7%) (1.2% . :(12.2)
South 1.27 956 1.32 453 1.08 745 '122 2,154
(13.9) (7.8) (0.7%) (3.8) (3.2 ' 7.9
Total 0.88 27,279 0.98 6,295 0.97 2,137 0.90 35,711
(7.6) “4.2)
(B) Intermediate firms?; textile sector
Firms
Banks North Centre South Total
North ' 0.84 1,225 0.83 125 093 32 0.84 1,382
0.1%) (0.3%)
Centre 1.10 230 1.03 291 1.06 10 1.06 531
3.7 (L.7%) (0.7%)  (0.5%) (0.1%) 4.3)
South 1.24 28 2.2 17 2.5 51 1.75 96
2.2) 6.1y 20 23y 249 6.7)
Total 0.89 1,489 1.02 433 1.38 93 0.92 2,009
2.3) 2.9)
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Table 7.14. (cont.)

(C) Intermediate firms?; Engineering sector

Firms
Banks North Centre South Total
North 0.92 1,704 096 59 092 16 0.921 1,779
(0.4%) 0.1%) )
Centre 1.13 454 1.02 184 1.16 19 1.10 657
(3.8) (0.3%) (1.2%) 05 ©2% , .38
South 1.19 80 1.74 29 1.23 33 1132 1 142
2.4) 3.0) (2.0 (1.8*) (0.1% 43
Total 0.97 2,238 1.08 272 1.11 68 0.98 2,578
(1.7) (1.0)

Source: see Appendix A.

Notes: (1).

— In the upper left corner of each cell, cell means are reported;

— in the upper right corner of each cell, the number of observations in the cell is
reported;

— ¢ statistics for comparison with the North are in parenthesis; comparisons along
the columns are reported on the left of each cell; comparisons along the rows are
reported on the right of each cell. An asterisk indicates that the test is not
significant at the 5 per cent level.

(2) 20 to 200 employees.

4.4  Evidence from corporate behaviour

Providing a direct quantitative assessment of the real consequences of the
numerous inefficiencies which, as we have documented so far, plague the
financial sector in the South is a most challenging task. In what follows,
we take a simple but indirect route. We look first at the determinants of
corporate borrowing and ask whether there are significant differences in
the pattern of financial choices between Southern and Northern firms. We
focus in particular on the impact of the system of subsidized credit
applying to long-term loans issued by Special Credit Institutions in the
South. The so called ‘financial repression’ hypothesis holds that a system
of directed credits and administrative interest rates may discourage lending
for riskier and longer maturity loans and contribute to widespread credit
rationing and misallocation of resources (McKinnon, 1973; Shaw, 1973).

We rely on an econometric analysis based on a sample of balance-sheet
data for 2,132 small firms located in both Northern and Southern Italy
over the period 1982-87. Sample characteristics and methodology are
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described in Appendix B and, in greater detail, in Bonato ef a/. (1991).
Here it is enough to say that we rely throughout on market rather than
book values of both long-term debt and physical capital stock. The intent
is to identify significant differences in the pattern of corporate borrowing
and investment between firms located in the North and those in the South,
focusing in particular on the role of financial constraints and risk.

Initially, we consider long-term debt and follow the literature in assum-
ing a simple partial adjustment mechanism. The equilibrium debt/sales
ratio for firm / at the time #(B¥,) is a linear function of its determinants.
The latter include risk factors (measured by the volatility of earnings), tax
considerations (proxied both by the effective tax rate for the firm and the
ratio of taxable earnings to fiscal depreciation, with the latter measuring
the importance of non-debt tax shields), liquidity (i.e. cash-flow), the
share of fixed assets (to capture Myers’ effect) and the ratio of the
aggregate stock market index to the CPI. Whenever appropriate, the
variables are normalized by the level of sales. We expect greater earnings
volatility to reduce corporate borrowing on two accounts, namely the
larger probability of financial distress and the more limited value of debt
as a tax shield.!® A greater share of fixed assets should be associated with
more debt to the extent that it indicates lower discretionary investment
possibilities (Myers, 1977). Simiilarly, profitable firms (i.e. those with large
ex-post tax liabilities) with limited non-debt tax shields should rely to a
greater extent on borrowing. The impact of cash-flow, by contrast, is
ambiguous: greater cash-flow may reduce the need for external finance,
but may also signal greater long-run profitability and be used as collateral
for further borrowing. Finally, the stock market index, though not
directly relevant for most Southern firms, is included, as it is typically
found to exert a negative and significant effect in many empirical debt
studies (MacKie-Mason, 1988; Taggart, 1977). In estimation, we distin-
guish between time-varying and time-invariant determinants of debt. We
also control for dynamic panel data biases (see the Appendix for details).

Column 1 in Table 7.15 presents the estimates from the first-stage
regression on the time-varying determinants of debt. The ratio of physical
capital to sales has a significant impact on long-term debt, whereas no
significant cash-flow effect is found. Presumably, the various conflicting
effects of larger cash-flow on debt offset one another. The results of the
second-stage regression on time-invariant factors are presented in the first
column of Table 7.16. All variables have the expected sign, including our
indicators of the tax position of the firms.

The only variable for which a significant difference between Northern
and Southern firms could be detected is our measure of risk (STDE in
Table 7.16). As expected, this varies inversely with corporate borrowing;
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Table 7.15. The determinants of corporate borrowing: time-variable
determinants, small firms
Dependent variable: B/ Y

Long-term debt Short-term debt
Constant - 0.005 0.003
(2.93) (.51
(B/Y),, 0.574 0.569
(13.1) (38.9)
(CF/Y), —0.083 —4.46
0.17) (1.98)
(K/Y), 0.276 11.1
(3.06) (1.76)
SMI, 0.0007 -
(1.99)
Wald »? 328.8 (4) 1,559.9 (3)
Sargan x? 5.45 (6) 13.3 (9)
AR2 —0.843 - 1.54
Legend:
B: financial debt (long-term or short-term)

Y: sales

CF.  cash-flow

K: capital stock

SMI: stock market index

Note: t-statistics are shown in parentheses. The AR2 test is distributed as a
standard normal variable. Numbers in parentheses after y? tests are degrees of
freedom. See Appendix B for further detail. The regression on long-term debt is
reproduced from Bonato ez al. (1991).

its effect is significantly stronger in the South than in the North. Even a
locational dummy (taking a value of one for firms located in Southern
Italy) turned out not to be significant and was therefore dropped from the
equation.

The strong negative impact of risk on outstanding debt in the South
apparently supports the claim that interest rate regulation on long-term
borrowing crowded out riskier projects. This test of the financial repress-
ion hypothesis is considerably more direct than tests found in the litera-
ture, which focus on the relationship between investment (or growth) and
time deposit interest rates (Fry, 1988) or on differences in borrowing
patterns as a function of firm size (Tybout, 1984). Yet the larger role of
risk in the South could be predicated on other factors. We accordingly look
further at borrowing decisions, and now focus on short-term debt. The
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Table 7.16. The determinants of corporate borrowing: time-invariant
determinants, small firms
Dependent variable: individual firms’ effects from Table 7.15

Long-term debt Short-term debt-

Constant —0.943 —-2.40
4.54) (8.38)

T 0.63 2.81
(1.30) 4.37)

E/DEPR 0.209 0.370
(8.54) (10.07)

Y’ 1.58 2.24
(2.94) (3.10)

STDE —7.581 —3.85
(2.98) (1.12)

STDE/(E/DEPR) —1.745 —2.944
(1.49) (1.61)

STDES -13.27 —28.99
(1.96) 2.59)

@ 62.6 67.4

Legend:

T effective tax rate (corporate taxes/taxable earnings)

E: earnings .

DEPR: depreciation allowances

D & growth rate of sales
STDE: standard deviation of earnings normalized by sales

STDES: STDE * DUMSUD

DUMSUD: dummy variables for firms located in the South

@: percentage of correct predictions

Note: t-statistics are shown in parentheses. See Appendix B for further detail. The
regression on long-term debt is reproduced from Bonato ez al. (1991).

results of the first stage regression are presented in Table 7.15 (column 2).
The most noticeable result is that cash-flow now has a significant, nega-
tive impact on short-term debt. The greater availability of internal finance
is reflected in lower demand for short-term rather than long-term debt.
Turning to the second stage regression, we find again that tax and risk
considerations play a significant role (column 2, Table 7.16). More impor-
tant, risk, as measured by the standard deviation of earnings, is once
again the only variable with a significantly different coefficient between
Northern and Southern firms; and it has a larger impact in the South. This
result concerning short-term debt shows at the very least that interest rate
regulation is not the only factor at work.
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Searching for other factors, one might posit that bankers in the South
are more risk-averse. However, this explanation does not fully square
with the fact that default rates are much higher in the South (see Table
7.7), an indication that banks in the South have indeed taken considerable
risks (Fazio, 1985; Galli and Onado, 1990). Another possibility is that risk
has a larger effect in the South because Southern entrepreneurs lack
collateral to back their demand for finance. The firm’s assets are not
deemed to be sufficient collateral by banks because of capital losses and
liquidation costs in the event of default. Weak law enforcement in par-
ticular may significantly raise liquidation costs. In principle, collateral
(for which we are not able to control in our estimates) should affect both
the level of debt and the impact of risk on borrowing.!” The first effect did
not show up in our estimates, since the locational dummy proved to be
insignificant: differences in the availability of collateral between Northern
and Southern Italy might be present, but they certainly do not play a
decisive role.'® Finally, it could be claimed that the availability of subsi-
dized loans and investment grants in the South exacerbated risk-taking
behaviour by local entrepreneurs and may therefore account for an overly
prudent attitude by local bankers.!®

None of the previous approaches provides a totally satisfactory expla-
nation of why risk has a more marked effect on corporate debt in the
South. We are therefore left with the initial argument, namely that risk
just matters more in a relatively backward economy. This simple state-
ment of course leaves unanswered whether this state of affairs subsists
because banks in the South perform their screening tasks less efficiently
or, alternatively, because information about borrowers and their projects
is simply more difficult to evaluate in a developing area.?® We believe that
our previous results allow us to cast some light on this issue. In Section 4.3
we found indications that Southern borrowers are not significantly more
difficult to screen than those of other regions and concluded that bank
inefficiencies, i.e. less well developed screening capabilities, were impor-
tant. The results of this section show that these factors have a substantial
impact on corporate balance sheets and compound the difficulties of
small, relatively risky firms in getting their projects financed.

The bias against riskier projects would not be a matter of concern if this
type of project also yielded low social return. Suppose, however, that
banks can distinguish, on the basis of observable characteristics,between
say n groups of potential borrowers. Within each group, borrowers are
observationally indistinguishable. If the observed average characteristic
of any group lead the bank to believe that it is relatively risky, then this
group may be rationed or redlined. The argument of both Stiglitz and
Weiss (1981) and Cho (1986) is that such groups may be the most
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Table 7.17. Cash flow and investment (149 small firms in the South)
Dependent variable: (1/Y),

Coefficients t-statistics
I/ Y)i- 0.487 2.47
ccap -0.174 - 1.34
Y 0.233 3.37
(B/Y),_; —0.007 -1.79
(K/Y),_, -0.334 —4.27
(CF/Y),-, 0.503 1.77
Wald »* 30.82 (6)
Sargan x* 11.1 (1)
Legend:
I investment
B: financial debt
Y(Y'):  sales (growth rate)
CF: cash flow * DUMR
ceap: cost of capital

DUMR: dummy variable for high-risk firms
K: capital stock
Note: Numbers in parentheses after x° tests are degrees of freedom.

productive ones, i.e. those with highest average returns. In what follows,
we take a closer look at this possibility. Our approach is very simple; we
estimate an unrestricted investment function where the decision to invest
is assumed to depend on output growth, the real cost of capital, the
availability of cash flow and lagged debt. We interpret a significant value
of the coefficient of cash flow to imply that firms are willing to undertake
investment projects, but can only do so if internal finance is available.?!
Such projects are likely to be characterized by relatively high expected
returns; otherwise the firm would not be willing to finance them intern-
ally. We then ask whether cash-flow effects on investment are more
significant for riskier firms. We find that this is indeed the case (Table
7.17). We interpret this as indicating that high-risk firms in the Mezzo-
giorno are endowed with profitable investment projects, which sometimes
cannot be undertaken because of a lack of internal funds. This finding is
consistent with the previous result that high-risk firms are at a dis-
advantage in the markets for long-term and for short-term credit alike. In
the estimation, the Arellano-Bond procedure was used to allow for the
dynamic structure of our specification. We also experimented with both
gross and net investment to avoid any spurious correlation that may arise
from the fact that our definition of cash-flow availability includes
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additions to depreciation funds and may therefore be correlated with gross
investment. Our results proved quite robust with respect to this modifi-
cation. Overall, therefore, we feel justified in concluding that the financial
system in the South shows a bias against high-risk, high-yield projects.

5 The implications for financial policy

The evidence set forth points to some rather clear conclusions about the
nature of the South’s relative backwardness and the role of finance. First
of all, it is hard to deny that the experience of the Italian Mezzogiorno
includes countless examples of government failure; it should be a potent
antidote to the belief that wholesale infusions of capital are a panacea for
the ills of underdevelopment. Efforts to sustain the South have been
massive. Transfers have ranged between 20 and 30 per cent of the area’s
GDP for decades. Almost every conceivable measure has been attempted
to promote growth, ranging from infrastructure and public works to
industrial subsidies, tax exemptions, special projects for enterprise cre-
ation and training; the objectives of regional policy have shaped the
strategies of large government-owned enterprises and affected financial
markets and intermediaries in some of their key structural features.
Investment has taken place at very high rates, attracted by subsidies
rather than by market conditions; moreover, a large share of investment
(more than half) has been undertaken by outside firms.

As much of modern development theory suggests, the crux of the matter
is the efficiency of investment. Our evidence clearly indicates that the poor
performance of the Southern economy is to be imputed to low total factor
productivity. As we have argued, this observation calls into question a
long list of possible explanations, from agglomeratlon economies and

increasing returns to the inefficiency of government services (mcludmg

law enforcement). It strongly suggests the possibility of policy-induced
structural distortions, especially in the labour and financial markets.
There is little doubt that labour subsidies and other income transfers béar

a large responsibility for the rigidities in the labour market. Labour

mobility, which was massive until the 1960s, has virtually ceased. Wages
have been made almost completely unresponsive to local labour market

conditions and to productivity differentials between regions or firms.
Political constraints on hiring and dismissal have been cons1derably more’

stringent in the South than elsewhere in Italy, also for private firms.
Concerning finance, this paper has provided ample evidénce of the
operating and allocative inefficiencies that have developed in the South,
under the regulatory regime that has prevailed until very recently. To be
sure, the old regime had solid motivations in both economic theory and
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experience. The protection of local banks, the promotion of specialized
regional institutions, interest subsidies and interest rate ceilings were
essential ingredients in a global development strategy aimed at overcom-
ing the lack of saving and of long-term capital, which were perceived as
the key obstacles to growth. On another ground, barriers to entry and
slack competition have helped prevent any repetition of the disruptive
bank crises that had marked the interwar period; and they did not keep
Italy from achieving among the highest economic growth rates in the
Western world for many years.

These motivations now appear outdated. For one thing, low produc-
tivity, not lack of capital, is the key impediment to growth in today’s
Mezzogiorno. And for another, experience has shown that stability and
efficiency are not necessarily conflicting goals; with appropriate pruden-
tial regulation, they may reinforce each other if efficiency leads to lower
costs and better quality of assets.

We have shown that financial intermediaries’ operating costs are higher

in the South, while productivity, profits and own capital are lower. The
gaps are wider for special credit institutions, which have been more
heavily affected by the regional development programmes; interest rate
regulation on subsidized loans is only one of the several factors that have
impaired competition in the Southern market for long-term credit.
The environment in which Southern banks operate is unquestionably
more difficult. Our analysis of the lending rates of commercial banks and
the evidence on firms’ profits and balance sheets demonstrate that risk is
certainly greater in the South. Yet we have also shown that risk can
explain no more than half the observed rate differential. The rest must be
attributed to less competition and higher bank costs.

There are persuasive indications that informational problems are
heavier, leading to more intense rationing, captive relations between
banks and firms, and poorer screening. Some of this evidence is worth
recalling. First, Southern firms that borrow simultaneously from local
and outside banks do so at different rates; the cost of credit from outside
banks is systematically and significantly lower. Certain data (concerning
the size distribution of customers and rates of utilization of lines of credit)
suggest that outside banks resort more to rationing practices. Building on
the asymmetric information literature, we attribute this to the presump-
tion that they are less well informed about local firms. The latter may
hence be ‘informationally captured’ (viz. Sharpe, 1990) by their local
banks. This presumption is reinforced by our analysis of customer mobi-
lity: direct evidence on individual loan contracts show that Southern firms
are less likely to break off a business relation with a bank or to open a new
one.
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Relevant indications also emerge from a cross-section regression
explaining interest rates charged on individual loans as a function of
firms’ and banks’ specific effects. In an ideal efficient market; the variance
of lending rates should be fully explained by differences in risk between
firms; instead we find that banks’ effects are significant (mainly capturing
differences in operating costs) and, more importantly, that the bank and
firm effects combined explain little more than half of the observed vari-
ance. The residual variance may depend essentially on two factors: differ-
ences in banks’ assessments of individual firm risk (coupled with the
limited mobility of borrowers) and specific bank-firm interactions leading
to stable customer relations. These factors operate nationwide. In the
South, however, the residual variance is larger, especially when the
comparison is between banks rather than firms. We take this as indirect
yet rather strong evidence of lower screening efficiency on the part of
Southern banks.

Moreover, in an attempt to capture bank-firm interactions (using such
variables as past duration of loan contracts, measures of geographical
proximity and of the importance of the bank to the firm and vice versa),
we have found that one special gauge of geographical proximity (coinci-
dence of the borrower’s province with that of the headquarters of the
bank) has a significant positive coefficient only in the South: Southern
banks tend to charge such local borrowers much higher rates than those
they charge on average to other firms with identical risk characteristics.
Quite interestingly, another potential indicator of geographical proximity
(share of a bank’s branches in the province of the borrower) is not
significant: we interpret this evidence as suggesting that being a local bank
is different from being an outside bank with local branches; only the first
case seems to give rise to additional market power. This fact may explain
why penetration by more efficient outside banks has been extremely slow
in the last decade, despite a substantial increase in the number of their
branches located in the South.

The final piece of evidence derives from econometric analysis of corpo-
rate behaviour, suggesting that high-risk high-return firms are more likely
to suffer credit rationing in the South than elsewhere. In an investment
equation, cash-flow constraints are considerably more stringent for risky
firms. In short and long-term debt equations, risk has more significant
negative effects in the South.

Overall, there is good cause to complain about the state of finance in the
Mezzogiorno. Banks have certainly not performed the Schumpeterian
role of promoting large-scale development projects. And the same goes
for special credit institutions, even though these were created specifically
to perform this function on behalf of the public sector. Intermediaries

2N
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have also displayed shortcomings in such less ambitious but nonetheless
important tasks as screening and monitoring. At best, they have played
the role of followers, providing finance when it was demanded in the
private and especially in the public sector.

What can be done to redress this situation? Which specific feature of the
regulatory system should be changed?

In our view, one feature of overriding importance concerns competition.
Slack competitive pressure affects not only costs and prices but also the
‘quality’ of the banking product. In this regard, financial liberalization
(which started slowly in the early 1980s and has recently accelerated) will
prove to be of major benefit to the efficiency of entire Southern economy,
not just the financial system; more will come with the full implementation
of the Second Banking Directive, which will allow Community banks to
operate everywhere in Europe on the basis of home country regulation.
Our analysis of customers’ relations and of the role of outside banks does
suggest, however, that structural change will be a very lengthy affair
unless measures are taken to make the ownership of banks more easily
contestable. As we have seen, geographlcal proximity to the borrowers is 4
of paramount 1mportance since it is hard to envisage a massive increase
in“thie number of bank branches in the South (which would imply very
high adjustment costs for both outside and local banks), the only practic-

- able way for outside banks to exert additional competitive pressure is by

purchasmg branches and local banks.?% This requires appropriate fiscal

. rules as well as political decisions ‘concerning the property structure of

public banks; in particular, we favour the elimination of any provision
that reserves to the government 51 per cent of the shares of the banks that
it currently owns.

Similar decisions are also needed to enhance bank size. Theory clearly
points to the importance of size and economies of scale in screening and
monitoring (Diamond, 1984). There is little doubt that tiny banks with
just a branch or two are in a poor position to evaluate customers. They
have contact with very few firms, are not aware of the alternatives, cannot
set up the technical structure for efficient screening and monitoring and
cannot diversify to an appropriate extent. In addition, the fragmented
structure of the Italian banking system, especially in the South, leaves
ample room for reducing costs through economies of sale (Conigliani ez
al., 1991; Grillo, 1987). And since most banks are public, policy decisions |/
are needed to remedy the situation, ‘

Another questionable feature of the current system is the separation
between commercial banks and special credit institutions, which may
impair financial intermediaries’ ability to perform a key aspect of loan
selection: matching firms and projects. The commercial banker knows the
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firm, which is typically also a depositor and has a continuing business
relationship, while the special credit banker knows the investment pro-
jects that are submitted to him intermittently, i.e. when a new investment
is undertakén. Thus, neither is in the best position to evaluate the
suitability of a given project for a given firm. This problem has been more
pervasivé in the South: elsewhere, the connections between short and
long-term banking have been closer, because of special agreements or
direct property ties. Furthermore, it can be argued that economies of
scope between the two types of institutions are more relevant in less
developed regions, where a global view of market opportunities is at once
more urgently required and less readily obtainable.

The final feature on which we focus is the system of financial subsidies,
which greatly impairs the efficiency of the special credit institutions. On
the one hand, it burdens them with functions and responsibilities, includ-
ing legal ones, that are typical of government (judging whether a project
is eligible for subsidies); on the other it tends to relieve them of the main
responsibility of the banker: evaluating the economic merits of a project.
Administered interest rates on subsidized loans, besides impairing com-
petition among intermediaries, also downgrade the screening function of
the institutions. When the interest rate is fixed exogenously by a govern-
ment agency, the banker will only be concerned with the lower tail of the
distribution of returns: he has to make sure that bad outcomes have a low
probability and that the risk is covered by collateral. As we have seen,
risky projects tend to be rejected, regardless of expected returns. As a
consequence, what is sometimes called ‘development finance’ (relating to
projects with high return and high risk) is virtually nonexistent: new
product and technology ideas, growth-oriented firms, etc. have little or no
access to long-term capital. This is a most unfortunate situation. Develop-
ment needs development finance, for at least two reasons. First, in an area
that i 1s totally open to external trade, local firms cannot grow 51mp1y by
copying what is done in mature areas. They must generaté new ideas, in
terms of technology, organization, products etc.: in a word, they must
take risks. Second, in the Mezzogiorno, and presumably in the less
developed areas of other industrial countries, firms are either very large
(typically outside or public corporations) or very small (typically, the
local firms). While efficiency does not always grow in direct proportion to
size, it is clear that very small firms may not be able to develop the
technical structures, marketing organization and so on that are requlred
to survive and, a fortiori, to prosper. Moreover, expanding a firm’s size
usually requires a discontinuous jump with the financing of new projects
that are large compared to the existing concern. Once again, risk-taking
emerges an important feature of development.
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While other financial institutions, such as merchant banks and venture
capital companies, may be better suited for this task and should certainly
be encouraged, the most important changes nevertheless concern the
traditional intermediaries, which still account for the lion’s share of
finance.

In conclusion, our view is that government intervention in the South
should be revised and, in many areas, reduced. The financial system also
requires thoroughgoing transformation, for which liberalization and
increased competition are necessary but not sufficient conditions.

Appendix A: Interest rate regressions

1.1 Structure of the sample

The data used in sections 4.1, 4.2 and 4.3 derive from three different
sources: the Centrale dei Bilanci (Company Accounts Data Service), the
Centrale dei Rischi (Central Credit Register) and the Financial Statistics
of the Bank of Italy.?3 The first source publishes standardized figures on
the balance sheets of about 30,000 Italian firms. The second, which is a
section of the Bank of Italy’s Statistical Department, collects data on
individual transactions undertaken by banks. The data cover the amount
of individual loans larger than 80 million lire and the interest rate
charged. While loan sizes are reported by all Italian banks, interest rate
data are provided, on a voluntary basis, by 79 banks only, which account
for about 70 per cent of total bank lending. Since the explanation of
interest rate differentials was our main objective, we decided to concen-
trate on this smaller data-set. The third source contains data on the
balance sheets of financial institutions and on their branch networks.

We have collated the three sources by bank and by firm, proceeding as
follows. We first extracted from the Company Accounts Data Service a
balanced sample (over the period 1982-88) of about 15,000 firms. We then
eliminated firms whose data were incomplete, missing or unavailable for
our purposes of interest rate studies. More precisely, we excluded firms if:
(a) the wage bill was lower than 100 million lire; (b) net interest expenses,
ordinary depreciation allowances, liquid assets, financial debt or net
capital were non-positive.

The resulting sample of about 10,000 firms was then collated with the
other two sources. We then concentrated on overdraft lending. We
eliminated observations pertaining to very small loans, excluding:
(@) lines of credit smaller than 5 million lire; (b) actual utilized credit (yearly
average of daily figures) of less than 500,000 lire. The reason for these
cuts was to control for ‘spurious’ interest rates resulting, in particular,
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from the practice of including among interest expenses — from which the
figures on interest rates are worked out —commissions and fees payable by
customers even if they are not borrowing or are borrowing very small
amounts.

To further control for noise (which would bias especially our variance
experiments), we also eliminated observations for which the interest rate
was either higher than 25 per cent or 3 points lower than the rate on
3-month Treasury-bills. Finally, in order to make the ANOVA experi-
ments meaningful, we eliminated a few firms with only one bank relation.

The resulting sample consists of 35,711 ‘contracts’, which summarize the
dealings between 9,127 firms and 76 banks; each bank-firm interaction
appears only once, meaning that on average firms have relations with 3.9
banks. For each firm, we know the interest rate and the actual amount
borrowed for each outstanding overdraft loan, plus detailed information
on the company’s balance sheet. For each bank, we also have information
on overall deposits, loans, bad loans, compulsory reserves, branches (by
province) and market shares (also by province).

Almost all firms (98 per cent) are in the private sector. By sector, the bulk
of the sample consists of manufacturing firms (60 per cent), followed by
enterprises in the distributive trades and services (20 per cent), in trans-
port and communications (7 per cent), and in mining (4 per cent).

The average interest rates by arca of banks and firms are the same as
those of the entire Credit Register sample, except for the cell correspond-
ing to the lending of Southern banks to Northern firms for which there are
(in the real world and, a fortiori, in our sample) very few observations:
here our sample exceeds the population interest rate by 1.6 percentage
points.

1.2 Econometric estimates

The results are shown in Table 7A.1. Regression 1 is the ANOVA
experiment commented on at length in Section 4.1.

In regression 2 the BANK dummy has been replaced with the ratio of
operating costs to deposits. As can be seen, operating costs alone
account for almost all the variance explained by the BANK dummy: the
R? in this case is 0.606 and standard error is 1.61. We then added
balance-sheet ratios (regression 3). All variables are significant and carry
the correct sign: an increase in compulsory reserves, in bad loans, or in
total lending (each divided by deposits) has the effect of increasing the
interest rate charged to the borrower. The deposits variable (capturing the
effects of bank size), although significant, contributes very little to the
explanatory power of the equation. The lending-to-deposits ratio allows

(9.58)
(17.22)
(18.88)
(14.03)

(3.85)

0.632
9.77
0.005

19.18
—15.76 (~17.66)

4.15
10.12

—1.62 (—23.68)

Regression 5

R2
SE = 1.55

(35.03)

(1.34)
(- 1.96)

(0.56)
(—9.69)
(—8.87)
(—2.07)

0.653

2.40
—6.84
2.57

—1.76 (~21.5)
—0.002 (- 1.06)

Regression 4
—1.56

—2.07

—0.005

—0.007 (—1.05)

R2
SE = 1.51

(11.51)
(17.32)
(18.21)
(15.02)
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0.618
11.88
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10.93
0.007

19.43
—16.10 (— 17.87)

SE = 1.58

Number of observations: 35,711
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Regression 2 Regression 3

R*=0.606

SE = 1.61
19.32 (26.67)

0.639
(42.13)

Regression 1

R2
SE =1.54

province of the borrower (WBP)

(WFB)
North
Centre
South
9. Weight of the bank for the firm
(WBF)
North
Centre
South
10. Weight of the bank in the
North
Centre

2. Operating costs/deposits (OP)
South

3. Lending/deposits (L)
4. (Lending/deposits)® (LSQ)
6. Compulsory reserves/dep (ROB)

7. Deposits (DEP)
8. Weight of the firm for the bank

1. Banks’ dummies (BANK)
5. Bad Loans/deposits (BD)

(dependent variable: interest rate on bank advances)

Table 7A.1. Interest-rate regression’

Variables
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for the fact that banks with below-average lending have an incentive to
lower interest rates in order to increase the proportion of loans in the

overall portfolio: in this case we also included a quadratic term, which

turned out to be negative. Overall, however, balance-sheet ratios add little |

to the effect of operating costs: the R* increases only from 0.606 to 0.618.

In regression 4 the rates charged on individual loan contracts are

regressed on the two sets of dummy variables (firms’ and banks’ specific
effects) that appear in regression 1 and, in addition, a number of
regressors designed to capture the variation that does not depend on the
characteristics of either the bank or the firm but is specific to a particular
bank-firm relationship.

Although several of these variables are statistically very significant, the
unexplained variance is reduced only marginally relative to the regression
on the bank and firm individual dummy variables alone (regression 1).
The uncorrected R? increases from 63.9 per cent to 65.3; the standard
error is reduced from 1.54 to 1.51. This standard error (measured in
percentage points) strikes us as being still very large, suggesting that, aside
from possible noise in data collection, we are still far from having a
satisfactory empirical explanation of specific bank-firm relations, It
should be noted in this regard that collateral, possibly an important
variable in this regression, is missing for lack of data: different rates may
be charged to the same firm because of dlfferent choices by both the firm
and the bank with respect to collateral. Note, however, that the specific
effect of firms or banks (such as total assets of the firm, personal wealth of
the entrepreneur, and average degree of collateralization of a bank’s
loans) cannot be used in the regression, as they are already captured by
the relative dummies.

Four variables turn out to be statistically significant. The first, and most
interesting, is the LS variable (local to local in the South), which has a
coefficient of 0.81 and is significant at the 1 per cent level.

As noted in the text, the LT variable has instead a very low coefficient
(0.023) and is not statistically significant.2* The WBP variable (weight of
the bank in the borrower’s province) is barely significant and has, if
anything, a negative sign, suggesting that being a local bank is different
from being an outside bank with local branches.?*

The WBF variable (weight of the bank for the firm) is also a possible
gauge of customer relationships. Prima facie, its negative sign might be
interpreted as the result of banks’ more careful screening and monitoring
of the firms that are highly dependent on them, hence a greater willingness
to charge them lower rates. But this is hardly convincing, as the WFB
variable (weight of the firm for the bank) is not significant and has a
positive sign in two of the three areas of the country; if anything, one
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would expect banks to be particularly careful when monitoring firms to
whom they extend a loan which is large in relation to the size of the bank,
not the firm;"We are hénce inclined to interpret the negative sign of the
WBF variable simply in terms of the demand function for credit (firms
borrowmg more where the cost is lower, other things being equal).
Another variable potentially measuring the importance of customer
relations (the DUR variable) is not significant. Of the remaining sig-
nificant variables in this regression, VOLAT has a simple interpretation:
its positive sign may stem from banks charging higher rates when the

{ utilization of lines of credit is volatile, complicating their short-run
liquidity management. However, the negative sign of UTR (the utilization
) rate) is puzzling, as one would expect rates to be higher when firms draw

larger shares of their lines of credit. It might be that the size of the
facilities is seldom revised by banks, so that utilization turns out to
depend essentially on the_ behaviour of demand, yielding a negative
correlation with interest rates.

Column 5 offers a highly concise summary of the previous results
concerning operating costs, balance-sheet ratios and bank-firm specific
interactions. There is little variation in the coefficient values: the banks’
coefficients (variables 2—7) are very close to those of regression 3, while
thosé relating to bank-firm interactions (variables 8-17) are close to those
of regression 4.

Appendix B: Corporate borrowing and investment regressions

The empirical analysis of Section 4.4 is based on a sample of 2,132 firms’
balance-sheet data from the Company Accounts Data Service. We only
consider small manufacturing firms, i.e. those with sales of 1-10 billion
lire in 1982. We also exclude firms whose data are incomplete, missing or
unreliable; specifically, if: (a) the capital and the depreciation accounts do
not square; (b) sales grow on average at a rate higher than 100 per cent or
decrease on average by more than 50 per cent; (c) assets and liabilities do
not square; (d) the firm has been involved in a merger and/or acquisition
operation; (e¢) we find non-positive values for the capital stock, the
number of employees, or the level of financial debt. We compute the
capital stock at replacement cost. We use 1982 as a benchmark year (in
1982 Italian firms were allowed to update the capital stock value in their
balance sheet) and the perpetual inventory method subsequently. We rely
on market rather than book value of long-term financial debt. In comput-
ing the market value, we use the Brainard et al. (1980) procedure,
allowing for some specific features of debt issues in Italy, in particular for
the fact that debt is reimbursed progressively until maturity.
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In the estimation of equation (1), with B, replaced by a linear function
of its determinants, we allow for the fact that because of the short
time-span covered by our sample, fixed-effect estimation would result in
biased and inconsistent coefficients (Nickell, 1981). We follow Arellano
and Bond (1991) and take the first differential of the original equation to
remove the firm’s fixed effect. We then use a generalized method of
moments approach?® with the dependent variable lagged twice as an
instrument. This leaves just four observations for each firm. Under these
circumstances, it is difficult to believe that factors such as the tax position
of the firm or its riskiness will vary significantly over our sample period.
We therefore follow a two-step estimation strategy. First, we regress the
debt-sales ratio on its time-variable determinants. Then, using the esti-
mated coefficients, we compute the individual firm effects. In the second
step, we regress the individual firm effect on the time-invariant determi-
nants of borrowing. At this stage we use both a standard OLS procedure
and a logit specification where the probability for a given firm that its
fixed effect is larger than the sample median is taken to be a logistic
function of the time-invariant determinants of borrowing. The two
approaches yield very similar results. The tables report only the results of
the second procedure. To capture the effect of other time-varying factors
we use both a trend (i.e. a constant in the first-difference specification)
and a set of time dummies. The latter, however, are found to have little
explanatory power.
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1 See Meldolesi (1990).

2 The abolition of the Ministry for the Mezzogiorno, with much of its apparatus
of transfers and subsidies, is proposed in a referendum, promoted by members
of a broad spectrum of political parties. In addition, Northern resentment,
even separatism, latent for many years, is now a concrete political problem; it
threatens, if not the integrity of the Italian state, the electoral base of the main
political parties.

3 McKinnon (1973) also argues that financial repression discourages saving and
investment; we do not pursue this approach here since, as we shall see, capital
scarcity is not at issue in the Italian case.

4 For a broader overview of the structure and performance of the economy of
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the Mezzogiorno see Banca d’Italia (1990), D’ Antonio (1988), Graziani (1984),
Marzano and Murolo (1985) and Sylos-Labini (1985).

5 Other factors are the higher incidence of irregular and unemployed workers
and more generous welfare policies (see F. Padoa-Schioppa, 1990).

6 See Giannola (1986).

7 As we have noted, subsidies cut the cost of capital by about 40 per cent and the
cost of labour by 20 per cent.

8 D’Amico et al. (1990) have disaggregated the data into 264 cells according to
the size and sector of activity of the borrowers. The average national rate in
each cell has then been weighted with the share of lending pertaining to that
cell in each province.

9. Their preferred regression is the following:

LR=152+09 COMP - 0.11 GDP + 0.03 BL + 0.01 HERF — 1.8 DUAG
(25.7) (7.6) (6.6) (2.6) (1.8) (1.8)

R? = 0.845; standard error = 0.43; number of observations = 95

where: LR = average lira lending rate charged by bank branches located

in the province;

COMP = composition effect, computed on the basis of economic
sector and size of borrowers;

GDP = GDP per capital in each province;

BL = ratio of bad loans to total loans reported by local branches;

HERF = Herfindahl index for each province computed on the basis
of bank loans reported by local branches;

DUAG = dummy variable for the province of Agrigento (Sicily).

10 The regression is the same as for panel A, but the tests refer to subsets of the
firms’ coefficients. Note that, because of composition effects, the value of the
average differential is not the average of the differentials displayed in the
individual subsets of the sample; in general, average differentials turn out to be
larger than those of any subsample.

11 We thank A. Gavosto of the Banca d’Italia for collecting these data and
making them available to us.

12 In the terminology of Keeton (1979), this may be interpreted as evidence of
‘type 1’ rationing,

13 A greater intensity of rationing in the South has been pointed out also by
Pittaluga (1991), who however does not discriminate between Northern and
Southern banks.

14 1tis assumed that the loan is indispensable, as the own resources of the firm are
insufficient to cover the cost of the (fixed size) project.

15 At least on the implicit assumption that equity finance is not affected by
agency problems. This is not a bad assumption when describing local firms in
which owner coincides with manager and the alternative to bank financing is
retained earnings, not external equity.

16 To distinguish between the risk and the tax effects of greater earnings volati-
lity, we include in the list of regressors the ratio of earnings volatility (STDE)
to a measure of non-debt tax shields, i.e. earnings divided by depreciation
allowances (E/DEPR). In this way, we should capture the fiscal effect of
STDE (larger volatility makes debt less palatable as a tax shield; this effect will
be more pronounced if the firm can rely on alternative tax shields).
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17 Consider the simple case in which projects are successful with probability p
and returns x or unsuccessful with probability 1 — p and returns equal to zero.
All projects yield by assumption the same average return. Lower values of p
therefore signal riskier projects. The true value of p is known both to the
entrepreneur and to the bank. In a competitive equilibrium we have:

1L+r=(+p)/p—(1~p)/p(C/B)

where r and p indicate respectively lending and deposit rates and B and C
denote the loan and the collateral. A large amount of collateral is associated
with a lower r and, as a result, greater borrowing. Similarly a lower value of p,
i.e. a riskier project, would call for a higher interest rate. The extent of the
effect on r of a decline in p varies inversely with the availability of collateral.

18 Notice also that the impact of collateral is not unambiguous. As shown by
Stiglitz and Weiss (1981) entrepreneurs with more collateral may also be less
risk-averse. On this issue, however, see also Bester (1985).

19 In a Stiglitz-Weiss set-up, however, investment subsidies lead to an improve-
ment in the pool of applicants and feebler adverse selection effects. This is
because in this model the marginal project is the best, i.e. the least risky,
project. An investment grant therefore draws into the applicant pool new, less
risky entrepreneurs. This by itself should improve the average return to the
banks’ portfolio and force the interest rate down. Less credit demand from
each individual entrepreneur (who can rely at least partly on government
financial help) would work in the same direction. At the same time, though, the
number of applicants would go up, putting upward pressure on the lending
and the deposit rates.

20 Slightly more formally, let us suppose that banks observe the volatility of
firms’ earnings, i.e. they know STDE. The latter, however, is only a noisy
measure of the true risk (o, for firm i, i.e. g,= STDE, + ¢; where ¢; is a
stochastic term. It could then be argued that the variance of ¢, is larger in the
South. This would explain why STDFE exerts a larger effect on debt in the
South, but would still leave unanswered the question of why the variance of ¢;
is larger.

21 Larger cash flows may indicate an improvement in the firm’s future profitabi-
lity and therefore lead to higher investment. A positive coefficient for the
cash-flow variable does not therefore necessarily capture the existence of a
financial constraint on investment (Fazzari et al., 1988), despite the fact that
we try to control for other possible determinants of investment. Our results,
however, do not merely indicate that cash-flow matters, but suggest that it
matters more for riskier firms. Therefore, even if the cash-flow coefficient is a
biased indicator of the importance of financial constraints, it could still be
argued, on the assumption of a constant bias, that such constraints are more
important for riskier firms.

22 On this point, see Vives (1991).

23 Data collected by the Bank of Italy on individual banks and customers are
subject to a legal provision forbidding their publication; for this paper, they
have been handled only at the central bank by authorized persons.

24 Given the parametrization of this regression, the coefficient of LT measures
the effect of the local-to-local variable in the Centre-North. The effect in the
South is given by the sum of the coefficients of LT and LS.

25 The WBP variable is significant (at the 4 per cent level) only in the Centre; its
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negative sign might be explained in terms of the demand function for loans
(lower rates leading to higher market shares).

26 The estimation package for dynamic panel data (DPD) was developed by
Arellano and Bond (1988).

REFERENCES

Arellano, M. and S. Bond (1988) ‘Dynamic Panel Data Estimation Using DPD —

A Guide for Users’, Institute for Fiscal Studies Working Paper No. 15.

(1991) ‘Some Tests of Specification for Panel Data: Monte Carlo Evidence and
an Application to Employment Equations’, Review of Economic Studies 58,
277-917.

Attanasio, O. and F. Padoa-Schioppa (1991) ‘Regional Inequalities, Migration
and Mismatch in Italy’, in F. Padoa Schioppa (ed.), Mismatch and Labour
Mobility, Cambridge: Cambridge University Press.

Banca d’Italia (1947) Assemblea annuale dei partecipanti. Relazione del Governa-
tore sull’esercizio 1946. Considerazioni finali, Roma.

(1989) Assemblea annuale dei partecipanti. Relazione del Governatore sull’eserci-
zio 1988, Roma.

(1990) ‘Il sistema finanziario nel Mezzogiorno’, edited by G. Galli, special issue
of the Contributi all’analisi economica, Roma.

Barro, R.J. and X. Sala-i-Martin (1991) ‘Convergence across States and Regions’,
Brookings Papers on Economic Activity, (1), 107-82.

Bester, H. (1985) ‘Screening vs. Rationing in Credit Markets with Imperfect Infor-
mation’, American Economic Review 57, 850-55.

Biehl, D. (1986) The Contribution of Infrastructure to Regional Development. Final
Report, Luxembourg, Office for Official Publications of the European Com-
munities.

Bodo, G. and P. Sestito (1991) Le vie dello sviluppo. Dall’analisi del dualismo
territoriale una proposta per il Mezzogiorno, Bologna, Il Mulino.

Bonato, L., R. Faini and M. Ratti (1991) ‘Le scelte di indebitamento delle imprese
in Italia’, in V. Conti and R. Hamaui (eds.), Operatori e mercati nel processo di
liberalizzazione — 1. Le famiglie e le imprese, Bologna, 1l Mulino.

Brainard, W.C., J.B. Shoven and L. Weiss (1980) ‘The Financial Valuation of the
Return of Capital’, Brookings Papers on Economic Activity, (2), 453-502.
Chenery, H. (1962) Politiche di sviluppo per I'ltalia meridionale, Roma, Svimez-

Giuffre.

Cho, Y.J. (1986) ‘Inefficiencies from Financial Liberalization in the Absence of
Well-Functioning Equity Markets’, Journal of Money Credit and Banking 2,
191-99.

Ciampi, C.A. (1984) ‘Intervento’ to the Conference ‘Banche e imprese per lo
sviluppo delle economie locali del Mezzogiorno’, Bari, 22 June 1984, Banca
d’Italia, Documenti, 129, June.

Ciocca, P., A.M. Giannoni and C. Nanni (1984) ‘An Analysis of Customer
“Mobility” in the Bank credit Market 1979-1980°, in Banca d’Italia (ed.),
Italian Credit Structures: Efficiency, Competition and Controls, London, Euro-
money Publications.

Conigliani, C., R. De Bonis, G. Motta and G. Parigi (1991) ‘Economie di scala e



212 Riccardo Faini, Giampaolo Galli and Curzio Giannini

di diversificazione nel sistema bancario italiano’, Banca d’Italia, Temi di
discussione, 150, Feb. '

Cottarelli, C., G. Galli, P. Marullo Reedtz and G. Pittaluga (1986) ‘Monetary
Policy Through Ceilings on Bank Lending’, Economic Policy 1, (3), 673-94.

D’Amico, N., G. Parigi and M. Trifilidis (1990) ‘I tassi d’interesse e la rischiosita
degli impieghi bancari’, in Banca d’Italia, ‘Il sistema finanziario nel Mezzo-
giorno’, special issue of the Contributi all’analisi economica, Roma, 305-47.

D’Antonio, M. (1988) ‘Sviluppo economico e redistribuzione: il caso Mezzo-
giorno’, Economia & Lavoro 1, 3-24.

De Meza, D. and D.C. Webb (1988) ‘Credit Market Efficiency and Tax Policy in
the Presence of Screening Costs’, Journal of Public Economics 36, 1-22.

Diamond, D.W. (1984) ‘Financial Intermediation and Delegated Monitoring’,
Review of Economic Studies 51, 393-414.

Dini, L. (1989) ‘Relazione introduttiva’ to the Isveimer Workshop Il fattore
Finanza per la competitivita dell’Azienda Mezzogiorno, Capri, 11-12 Novem-
ber, Banca d’Italia, Documenti, 267.

D’Onofrio, P. and R. Pepe (1990) ‘Le strutture creditizie’, in Banca d’Italia, ‘Il
sistema finanziario nel Mezzogiorno’, special issue of the Contributi all’ana-
lisi economica, Roma, 207-50.

Fazio, A. (1985) ‘Credito e attivita produttiva nel Mezzogiorno’, Banca d’Italia,
Bollettino Economico, No. 5, October, 27%-42*,

Fazzari, S.M., B.C. Petersen and R.G. Hubbard (1988) ‘Financing Constraints
and Corporate Investment’, Brookings Papers on Economic Activity, (1),
141-206.

Fry, M. (1988) Money, Interest and Banking in Economic Development, Baltimore,
J. Hopkins University.

Galli, G. and M. Onado (1990) ‘Dualismo territoriale e sistema finanziario’, in
Banca d’Italia, ‘Il sistema finanziario nel Mezzogiorno’, special issue of the
Contributi all’analisi economica, Roma, 1-63.

Gerschenkron, A. (1962) Economic Backwardness in Historical Perspective, Cam-
bridge (Mass.), Harvard University Press.

Giannola, A. (1986) ‘Problemi e prospettive di sviluppo nel Mezzogiorno’, in Ente
per gli Studi Monetari, Bancari e Finanziari L. Einaudi (ed.), Oltre la crisi.
Prospettive di sviluppo dell’economia italiana e il contributo del sistema finan-
ziario, Bologna, Il Mulino, 209-44.

Goldsmith, R.W. (1969) Financial Structure and Development, New Haven, Yale
University Press.

Graziani, A. (1984) ‘Produttivita insufficiente. Scoprire le cause profonde’, Delta
12, 5-6.

Greenwald, B.C. and J.E. Stiglitz (1991) ‘Information, Finance, and Markets: the
Architecture of Allocative Mechanisms’, NBER Working Paper No. 3652,
March.

Grillo, M. (1987) ‘Concorrenza, monopolio, regolamentazione’, in D. Cossutta
and M. Grillo (eds.), Concorrenza, monopolio e regolameniazione, Bologna, 11
Mulino.

Guglielmetti, P. and R. Padovani (1989) ‘L’economia della Sardegna a fine *88:
tendenze recenti e prospettive di sviluppo’, mimeo. )

Hellwig, M. (1991) ‘Banking, Financial Intermediation and Corporate Finance’,
in A. Giovannini and C. Mayer (eds.), European Financial Integration, Cam-
bridge (UK), Cambridge University Press.

The case of Southern Italy 213

Hillier, B. and M.V, Ibrahimo (1991) ‘A Partial Equilibrium Model of the Credit
Market with Asymmetric Information about Project Means and Variances’,
paper prepared for the Second International Macroeconomics Programme
Meeting, Madrid, 7-8 June.

Keeton, W.R. (1979) Equilibrium Credit Rationing, New York, Garland
Publishing Inc.

Lucas, R.J. (1990) ‘Why doesn’t Capital Flow from Rich to Poor Countries?’,
American Economic Review 80, 92-96.

MacKie-Mason, J.K. (1988) ‘Do Taxes Affect Corporate Financing Decisions?’,
NBER Working Paper No. 2632,

McKinnon, R.I. (1973) Money and Capital in Economic Development, Washington
(DC), The Brookings Institution.

Marullo Reedtz, P. (1990) ‘La redditivita delle aziende di credito’, in Banca
d’Italia, ‘Il sistema finanziario nel Mezzogiorno’, special issue of the Contri-
buti all’analisi economica, Roma, 251-76.

Marzano, F. and A. Murolo (1985) ‘Il ruolo del sistema creditizio nello sviluppo
del Mezzogiorno: alcune considerazioni critiche’, Mezzogiorno d’Europa 1,
45-61.

Mayer, C. (1990) ‘Financial Systems, Corporate Finance, and Economic Develop-
ment’, in R.G. Hubbard (ed.), Asymmetric Information, Corporate Finance,
and Investment, Chicago: The University of Chicago Press, 307-32.

Meldolesi, L. (1990) ‘Mezzogiorno con gioia’, Universita di Napoli, mimeo.

Messori, M. and D. Silipo (1991) ‘Un’analisi empirica delle differenze territoriali
del sistema bancario italiano’, CESPE Paper, 6, 90.

Micossi, S. and G. Tullio (1991) ‘Fiscal Imbalances, Economic Distortions, and
the Long Run Performance of the Italian Economy’, paper prepared for the
International Workshop on ‘Global Macroeconomic Perspectives’, Roma,
May 29-30, 1991.

Mpyers, S.C. (1977) ‘Determinants of Corporate Borrowing’, Journal of Financial
Economics 2, 147-75.

Nickell, S.J. (1981) ‘Biases in Dynamic Models with Fixed Effects’, Econometrica
49, 1417-26.

Onado, M., G. Salvo and M. Villani (1990) ‘Flussi finanziari e allocazione del
risparmio’, in ‘Il sistema finanziario nel Mezzogiorno’, Banca d’Italia, special
issue of the Contributi all’analisi economica, Roma, 65-102.

Padoa-Schioppa, F. (1990) L’economia sotto tutela. Problemi strutturali dell’inter-
vento pubblico in Italia, Bologna, Il Mulino.

/’ Pittaluga, G.B. (1991) ‘Economie regionali e squilibri nel mercato del credito’, in
/ 1l razionamento del credito: aspetti teorici e verifiche empiriche, Milano,
~-— Franco Angeli, 117-54.

Rybcezynski, T.M. (1974) ‘Business Finance in the EEC, USA and Japan’, Three
Banks Review 103, 58-72.

Sabbatini, P. (1990) I conti economici degli istituti di credito speciale’, in Banca
d’Italia, ‘Il sistema finanziario nel Mezzogiorno’, special issue of the Contri-
buti all’analisi economica, Roma, 277-304.

Scandizzo, P. (1991) ‘I trasferimenti pubblici e la loro distribuzione sul territorio’
in ISPE, I trasferimenti pubblici e la loro distribuzione sul territorio in Italia,
Roma.

Sharpe, 'S.A. (1990) ‘Asymmetric Information, Bank Lending, and Implicit



214 Discussion by Patrick Honohan

Contracts: A Stylized Model of Customer Relationships’, The Journal of
Finance 45, 1069-87.

Shaw, E.S. (1973) Financial Deepening in Economic Development, New York,
Oxford University Press.

Siracusano, F. and C. Tresoldi (1988) ‘Evoluzione e livelli dei margini di profitto
dell’industria in Italia e nei principali paesi industriali’, in Banca d’Italia, ‘Atti
del seminario: Ristrutturazione economica e finanziaria delle imprese’, Roma,
27-28 June, special issue of the Contributi all’analisi economica, Roma,
269-333.

(1990) “Le piccole imprese manifatturiere: diseconomie esterne, incentivi, equi-
libri gestionali e finanziari’, in ‘Il sistema finanziario nel Mezzogiorno’, Banca
d’Italia, special issue of the Contributi all’analisi economica, Roma, 103-67.

Stiglitz, J.E. (1989) ‘Markets, Market Failures, and Development’, American
Economic Review, Papers and Proceedings 79, 197-203.

(1991) ‘Government, Financial Markets, and Economic Development’, NBER

-~ Working Paper No. 3669, April.
© Stiglitz, J.E. and A. Weiss (1981) ‘Credit Rationing in Markets with Imperfect
‘‘‘‘‘‘ Information’, American Economic Review 71, 393-410.

SVIMEZ, Rapporti sull’'economia del Mezzogiorno, various years.

(1991) 1 differenziali di produttivita Nord-Sud nel settore manifatturiero. Un’ana-
lisi microeconomica, edited by L. Prosperetti and F. Varetto, Bologna, 1l
Mulino.

Sylos-Labini, P. (1985) ‘L’evoluzione economica del Mezzogiorno negli ultimi
trent’anni’, Banca d’Italia, Temi di discussione No. 46.

Taggart, R.A. (1977) *A Model of Corporate Financing Decisions’, The Journal of
Finance 5, 1467-84.

Tybout, J. (1984) ‘Interest Controls and Credit Allocation in Developing Coun-
tries’, Journal of Money, Credit and Banking 4, 474-78.

Vives, X. (1991) ‘Banking Competition and European Integration’, in A. Giovan-
nini and C. Mayer (eds.), European Financial Integration, Cambridge, Cam-
bridge University Press.

Discussion

PATRICK HONOHAN

This is a fascinating paper whose importance is not limited to the light it
casts on Southern Italy, but which has potentially much wider impli-
cations for the question of informational barriers to entry in European
banking.

With the deregulation of cross-border banking in Europe an important
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question is: to what extent will informational barriers limit the potential
consumer gains? A high proportion of the prospective welfare gains for
the whole Single Market as presented by the Cecchini report of the
European Commission was to be accounted for by the elimination of
differentials in intermediation margins. These estimates have been criti-
cized for making no allowance for information and contract problems
such as are addressed in this paper (Grilli, 1992).

Because of the high intermediation margins that have prevailed, it is
usually thought that Italy, along with Greece, Portugal, Spain and
Ireland, will have the most adjustment to make. But if local banks have
powerful informational advantages, then comparatively little might
change.

Conventional wisdom about the elimination of regulatory entry barriers
in Australia and Canada would have it that the entry, or threat of entry,
of foreign banks reduced gross bank margins considerably, but that
residual inherent entry barriers were sufficient to prevent the newcomers
from prospering; none captured a big market share.

The paper presents evidence not for a whole country, but for a region
(Southern Italy) apparently displaying significant contrasts with the rest
of the country, not only in financial structure and average interest rates,
but also in a wide range of other economic indicators.

The authors’ main purpose is to tell us if financial intermediation is in
fact different in the South. They conclude that it is, and that a model
based on informational barriers is the relevant one for explaining this
difference. This is a serious piece of data analysis, and stands up well to
scrutiny. I think that their conclusions drawn are, on the whole, plausible.
But I would like to provide a caution regarding the magnitude of the
effects we are looking at and the conclusiveness of the evidence.

There are several distinct substantial parts to the data analysis in the
fairly complex structure of this paper. I would like to concentrate on what
is to me the most important, the discussion of why Southern firms pay
higher interest rates. The raw average here is 210 basis points, and the
exercise carried out by the authors is to try to see how much of this is
explained by observable characteristics. We immediately discover that
about one-half of the 210 points is explainable by firm characteristics
(using firm dummies). Thus the average Southern firm pays 100 basis
points more to its Southern bankers than it does to its Northern bankers.

Note that there is no analogous effect in the North. The average
Northern firm does not pay its Northern bankers more than its Southern
bankers. This suggests that the conclusion that Southern Italian banks
have special information advantages which allow them to extract mono-
poly rents from local firms may not generalize to other peripheral
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countries in Europe. We cannot say, ex ante, whether Spain is more like
Northern or Southern Italy in this regard.

Why do Southern firms pay a higher interest rate to their Southern
bankers? The answer given by the authors is that the Southern banks have
captured a monopoly rent from their local knowledge or informational
advantage. This interpretation is supported by the supplementary infor-
mation that a firm pays (roughly) a further 100 basis points more to a
bank whose head office is in the same province as the firm.

Now there could be a bit of a problem with the interpretation here since
we also know that the Southern banks have lower profits than the
Northern ones. Within the authors’ interpretation we have to assume that
a second level of rent capture is occurring, with the staff of the bank
taking some or all of the rent obtained from informational advantage.

Some alternative interpretations to the rent capture theory are possible.
For instance, it may be that the Southern banks specialize in information
gathering and monitoring of local borrowers. From this perspective one
might suppose that such behaviour allows them to screen more
effectively, but it is costly and thus results in higher interest rates to cover
higher operating costs even in a competitive environment. An attraction
of this alternative theory is that it could explain both the high interest
rates and the high operating costs of the Southern banks. However it
would provide serious competition for the authors’ preferred theory only
if the higher operating costs of Southern banks could be shown to be
correlated with better loan appraisal — and indeed the authors argue the
contrary.

Another possibility is that some kind of side payments are prevalent in
the relationship between Southern firms and their local bankers. For
instance if the banking relationship is not strictly armslength, there might
be some reasons (e.g. taxation) to effect additional payments from firm to
bank by means of surcharges on the economic rate of interest. Or a firm
might be paying higher interest on its short-term loans in order to secure
subsidized, and hence rationed, long-term loans from a financial institu-
tion that is not wholly independent from the bank. In this case the bank
would be exploiting monopoly power, but that power would not be based
on information advantage. )

Finally there is the question, largely unresolved in the paper, of the
nature of the loan. The risk and cost of lending by a bank differs
considerably depending on the degree and quality of collateral and on the
flexibility of repayment schedules. These characteristics could differ sys-
tematically as between Northern and Southern banks lending to Southern
firms. Indeed it is plausible that Northern banks, lacking information,
would tend to confine themselves to self-liquidating documentary credits
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and the like. In that case the Northern banks would be offering essentially
a different product to the Southern banks. If so, the lower interest rate
they were charging might only reflect objective risk differentials, and not
the exercise of monopoly power by Southern banks.

Thus, even though the information story is plausible, there may be other
factors which tend to reduce what is already a rather small effect. There is
a presumption that by conditioning on such further factors, were data on
them available, the 100 basis points would shrink. It is noteworthy that
the, presumably more homogeneous, sub-sample of Sicilian firms results
in a differential of only 50 basis points.

Standing back to interpret these findings, let us recall from the first part
of the paper that we know that the South of Italy is a very different
economy from the North — with, for example, an overall 30 per cent
productivity differential. Furthermore there have until recently been
restrictions on bank branching, so the picture is not one of a completely
open regulatory environment for a lengthy period. Against this back-
ground I have to say that even a | percentage point interest differential
seems to me remarkably low.

The other main results in the paper are perhaps less persuasive than that
on average interest rates, not so much because of methodological issues
but because the magnitude of the effects is rather small. The authors make
much of statistical significance in reporting their results, but with thou-
sands of data points, even tiny effects can be statistically significant. The
quantitative importance of the effects is small. Thus, for example we are
told that Southern firms are less likely than Northern ones to change their
bankers; but this is based on the observation that 24 per cent of Northern
firms changed their bankers in a certain period compared with 21 per cent
of Southern firms — hardly an enormous difference, and much smaller
than many other North-South contrasts. Likewise, I am not convinced
that Southern banks are much less efficient in evaluating risk on the basis
that the mean absolute error in the relevant interest rate equation is 120
basis points instead of 90.
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ANTONIO S. MELLO

The paper by Faini, Galli and Giannini is a very interesting piece of a
scarcely explored field of economic research. It tries to investigate
whether the inefficiencies in the workings of the financial sector can
explain the gap between the Northern and the Southern regions of the
same country (Italy). This hypothesis is verified when two conditions can
be met: (1) Finance in the South is different from that in the North (by
finance one must mean not just the intermediation process, but how
property rights are established and exercised, bankruptcy procedures
differ, as well as the structure of corporate governance and control); and
(2) the reported differences in finance do not result from differences in the
economic fabric, the state of economic development, industry special-
ization and corporate structure, but instead contribute to these differ-
ences. Assuming that the hypothesis holds, one must then explain what
perpetuates the survival of financial intermediates that operate with costly
and inefficient methods.

The authors start the analysis by looking at different measures of sources
of capital. From the information provided one can see that the debt to
equity ratios are roughly the same in both the North and the South; the
proportion of long-term to short-term debt is also not different; also
neither the North nor the South seems to rely on bonds for long-term
financing, though the percentage in the North seems slightly higher. What
seems to differ is that firms in the South are more heavily capitalized.
Moreover, equity financing in the South is achieved mainly by retaining
earnings and long-term debt in this region is often available through a
state development agency — the SCI. These two important findings,
involving the quantity and the cost of capital may be interrelated, but the
authors leave unshown whether this is, in fact, the case.

What is the effect of a lower participation by southern firms in the
capital markets? This is potentially significant, because when firms do not
contract in the capital markets, there is no objective benchmark for the
opportunity cost of capital to guide investment decisions. But why are
firms in the South not in the stock market? Here, again, the authors do not
provide an answer, although they talk about smaller size. But if size is-
what matters (and no statistical evidence of a size effect is given) then one
must ask what makes southern firms smaller when presumably easier
access to capital should, instead, make them larger? I think control is part
of the story: maybe most companies in the South are smaller, because
owners simply do not want to give up control; without a market for
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corporate control, inefficiencies tend to arise. Moreover, if growth implies
giving up control in family-owned businesses, then failure to exploit
available economies of scale may occur, with the corresponding ineffi-
ciencies.

So much for demanders of capital. What about financial intermediation?
Institutional restrictions seem to be similar both in the North and in the
South: prohibition of establishing new banks, requirement of authori-
zation to open new branches, credit ceilings and limitations on the ability
of small banks to lend outside the area in which branches are located.
What then could explain the finding that banks in the South charge higher
fees to southern firms than do northern banks operating in the South? I
suspect size and segmentation: southern banks are smaller, maybe
because companies in the South are smaller: recall the restriction that
banks cannot lend outside the area of location of their main branches: so
if customers do not expand geographically, banks may not expand either.
Also, smaller size could be the simple result of the existence of a state
development agency provider of a substantial part of the credit. I do not
find in the study any evidence that banks in the South are indeed smaller,
but I am able to conclude that the financial system is more fragmented in
the South: (small) private banks concentrate on short-term financing,
whilst government agencies provide long-term funds.

If southern banks are smaller and there are economies of scale beyond
their size, then their average costs are higher and profits are lower. Higher
costs could also occur because of greater investment in information
(although the authors seem to imply that southern banks are less efficient
in screening borrowers, of which, from the statistics presented, I am not at
all convinced), higher deadweight costs of bankruptcy and a less diversi-
fied portfolio of loans.

The question that the authors then ask is what explains the apparent
survival of southern banks alongside their northern counterparts when
the former charge higher rates. They say monopoly rents in an infor-
mationally captured economy. This is plausible, but by no means tells the
whole story, and does not necessarily imply the existence of rents. South-
ern banks could charge more to local companies than their northern
competitors if they provided- additional services to local companies: for
example, means to finance the consumption needs of owners, as well as
other services; this is the case, especially when in small businesses, family
and company assets are not clearly separate. One must also remember
that this represents a potential form of tax evasion. The higher rates could
result, as well, from the fact that in bad times southern banks would not
stop extending credit as early as northern banks, especially when these
have better opportunities elsewhere (greater regional diversification) or
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are less informed about idiosyncratic risks. This is somewhat equivalent
to establishing an effective priority of claims — which also ties in with the
observation that companies do not seem to exhaust the credit lines of
cheaper banks — some kind of implicit collateral. Moreover, it is related to
some sort of specialization in the information collection process: while
northern banks are better in economy/market wide information, southern
banks would collect regional and local company-specific information,
presumably more difficult to get. In such a separating competitive equi-
librium, both types of banks would survive with southern banks charging
higher rates.

My final remark is about the way the authors treat risk. They report that
risk seems to account for one-half of the spreads in loan rates charged by
southern banks. The rest should be explained by monopoly power.
However, it is very hard to make statements of this sort without a proper
model to measure risk. If I had to do it myself, I would start by assuming
that markets were segmented: the price of risk would then differ as
different models would be applicable. In fact, segmentation is one of the
most clear contributions of this fine paper: the authors have provided
evidence that segmentation (induced by regulatory actions) can occur
within the same country and is not just a subject relevant to international
capital markets.

Finally, this paper also teaches us that scarcity of capital may not be a
sufficient reason for less economic development. Indeed, the less devel-
oped and poor South has greater capital-intensity than the rich and
developed North. What matters is how capital is allocated and utilised in
the economy.

Part 11B:
Case studies — government policies




