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THE IMPACT OF LOCAL GOVERNMENT INVESTMENT ON
CORPORATE DECISIONS™
Part 1

Puntillo Pinals, Tenuta Paolo'®

This work aims to provide evidence on the impact of public investment on local business
decisions. In particular we want to see the effect of public investment on the development of local
area - measured by GDP and employment - and therefore the effect that the development of the
area determines the location decisions of businesses.

In other words, we therefore wish to demonstrate how the infrastructure is one of the
determinants of competitiveness and development potential of an area of active firms. A good level
of infrastructure produces significant advantages (so-called positive externalities) for the local
economy because, not only allows to increase the productivity of factors of production, reducing
costs, but also influences the degree of attraction of the area (residents, tourists, businesses,
funders), the location decisions of new businesses, the strengthening of existing ones.

The conceptual framework draws on the contributions made by many national and
international literature on the role that public investment play in economic growth in the territories
and the attractiveness of the territory.

The paper is organized in two parts. Part I discusses the concept of local public investment,
which is under a legal entity, examines the issue of investment planning and illustrates how the
literature has suggested and tested empirically with reference to the role of public investment in the
dynamics of growth and competitiveness of the territories. In the Part 2, is empirically tested the
research hypothesis, through an econometric analysis, describing the models and variables used in
the application of panel techniques, and presents the results of the estimates, while last section
concludes with summary of some considerations.

JEL: G380

Keywords: public investment, government, corporate decisions, policy making, local business
decisions, development

1. Introduction

Italian local authorities are more than a decade at the center of an extensive reform process
that has profoundly changed the conditions of operation, the reference is the so-called process of
“decentralization” which involved, among other things, not only Italy but other countries [Hankla
C., Downs W., 2010]. In applying the principles of subsidiarity, not only administrative functions,
but even those of a planning are the responsibility of lower levels of government. Is attributed to
local authorities, therefore, the responsibility to plan for investments in the territory. [Farneti F.,
1998].

Together with the process of administrative federalism, is being implemented also the process
of fiscal federalism, and the resulting shift from a centralized system of public finance to public
finance system independent. In this context, the strategic viability of local plays a crucial role in
promoting economic development in the area [Smith B., 2008].

In light of this premise, the present work aims to provide evidence on the impact of public
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investment decisions have on local business. In particular we want to see the effect of public
investment on the development of local area - measured by GDP and employment - and therefore
the effect that the development of the area determines the location decisions of businesses.

It will illustrate the economic theory to support research that would lead, I will explain the
concepts of current expenditure and capital expenditure, and after specifying the differences, not
only in terminology, between investment spending and capital spending, will be analyzed
management aspects, accounting and financial investment decisions by local authorities. It will then
detail the importance, in terms of policy, for careful planning and prior assessment of the
investment. Finally, the main effort was put into empirical research and analysis of results that have
resulted.

The provision of infrastructure is therefore one of the determinants of competitiveness and
development potential of an area of active firms. A good supply of infrastructure in fact have
positive externalities'’ for the local economy, increasing the productivity of factors of production
and reducing costs. Moreover, the presence of good service quality influences the degree of
attraction of the area (residents, tourists, businesses, donors): the infrastructure is therefore crucial
for the location of new businesses, strengthening existing ones and the attractiveness of the
territories.

In light of the interest that these studies raise the scientific community, and given the current
and practical implications on local economic systems (we refer to the forecasts of the central
government to reduce transfers to local authorities) the quantitative analysis focuses directly on
capacity of local public expenditure for investments “to determine” the economic growth of regions.

In other words, the econometric analysis aims to demonstrate that the main local public
investment “determine”, “influence” the levels of development of territories.

The main assumption is that you want to verify that an increase in investment spending
increases the wealth of the territories. Moreover, whereas in recent years has been adopted the
political strategy of using the civil service employment as a driver, it is believed that employees of
public institutions has absorbed most of the available financial resources that could instead be
devoted to investment and that could favor economic development, so it is assumed that staff costs
have a negative impact on growth of the area and therefore on the location decisions of businesses.

If you look at the budgets of public administrations, in fact, the amount allocated for current
expenditure always exceeds that of capital expenditure, in other words, public authorities allocate
financial resources to pay the costs of mandatory (including almost all the costs current), to the
detriment of those discretionary which are precisely the costs of investment.

It is therefore considered that if the investment costs are a driving force of economic
development, because they are “held back”, “bound” by the staff costs, then the public sector is a
major constraint to local development in the light of this argument it is assumed that staff costs
negatively determine the levels of development.

Through a multivariate linear regression model estimated by OLS using panel data techniques
the research hypotheses that we want to prove are the following:

Hypothesis H1: the increase of the surface, increases the level of regional development.

Hypothesis H2: the increase of investment spending, raise the level of regional development.

Hypothesis H3: the increase of personnel expenses, decreases the level of regional
development.

Hypothesis H4: in Center North geographical macro-area shows a higher level of
development, thus determining the location of the joint development of the territory.

2. Public expenditure in the laws of accounting and accounting theory

The term "public expenditure" means the disbursement of economic assets by the state and
other public bodies to produce goods and services to meet the needs of the community. [Farneti F.,

' The positive externalities consist in a particular activity produces benefits in the hands of other parties not directly
involved in that activity.
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1998].

In our financial system, the payment of any expenditure should be a substantive law that is the
source of legal expenses, as well as a special appropriation in the budget that has as a necessary tool
for the material implementation of the substantive law imposing an obligation or entitles it to make
the same expenditure [Buscema S., 1971].

Public expenditure can be distinguished by different criteria and the influence of such
distinctions, of course, influences the allocation of the burden.

Among the various classification criteria the distinction between current expenditure and
capital expenditure is of particular importance. First, the mandatory financial statements for local
governments, issued by DPR 194/1996, reproduce this categorization, representing, respectively,
the Title I and Title II of Part I of the annual budget expenditure. Therefore the distinction between
current expenditure and capital expenditure in terms of the notes first budget balances (whether
partial or total). Moreover, it is particularly important in relation to hedging of financial needs
generated by such fees: it is known that the first constitutional law in 2001 decided that the
borrowing is permitted only to finance capital expenditure. It is, therefore, necessary to clarify what
is meant by investment spending.

3. Public spending for local investments. Accounting and financial aspects

The issue of investment and, consequently, that of the related sources of funding has always
been one of the most interesting aspects of the management of local resources, as will be detailed in
paragraph 6, and the effects directly and indirectly determine the relevant territory [D'Aristotile E.,
2009]. Nevertheless, the legislature has long declined to provide a clear and full definition of the
term "investment" [Puddu L., 2005].

Regarding Italian commercial law, in fact, the concept of "investment" has been fully defined
only recently.

The legislature originally introduced the distinction between current expenditure and
investment expenditure in 1964 with Law No 62, c.d. Curtis Law, in place of the distinction
between ordinary expenses and extraordinary expenses, simply define the cost of investment (or
capital account) as those expenses related to direct investments and indirect, as well as in operations
for granting loans. The same position was adopted by the legislature in 1979 when the accounting
reform of Local Government of the DPR No 421. Even the Legislative Decree No 267 of 2000
provides a precise definition of the criteria necessary to distinguish from those in current
expenditure and capital investment by the latter.

It was not until 2001 that the Constitutional Court began to initiate a process of clarifying the
concept of local public investment.

The exact definition of investment expenditure is relevant when the financing of this
expenditure does not provide you with the ordinary means, having put the constitutional law No.
3/2001 (reform of Title V of the Constitution) an absolute prohibition on borrowing for purposes
other than investment.

In particular, the new art. 119, paragraph 6 of the Constitution to provide for municipalities,
provinces, metropolitan cities and regions the opportunity to borrow only to fund "investment
expenditure".

However, while identifying the cost of investment as the only type of expenditure for which
shall be no borrowing from local government, the legislature does not dwell on their exact
specification.

Consequently, just as a result of the ban on borrowing costs for non-investment posed by
constitutional law No. 3/2001, was now the subject of debate the exact definition of "investment
expenditure."”

The Legislature returned to the issue with two further initiatives:

1) The Finance Law 2003 which introduced a penalty system that provides for the nullity of
the acts and agreements adopted in violation of Art. 119 6 ° c. Constitution, and the possibility of
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the Court of Auditors to impose a financial penalty to the administrators who take the relevant
decision,;

2) The Finance Law 2004 (Law No. 350/2003) which was due to give practical effect to the
prohibition of borrowing for investment expenditure, providing for the first time a complete
definition of "debt" and "investment". This law is an important step because it sheds light on a topic
of discussion among theorists and operators of the sector in recent years.

In the legislature, in particular, art. 3 of FL 2004, paragraphs 16 to 21, listed the types of debt
eligible for the purposes of Article 119, paragraph 6 of the Constitution and listed the items of
expenditure to be considered investments for the same purposes.

The list of types of investment and debt was previously subject to change by decree of the
Ministry of Economy and Finance, after Istat: this is available to paragraph 17, fourth period, and
paragraph 20, art. 3 of the Finance Law 2004; these paragraphs, however, were later declared
unconstitutional by the Constitutional Court ruling No. 425/2004.

The opinion expressed by the sentence no 425/2004 originated is found in art. 3, paragraphs
16 to 21 of Law No 350/2003 by certain provinces and regions [Barbero M., 2005], the Court
declared the legitimate contested paragraphs, with the exception of Section 17, last sentence, and
20, which give the Minister of Economy and Finance after hearing the ISTAT, the power to have a
decree with modifications to the types of "debt" and "investment" for the purposes set out in Article.
119, sixth paragraph of the Constitution.

Beyond the judgments of constitutionality it is important to remember that the sentence in
question has, however, strengthened the prohibition on borrowing for investment expenditure for
the smaller local authorities (with the exclusion, then, the central government) already placed with
the law Constitution of 2001.

4. The distinction between investment expenditure and capital expenditure

In the light of legislative changes on local authority borrowing for investment expenditure it is
useful to make a careful examination of the classification of capital expenditure and investment.

It 1s wrong to think that capital expenditure and investment are identical. When it comes to
investment in the local budget means essentially public works, as defined by art. 2 of Law
109/1994: "Activities of construction, demolition, restoration, renovation and maintenance of
services and facilities ..." and their acquisition and sale, exchange, maintenance, renovation
[Marotta G., 2004].

The concept of capital expenditure instead assumes a broader meaning. It includes, in addition
to investment costs (over the cost of public works), but all other expenses and deferred expenses
that increase the fixed assets of the entity, such as purchases of motor vehicles, equipment,
investments, contributions, capital transfers and in general all the costs that constitute two essential
criteria [ODCEC Ivrea, Pinerolo and Turin, 2008]:

1) the recurrence,

2) the object of expenditure and its place in the budget.

The first criterion is generally used to distinguish in the current account balance from the
capital. The definition of capital expenditure actually derives from the definition of current
expenditure which is characterized by normal conditions [Circular of the Ministry of the Interior No
11/1978]: capital expenditures are therefore in the nature of extraordinary expenses ie those that do
not occur with a high degree of regularity and continuity.

The second criterion refers instead to the nature of expenditure on the basis of the following
"interventions" allocated to Title II, which are identified by the DPR 194/1996:

01 acquisition of real estate

02 onerous expropriation and services

03 purchases of specific achievement in economics

04 use of third party assets for achievements in economy

05 acquisitions chattels, machinery and technical scientific equipment
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06 external professional contracts

07 capital transfers

08 shares

09 injections

10 concessions of credits and advances

These items constitute the then capital spending, broader category than the investment costs,
according to the doctrine for a proper allocation of an event management including the cost of
investment is necessary to determine, for each intervention of Title II capital expenditures, if you
take charge of the characteristics of “investment” [Baldi L., 2005].

Spending takes on the characteristic of investment expenditure if it is on all the assets,
tangible and intangible-owned repeated participating for several years paid and productive
processes of local authorities and that, as such, are shown as the balance sheet [Di Massa P., 1989;
D'Aries C., D'Atri A., Mazzara L., 1998], and also participate in the determination of income for the
year with their depreciation. In other words it can be assumed that the 'investment expenditure' are
all those incurred by local authorities for construction and/or acquisition of property, not for normal
consumption and, therefore, are permanent facilities available to local communities, which would
increase the assets [Falcone G., 1998; D'Aristotile E., 2000].

This will come to the conclusion that the cost "investment" are a subset of capital expenditure
are characterized by these fundamental elements just mentioned.

Among the measures of expenditure of Title II, the ones that no transactions can not give rise
to an investment are transfers of capital and credit allocation.

The first recorded disbursements to institutions with a special agencies, companies and
households in the form of grants, allocations, subsidies characterized by the absence of a
countervailing obligation on the recipient and the purpose for which they are granted (or
construction works Repeated acquisition of property in fertility). However, if capital transfers are
provided for the benefit of persons belonging to public administrations, they are considered
investments.

The second, however, collect the payments in favor of special and associates and subsidiaries
for operations in support of cash imbalances which occurred during the year, the same intervention
as to include those "movements of funds" for the transfer of funds out of cash only. Again we
cannot talk because the logic of investment income and balance sheet amounts reported in the
intervention and then paid for the shares are paid credits [D'Aristotile E., 2004].

It can be argued therefore that the distinction between investment and expenditure in capital
account is limited to transfers of capital to private entities not included within the government
sector, and granting of loans and advances. These two cases are capital expenditures but
investments financed through debt, all other cases of investments are properly capital expenditures.

5. Investment planning in a logic of policy

The implementation of public investment that generates revenue and expenses is reflected in
the annual budgets of local government as a result of the physical, economic and environmental
aspects related to the location of infrastructure.

The choice of investments, the responsibility of policy makers, must be based on two types of
analysis, one on historical data and the other on prospective data. The first will establish the status
quo before the investment: the financial and fiscal health, any leeway in the budget concerning
government infrastructure, the stock of heritage buildings (residential, industrial, commercial) and
the estimates of urban development, the level of public services offered, and the main difficulties to
cope with the effects caused by the infrastructure (increased needs of the area), the second will
simulate the projection of the main items of income and expenditure based on assumptions on the
effects on the administration in an appropriate timeframe. In particular, we should check whether
the entity will incur additional costs in the future or the need for new investment in urban
development and its financial capacity to fulfill them [Morese F., 1982].
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In addition, the financial analysis should consider the time dimension. The temporal
dimension concerns the timing of payments. The determination of the time horizon should be made
on the basis of the timing of the effects induced by the infrastructure, divided into three phases:

1) the stages prior to implementation;

2) the lifetime of the infrastructure;

3) an initial period of operation in which they begin to manifest the territorial changes
brought about by the infrastructure, modification of urban development, location of new industrial
facilities etc..

From a macroeconomic perspective, the choices inherent in large infrastructure projects have
to meet strategic logic multi-level (regional interests, national and EU) and require the sharing of
information between stakeholders and their involvement in the construction of consensus. From a
business point of view but their implementation requires, in addition to the evaluation of design
alternatives, a careful evaluation of policies for financing the work. The investment choices are in
fact a decisive influence on economic and financial balance of future budgets of the institution
[Giacomelli P., 1998].

A body or board was thus set up to approve the business plan, which is a legal requirement for
the resolutions approving the execution of investment projects and for decision-taking on mortgages
[Article 200 Tuel]. The business plan must be drawn to determine the price for the service are able
to ensure balance both economic and financial investment. An investment is characterized by
economic equilibrium when, in the time chosen for its assessment, the discounted stream of
revenues from the investment is at least sufficient to cover the amount of discounted costs,
including depreciation charges technically and financially.

An investment is characterized by financial stability when, in the period chosen it is able to
produce, for each financial year, a volume of financial resources that can help you meet the amount
of cash outlay for the reimbursement of the funds received and management of 'invested in the

The overall assessment of a proposed investment therefore requires:

1. Analysis of user needs which fall on the technical and economic feasibility of various
financial and investment alternatives. The choice will fall on that project whose benefits outweigh
the costs incurred;

2. Analysis of capital expenditure inclusive of VAT, the period in respect of which express an
opinion of convenience, financial charges and capital repayments in relation to the choice of
financing, management and financial burdens on indirect entity's financial statements, once the
investment, and any major or minor resources for the benefit and / or the budget itself;

3. The timetable for the drafting of the final and executive projects, procurement of funding
sources, and the procedures for the identification and choice of partner, foster care and the start of
work and closure of work and testing;

4. Time to feature the work, and / or system.

6. The role of public investment in the dynamics of growth and competitiveness of the
territories

The empirical economic literature to support the axiom that the allocation of public works,
infrastructure, physical capital and in general public, is a positive factor for the development and
competitiveness of regional economies is significant, both nationally and internationally. Are
numerous and related to various land areas that are empirical work support the idea that the growth
of capital generated by public spending on infrastructure to provide a positive and significant
contribution (although greater or lesser extent depending on the circumstances) to productivity local
private sector [Atukeren E., 2005], and to output growth and production [Romp W., De Haan J.,
2007; Sanchez-Robles B., 2007].

This seems to have happened in the U.S. during the 70s and 80s of last century [Eberts, 1986;
Eberts, 1990], in regions and large areas Metropolitan Germany and France [Aubert and Stephan,
2000; Kemmerling and Stephan, 2002] and in the Spanish [Bosca et al., 2001].
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In fact from the thirties, the economic literature array Keynesian had sealed the importance of
investment in infrastructure for their ability to trigger a multiplier effect on the demand side and
create the preconditions for the growth of a country [Tondini E., 2008]. In particular, Keynesian
models predict that in the short term infrastructure spending has a positive impact on GDP and
employment and spending that very purpose is to support employment in the early stages of adverse
cyclical, passing the long-term capital investments provide a public positive contribution to GDP
thanks to the stimulus given to investment in private capital, public and private capital would
therefore be complementary (crowding in) and not substitutes. [Di Giacinto V., Micucci, G.
Montanaro P., 2009].

On the issue of the macroeconomic impact of infrastructure is important to remember the
empirical literature of Aschauer: in his studies on the productivity of public capital for the U.S.
[1989a; 1989b], he introduced an aggregate production function approach with static single
equation, in which the public capital was treated the same as the input of labor and private capital.
The author was a large positive effect of public capital on U.S. GDP, suggesting that public
investment would be self-financing through higher tax revenue.

A large empirical literature has taken the building on the work of Aschauer and some authors
[Baxter and King, 1993] have explored the complex channels through which public capital exerts its
effects on the wealth produced in a general equilibrium framework: directly, because the investment
in infrastructure is part of GDP, indirectly, as the public capital can influence the level of other
inputs, such as employment and private capital.

Also with regard to Italy, Fabiani and Pellegrini [1997] show that in addition to training and
geographical location, infrastructure spending has been a determining factor for economic growth
both for the convergence of the Italian provinces during the period 1952-1992.

In light of the above and supported by the different economic theories can therefore be said
that public investment in infrastructure have a significant impact on GDP, employment and overall
economic growth in the territories. At local level the implementation of the investment produces
widespread benefits: in general increases the competitive differentiation of the territories and thus
the degree of attractiveness of those relying on the effects of Keynesian type.

In particular the provision of local public investment on the one hand affects the economic,
social, environmental (changes in residential property settlement and productive system of mobility,
environmental framework, labor markets and real estate, increase/decrease of population) and
secondly generates growth in demand for and supply of public services caused by changes in
infrastructure and changes the tax and local government involved [Barman TR, Gupta MR, 2010].

Essentially, therefore, the infrastructure is one of the determinants of competitiveness and
development potential of an area of active firms: the presence of infrastructure of good quality
affects the level of development and consequently on the location of new businesses the
reinforcement of existing ones and the degree of attractiveness of the territories.

It is necessary and proper to make a further clarification and to dwell on another aspect: the
role of adequate infrastructural facilities is crucial not only economic growth but also in reducing
regional imbalances.

The reasons given to support a policy of expansion of infrastructure facilities are in fact
generally focus on the objective of creating conditions that promote growth, expansion and
efficiency of the economy, on the one hand, and the reduction of inequalities and achieving greater
economic and social cohesion, on the other [Di Palma M., Mazziotta C., 2003].

An extensive analysis of literature has attempted to interpret the economic and territorial
disparities and to develop policies and actions to create conditions for achieving a substantial
economic and territorial cohesion among countries and between regions within each country.
Theories of the fifties and sixties, with the important work of Hirschmann [1958], Perloff [1963],
Hansen [1965], followed in subsequent years based on significant contributions empirical-
quantitative analysis, including remember those Biehl [1986] and more recent ones of Barro [1991],
Barro and Sala-i-Martin [1992], Costa-Font J., Rodriguez-Oreggia E., [2005] and Giuranno MG
[2009].
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All these authors essentially argue a theory of skiing: the infrastructure plays a significant role
(along with other variables, of course) when determining a growth process more pronounced in the
lagging regions, such as to reduce the existing regional disparities and enable the start of a process
of convergence of regional economies with different levels of development.

Own public investment can be the engine of economic and social development, to activate the
lever to overcome or at least reduce the territorial duality of our country. Italy is one of the
countries where it persists a long time the territorial divide between North and South.

He even notes that the Italian case is the only example of a country where internal differences
have never been significantly reduced: between 1955 and 2005, unlike what happened in all other
nations, the Italian regions lagging in development have not been able to show growth rates
significantly above the national average [Iuzzolino G., 2009].

Ultimately, the Italian economic dualism, which sees a significant proportion of the
population reside in a very poor than the national average, is far more serious than other countries
with similar levels of development and approaches, however, to an uneven playing field that
characterize the less economically advanced countries.

Spatial inequalities in Italy are of a structural nature. The internal disparities of income now
appear significantly higher than all nations in comparison with levels of development comparable to
ours. That is to say that the question of southern Italy is placed on dimensions of particular gravity,
not only in the economic history of our country, but also by international standards.

For the purposes of comparison, it is significant to consider the case of Germany, another
country with strong traits of territorial dualism.

It is to be noted that the government action of Germany in the years after reunification
(October 3, 1990) was characterized by tenacity and consistency in the point towards the goal of
recovery of the gap between the two parts of the country in terms of production, infrastructure and
Wellness, a non-negligible costs.

PROBLEMS: While recognizing the considerable efforts made in an attempt to restore the
eastern Lander in the united Germany, but you can not hide the fact that the result has not yet been
reached: the process of rapid growth in the first years after reunification was followed by a growth
phase slow and insufficient to fill the gap with the western regions in a short time. However, it
acknowledged the success of the policies offered to the public in having the reunification of the
Eastern Lénder an allocation of infrastructure level equivalent to that of the rest of the country,
which has not yet happened in Southern Italy [Martinez Oliva JC, 2009].

The comparison between the German experience and our South, but with due caution related
to the different historical and institutional conditions and different initial factor endowment, it is
therefore instructive in that it allows to confirm the anomaly of the Italian dualism in the European
market. The Italian dualism is presented in relation to productivity, income, employment and also
with regard to public investment: in particular, in Italy there is a gap in infrastructure is strong
compared to other industrialized European countries, both within and between the South and the
Center North.

The causes underlying these differences are many and not all be controlled at national level
between the various causes is important to remember above all the need to contain public spending
that occurs every year more and more relentless with the Pact of Stability and Budget Laws. Also at
European level, the analysis shows that the level of public investment has been determined in recent
years by income taxation policies and particularly the need to contain expenditure and the budget
appropriations, which were found to be higher than for current expenditure expenditure in capital
account [Agenor P.-R., 2009; Mehrotra A., Valila T., 2006].

Different analysis, among others, have shown that the expenditure in capital account are
positively and significantly correlated with economic growth, unlike the current expenses [Bose N.,
Haque ME, Osborn DR, 2007].

In this context, it is interesting to investigate the determinants of land development in order to
understand based on the assumptions made and the search through the construction of an
econometric model, what kind of spending most conducive to economic growth: in other words, if
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are true hypothesis under which the cost of investments encourage the development costs for staff
and hinder the growth of the territories.
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