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Austerity debate

Suppose a country or city is subject to a new budget constrain, e.g. due to
austerity.
How will politicians accordingly change public spending?
Is this budget shock going to be beneficial to society?
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Austerity debate

We focus on fiscal rules, which impose a long-lasting constraint on
fiscal policy through numerical limits on budgetary aggregates
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Politicians decision

Politicians face a stricter budget constrain, they might:

I increase taxes
I reduce expenditure

If they cut expenditure, they can reduce more or less corruption
affected public spending (e.g. discretionary spending like capital
spending)

If accountability works → reducing corruption affected exp. > than
increase in local taxes or reduction in corruption unaffected exp.

The opposite is true if accountability doesn’t work (e.g. vote buying,
clientelism, short-term horizon)
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This Paper: Can fiscal rules reduce corruption?

Fiscal rules curb corruption through a reduction in corruption affected
expenditure – no reduction in welfare

Test: We study a EU policy, the Domestic Stability Pact (DSP),
which imposes restrictions on local deficits

Estimation: local diff-in-diff on municipalities (2004-2015),
exploiting the shift in the population threshold

Corruption measure: administrative data on municipal corruption
investigations in Italian cities
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Literature and Contribution

Effects of Austerity
I Alesina and Perotti, 1995, 1996; Pisani-Ferry, 2002; Blyth, 2013;

Fetzer, 2018
I Fiscal rules (mostly effective in reducing deficit) Lutz, 2018; Asatryan

et al. 2018; Heinemann et al. 2018; Grembi et al. 2016

→ Our contribution is to show the causal effects of austerity at the local
level, in terms of corruption and local welfare
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Literature and Contribution

Anti-Corruption Policy
I Previous papers focus on anti-corruption audits: Avis et al. 2017;

Bobonis et al. 2015; Olken 2007; Di Tella and Schargrodsky 2003
I Standard anti-corruption policies involve huge costs, e.g. authority,

auditors salaries and on-site controls (Avis et al. 2017)

→ The Domestic Stability Pact (DSP) does not involve any additional
spending and there’s little margin for manipulation: cost-effective policy to
curb corruption
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Literature and Contribution
On European Integration: fiscal rules and EU transfers are both hot
topics in the EU context
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Domestic Stability Pact (DSP)

Domestic stability pact: set of budgetary policies aimed at containing
spending and reducing public deficits of local authorities introduced in
1999 in Italy

In this period, financial surpluses must be proportional to a moving
average of past current expenditure (sanctions for non-compliance)

We focus on the period 2004-2014:
I Enlargement of cities subject to DSP in 2013: population threshold of

application was reduced from 5,000 to 1,000 inhabitants
I Extension of the policy to 3,721 new cities

Details on DSP
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The reform

Jan 1st, 2013 t 

pop 

5,000 

1,000 

Subject to DSP Subject to DSP 

Not subject to DSP Subject to DSP 

Not subject to DSP Not subject to DSP 
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Geographical differences in DSP: European funds

EU-funds are excluded from DSP and they are the main source of
funding public investments

They are exogenously mostly allocated to regions with a GDP
< 75% of EU average, i.e. 6 southern regions (Basilicata, Campania,
Calabria, Apulia, Sardinia, Sicily)

Fiscal rules are not binding in the South for capital expenditure EU funds map
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Data
Corruption measure: Administrative data based on the SDI
(Sistema d’indagine) dataset managed by the Ministry of the Interior

I Number of events for which a judiciary procedure was activated, for
each municipality and year (2004-2014)

I Focus on corruption crimes: bribery, graft, malfeasance, resource
embezzlement (Art. 317-323, Codice Penale)

Detailed information on public finance and procurement expenditures
of Italian municipalities details
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Corruption measure: geographical distribution

Figure: Cities with positive corruption charges (2004-2014) 12 / 23
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Identification strategy

In 2013, population threshold of application of the DSP shifts from
5,000 to 1,000 inhabitants: we focus on 5,000 cutoff

We cannot rely on a RDD methodology as other policies vary around
the 5,000 threshold, but not over time

We apply a Difference-in-Differences methodology improved by RDD
elements:

I Local Diff-in-Diff: comparison around the 5,000 cutoff before and after
2013

I We control for distance to the cutoff before/after 2013

Specification
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Effects on corruption (per-capita)

Figure: Diff-in-disc analysis on corruption

The introduction of DSP consistently reduces number of corruption
charges (drop between 0.15 and 0.22 variable standard deviations table )

but the effect only emerges in low EU funds regions.
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Effects on corruption (per-capita) - sensitivity

Figure: Diff-in-Disc estimator-bandwidth sensitivity

The negative impact is robust to many bandwidth specifications.
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Effects on corruption: geographic heterogeneity

The reduction in corruption only emerges in low EU funds areas.

Cities in low/high EU funds regions react differently to the DSP

I Low EU funds cities cut capital and procurement expenditures graphs .

I High EU funds cities barely react due to the incidence of EU funds.

⇒ EU funds reduce the incidence of the DSP in high funds regions
preventing reduction in capital and procurement spending and thus in
corruption ( triple-diff ).
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Mechanisms

The introduction of DSP consistently reduces corruption, in low EU
funds areas, due to a drop in capital and procurement expenditures

Intensive margin: → Stricter DSP ( table: expenditure ) ( table: corruption )

Is there an improvement in the corruption-proofness of public spending?
→ (1) corruption per-Euro invested drops ( figure ), (2) tenders awarding
criteria do not become less transparent ( table );

Does this drop in investments reduce local welfare?
→ City GDP, inequality and local services in the do not change ( table

list of services ); Provincial outcomes do not decline ( table );

No evidence of displacement in neighboring municipalities

What does it motivate politicians?
→ Accountability concerns: career-motivated politicians may find optimal to
reduce inefficient expenditure ( table )
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Potential threats to identification/interpretation
Judges might react to the fiscal rule reducing their effort:

1 we do not measure judges’ effort, but only the start of investigations;
2 No link between corruption and fiscal rules
3 moreover, fiscal rules were already in place in other cities, including

capital towns where courts are located.

Firms might react to reduction in procurement reporting each other
more:

1 we do not include collusion in our corruption index;
2 we do not see differential trends between low/high EU funds areas, in

firms’ accusation charges ( figure ).

Police activity might modify:
1 municipal police rarely in charge of corruption charges;
2 we do not see any effect on local police expenditure.

Gender quotas: gender quotas introduced in 2013 (5,000
inhabitants) and extended in 2014

1 We always control for the share of female politicians
2 The effect holds if we exclude cities casting a ballot in 2013 and 2014
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Additional & robustness analysis

Threshold of 1,000 inhabitants: the DSP does not affect corruption
levels as well as public finance outcomes for this group of cities
→ Because of the incidence of city unions (exempted from the DSP)
and low corruption levels

No effect on re-election probability of the introduction of the stability
pact

Similar results using a Difference-in-Discontinuity methodology
(Grembi et al. 2016)
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Conclusion and policy implications

The DSP does not involve additional bureaucratic costs and there is
little margin for manipulation, representing a potentially cheap
intervention to curb corruption.

Highlighting the unintended positive effects of fiscal rules might be
interesting for international organizations and governments enforcing
budgetary constraints.

Furthermore, in the short/medium run the DSP does not lead no any
reduction in local welfare.
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DSP: details

Some cities were at times subject to different rules: Rome,
newly-instituted municipalities (3y delay), those involved in an
accounting harmonisation experiment.

Flexibility margins: compensation programmes within region and at
the national level.

On average, Italian cities adhered to DSP restrictions . . .

. . . but there are sanctions for those that do not comply (changed
through years):

* cap on programmed expenditure
* decrease in transfers
* no new hiring and local administrators’ wage curbed
* no new debt

Items excluded from DSP: debt collection and payment,
emergency-related costs, a fixed amount of capital expenditure,
revenues and costs related to EU-funded projects.

Back to main
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EU funds: geographical distribution

Figure: EU funds, aggregate amount spent (in the time span 2007-2013)

Back to main
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Descriptive statistics

Average value Standard deviation

Panel A: corruption charge
Crime PC .015 .174

Panel B: public finance
Total fees 275.4 217.0
Total taxes 109.4 85.9
Total special taxes 66.0 128.4
Total fiscal revenues 452.7 313.7
Current expenditures 887.6 597.4
Capital expenditures 585.1 1,337.2
Total expenditures 1,751.5 1,906.1
Deficit 4,692.4 1,370,604
Debt 80.2 266.6

Panel C: local procurement
Total amount 1,212.0 5,299.7
Average amount 640.0 3161.7
Number of tenders .0006 .0019

Panel D: local politics
Electoral turnout .760 .0949
Education of the mayor 4.315 .711
Age of the mayor 49.4 9.9
Gender of the mayor .109 .312

N 96,898
Note: Crime PC is expressed in per thousand terms, All amounts in Panel
B and C are in per-capita terms and expressed in Euro. Amount in Panel
C are divided over thousand.

Back to main
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Data on local public finance and public procurement

Data on local public finance (Ministry of the Interior):

Detailed information on revenues, expenditures, transfers, deficit and
debt as well as EU funds for each Italian cities in the time span
2004-2015.

Data on local public procurement (Telemat):

Based on data collected by Telemat;

Detailed information on all procurement procedures on public
works, tendered by Italian cities in the period 2009-2015:

- number of tenders, tendered amount, awarding price, tender form (e.g.
open/negotiated, awarding criterion), . . .

Descriptive statistics Back to main.
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Specification

The estimated model is as follows:

yit = β0 + β1Sit + β2Sit · Tt + β3P
∗
i · Tt + ζ ′Xit + δt + γi + εit (1)

yit indicates corruption charges in city i in year t, Sit dummy indicating cities
below the 5,000 threshold and Tt indicator for the post-reform period.

P∗
i = Pi − Pc indicates the distance from the 5,000 threshold. Xit , δt and γi

represent, respectively, controls, year and city fixed effects.

The sample of cities is restricted to those in a distance h to the threshold:
interval Pi ∈ [Pc − h;Pc + h]. We test our findings with many h bandwidths.

⇒ The effect of introducing the DSP is captured by β2, the diff-in-disc
estimator.

Back to main.
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Effects on public finance: current/capital spending

Figure: Diff-in-Disc analysis on Current/Capital expenditure

sensitivity

No effect on total collected revenues graphs

Back to main
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Effects on procurement spending

Figure: Diff-in-Disc analysis on total amount

DSP leads to a reduction in procurement spending in low EU funds areas,
but not in high EU funds areas ( sensitivity ).

( Back to main. )
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Effects on corruption: table

Dep. var.: Crime (per-capita)

Panel A: without controls Low EU funds High EU funds
(1) (2)

Stability pact -0.224 0.0803
(0.0991)∗∗ (0.102)

Observations 13,685 5,597
Adjusted R2 0.008 0.019
Entity, year FE Yes Yes
Controls No No
Bandwidth 2,000 2,000

Panel B: with controls

Stability pact -0.155 0.0797
(0.0697)∗∗ (0.106)

Observations 13,268 5,238
Adjusted R2 0.010 0.021
Entity, year FE Yes Yes
Controls Yes Yes
Bandwidth 2,000 2,000

Back to main
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Impact of European funds

Dep. var.: Corruption (PC) EU funds (post-2013)-region EU funds (post-2013)-province

(1) (2) (3) (4) (5) (6) (7) (8)

Stability pact (Post-reform*Treatment-group) -0.0208 -0.0184 -0.0145 -0.0128 -0.0251 -0.0226 -0.0186 -0.0169
(0.0101)∗∗ (0.00973)∗ (0.0100) (0.00954) (0.0103)∗∗ (0.0103)∗∗ (0.0102)∗ (0.0101)∗

Post-reform*EU funds 0.00525 0.00360 0.00419 0.00184 -0.00590 -0.0135 -0.0196 -0.0285
(0.00506) (0.00507) (0.00695) (0.00676) (0.0249) (0.0269) (0.0290) (0.0313)

Treatment-group*EU funds -0.00528 -0.00579 -0.00102 -0.00157 -0.0315 -0.0341 -0.0208 -0.0239
(0.00923) (0.00956) (0.00795) (0.00811) (0.0243) (0.0254) (0.0222) (0.0227)

Stability pact (Post-reform*Treatment-group)*EU funds 0.0127 0.0156 0.0116 0.0142 0.0551 0.0645 0.0532 0.0621
(0.00791) (0.00824)∗ (0.00795) (0.00827)∗ (0.0305)∗ (0.0323)∗∗ (0.0306)∗ (0.0323)∗

Observations 19282 18506 19282 18506 19047 18286 19047 18286
Adjusted R2 0.010 0.010 0.018 0.020 0.010 0.010 0.018 0.020
City, Year FE Yes Yes Yes Yes Yes Yes Yes Yes
Year-HFR FE No No Yes Yes No No Yes Yes
Controls No Yes No Yes No Yes No Yes
Bandwidth 2,000 2,000 2,000 2,000 2,000 2,000 2,000 2,000

No effect when splitting based on geography, social capital or
corruption levels

Back to main
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Effects on public finance: revenues, spending

Figure: Diff-in-Disc analysis on Revenues and Expenditures

DSP does not affect fiscal revenues but it leads to a consistent reduction in
total expenditure ( sensitivity ).
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Effects on public finance: revenues, spending (II)

Figure: Diff-in-Disc estimator-bandwidth sensitivity

Back to main
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Effects on public finance: current/capital spending (II)

Figure: Diff-in-Disc estimator-bandwidth sensitivity

Back to main
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Effects on procurement spending (II)

Figure: Diff-in-Disc estimator-bandwidth sensitivity

Back to main
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Effects on spending quality

Figure: Effect of the DSP on criminal complaints over Euros invested

Back to main.
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Effects on transparency of tenders

Table: Modification in the distribution of tenders amount

Perc. tenders <40K Perc. amount <40K Amount PC <40K
(1) (2) (3)

Stability pact -0.0159 -0.00689 -6.015
(0.0211) (0.0196) (2.355)∗∗

Observations 8,291 8,291 8,291
Adjusted R2 0.003 0.003 0.005
Entity, Year FE Yes Yes Yes
Controls Yes Yes Yes
Bandwidth 2,000 2,000 2,000

Back to main.
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Intensive Margin

Table: Stability pact surplus goal – expenditures

Dependent variable: Capital expenditures (PC) Current expenditures (PC)

LFRs HFRs LFRs HFRs

Low surplus High surplus Low surplus High surplus Low surplus High surplus Low surplus High surplus
(Below median) (Above median) (Below median) (Above median) (Below median) (Above median) (Below median) (Above median)

(1) (2) (3) (4) (5) (6) (7) (8)

Stability pact -58.78 -158.0 56.63 -111.4 -9.439 -80.70 -4.102 -89.90
(18.64)∗∗∗ (54.90)∗∗∗ (110.3) (84.03) (12.25) (32.93)∗∗ (20.43) (50.76)∗

Observations 8,697 5,635 2,816 2,790 8,697 5,635 2,816 2,790
Adjusted R2 0.118 0.073 0.037 0.017 0.107 0.177 0.201 0.224
Bandwidth 2,000 2,000 2,000 2,000 2,000 2,000 2,000 2,000
City, Year FE Yes Yes Yes Yes Yes Yes Yes Yes
Controls Yes Yes Yes Yes Yes Yes Yes Yes

Back to main.
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Intensive Margin - corruption

Table: Stability pact surplus goal – corruption investigations

Dependent variable: Corruption (PC) Stability pact goal SP goal respected (at least 1 year)

LFRs HFRs LFRs HFRs

Low surplus High surplus Low surplus High surplus Target surplus Target surplus Target surplus Target surplus
(Below median) (Above median) (Below median) (Above median) Not achieved Achieved Not achieved Achieved

(1) (2) (3) (4) (5) (6) (7) (8)
Stability pact -0.0993 -0.249 0.110 0.0209 0.0748 -0.307 0.147 0.0308

(0.0772) (0.142)∗ (0.173) (0.104) (0.107) (0.0900)∗∗∗ (0.196) (0.0881)

Observations 7,972 5,273 2,610 2,624 5,201 8,067 2,326 2,912
Adjusted R2 0.013 0.010 0.027 0.012 0.014 0.010 0.032 0.015
Bandwidth 2,000 2,000 2,000 2,000 2,000 2,000 2,000 2,000
City, Year FE Yes Yes Yes Yes Yes Yes Yes Yes
Controls Yes Yes Yes Yes Yes Yes Yes Yes

Back to main.
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Effects on local GDP

Table: Effect of the DSP on municipal GDP

Dep. var.: local GDP per-capita Contemporaneous After one year After two years After three years

LFRs HFRs LFRs HFRs LFRs HFRs LFRs HFRs
(1) (2) (3) (4) (5) (6) (7) (8)

Stability pact 233.4 -10.09 185.3 -14.78 -35.63 11.52 47.65 50.27
(193.5) (56.98) (360.7) (52.83) (134.7) (52.39) (105.0) (62.74)

Observations 14,423 5,688 14,394 5,688 14,362 5,688 13,136 5,234
Adjusted R2 0.299 0.886 0.282 0.912 0.246 0.909 0.592 0.887
Entity, year FE Yes Yes Yes Yes Yes Yes Yes Yes
Controls Yes Yes Yes Yes Yes Yes Yes Yes
Bandwidth 2,000 2,000 2,000 2,000 2,000 2,000 2,000 2,000

Back to main.
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List of local services

Variables
Meals in canteens Meals in school canteens
Demands satisfied canteens Demand satisfied schools canteens
N children in kindergarten Demands satisfied children in kindergarten
N employees kindergarten N sport facilities
Coverage street lighting N fines
Waste disposal amount Coverage waste disposal
N public employees Streets length
N council resolutions N local government resolutions
City master plan approved City master plan adopted
N master plans

Back to main.
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Effects on local inequality

Table: Effect of the DSP on municipal inequality

Difference in average revenues between
last and first brackets (in logarithm)

First bracket EUR 0–15,000 First bracket EUR 0–10,000

LFRs HFRs LFRs HFRs
(1) (2) (3) (4)

Stability pact 0.00326 0.000756 0.00369 0.000594
(0.0120) (0.0270) (0.0123) (0.0274)

Observations 14,408 5,148 14,408 5,148
Adjusted R2 0.013 0.014 0.013 0.014
Entity, year FE Yes Yes Yes Yes
Controls Yes Yes Yes Yes
Bandwith 2,000 2,000 2,000 2,000

Back to main.
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Effects on province outcomes

Table: Effect of the DSP on province economic indicators

Aggregate PC

LFRs HFRs LFRs HFRs
(1) (2) (3) (4)

Panel A: GDP

Stability pact -738.8 286.1 -0.0005 0.0009
(802.4) (305.7) (0.0013) (0.0008)

Observations 900 420 876 360
Adjusted R2 0.291 0.263 0.339 0.327

Panel B: Employment (per thousands)

Stability pact -6.735 7.610 -0.0154 0.0016
(6.919) (15.13) (0.0143) (0.0112)

Observations 876 420 852 360
Adjusted R2 0.324 0.315 0.440 0.593

Panel C: Number of firms

Stability pact 83.26 -246.9 0.0012 0.0000
(623.0) (363.0) (0.0013) (0.0010)

Observations 600 280 584 240
Adjusted R2 0.361 0.465 0.692 0.715

Panel D: Number of patents

Stability pact 8.552 1.649 0.0000 0.0000
(10.39) (1.710) (0.0000) (0.0000)

Observations 843 227 819 209
Adjusted R2 0.019 0.089 0.000 0.081

Entity, year FE Yes Yes Yes Yes
Controls Yes Yes Yes Yes
Bandwidth 2,000 2,000 2,000 2,000

Back to main.
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Accountability

Table: Accountability Vs. Ability

Sample: Low EU funds regions Election year Mayor term limited Mayor high education

Dep. var.: Crime PC Capital exp. PC Crime PC Capital exp. PC Crime PC Capital exp. PC
(1) (2) (3) (4) (5) (6)

Stability pact -0.103 -82.96 -0.178 -74.08 0.146 -121.7
(0.0706) (26.57)∗∗∗ (0.0767)∗∗ (24.39)∗∗∗ (0.125) (43.97)∗∗∗

Stability pact*interaction -0.176 21.10 0.0731 -5.657 -0.330 50.18
(0.0702)∗∗ (38.38) (0.0700) (24.97) (0.131)∗∗ (44.44)

Observations 13,268 13,210 13,268 14,347 13,268 14,347
Adjusted R2 0.010 0.078 0.010 0.080 0.011 0.080
Bandwidth 2,000 2,000 2,000 2,000 2,000 2,000
City, Year FE Yes Yes Yes Yes Yes Yes
Controls Yes Yes Yes Yes Yes Yes

Back to main.
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Trends in accusation charges

Figure: Appeals to courts over time

Back to main.
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