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Abstract

The context of austerity and crisis in the local governments has focused on looking for a solution to avoid the
distress while also improving financial health. Therefore, a system to monitor the financial situation of local
authorities is needed in order to understand what the governments’ proceeding to manage the crisis are. This
paper aims to analyse the financial distress in the municipality of Rome to evaluate the processes that occur
inside the “black box” of the organizational, institutional and strategic implementation of the reorganization
practices and routines, also highlighting what are the indicators of the financial conditions that fall into either a
positive or negative area so as to implement adequate planning. The analysis is conducted through an
explanatory case study to understand and to explain the reasons for management practices in a condition of
financial distress. The main finding shows that the case of Rome represents a good example of the financial
resilience through a combination of capacities and reactions such as management of slack resources and income
generation.
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1. Introduction

In the last years, many countries have been effected by financial crisis both at central and local level. The main
consequence was the inability to provide services at pre-existing levels along with the inability of a government
to balance its budget (Pagano & Moore, pp. 23).

In specific terms, the financial crisis can have an impact on different variables: revenues, either generated by
local governments or derived from State transfers, which may be subject to sharp declines; expenditures, which
are rising due to the slowdown in economic activity and the corresponding increases in unemployment and social
welfare needs; financing capacities, which are decreasing due to the difficulty to obtain loans, along with an
increase in the cost of debt (Paulais, 2009). Therefore, it became necessary to control the health conditions of
local governments in order to avoid the distress. The attention towards the health conditions has been
investigated for a relatively long time, the Governmental Accounting Standards Board (GASB, 1987) prescribes
the rules to pursue, defining that a local government is in good financial condition if it is able to provide public
services without damaging its ability to face future obligations. On the contrary, local governments in poor
financial health are unable to deal with their financial obligations and still provide public services, resulting in
the quality/quantity of these services often becoming damaged (Raphael, Renwick, Brown, & Rootman, 2010).

Nowadays, the increasing decentralization in decision-making from central to local governments and in general,
the context of austerity and crisis has focused on looking for a solution to avoid the distress while improving its
financial health (Barbera, Jones, Korac, Saliterer, & Steccolini, 2017).

One of possible solutions is resilience (National Audit Office, 2013; CIPFA, 2014). Resilience is the capacity for
reaction to crises, expressed as passive resilience that is coming back to an original state; or active resilience that
is the capacity to anticipate and cope with the unexpected through the development of new capabilities and the
creation of new opportunities (Steccolini, Barbera, & Jones, 2015).
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Accordingly, it could be of interest for both policy-makers and researchers to investigate the latter, focusing on
the strategy a local government could implement in order to resolve the financial distress as well as improve its
financial condition. Therefore, the definition and measurement of financial condition represents an early step to
analysing the health condition of a local government.

The level of financial condition is not easy to represent, since it cannot be readily measured with a single
performance indicator, but rather is determined by different measures and indicators, which are directly
observable. Accordingly, current literature (Groves, Godsey, & Shulman, 1981; Hendrich, 2004; Cabaleiro, Buch,
& Vaamonde 2012; Cuadrado Ballesteros, Mordan, & Garcia-Sanchez, 2014) has investigated the determinants
of financial health in order to measure the financial condition; Groves et al. (1981) has proposed four types of
indicators: cash solvency, budgetary solvency, long-run solvency and service-level solvency. Others authors
(Greenberg & Hiller, 1995; Zafra-Goémez, Lopez-Hernandez, & Hernandez-Bastida, 2006) and the CICA (1997)
have proposed three indicators for measuring financial conditions: the level of sustainability, flexibility and
vulnerability, in order to represent the ability of an entity to preserve the social welfare of citizens with the
available resources.

This paper aims to analyse the financial distress in the municipality of Rome in order to understand the processes
that occur inside the “black box™ of the organizational, institutional and strategic implementation of the
reorganization practices and routines (Parker, 2014), also highlighting what are the indicators of the financial
conditions that fall into either a positive or negative area so to implement adequate planning. The study analyses
if there is a combination of capacities and reactions such as management of slack resources or income generation,
in order to define the financial resilience (Barbera et. al., 2017).

The analysis is conducted through an explanatory case study in order to understand and to explain the reasons
(Scapens, 1990) for management practices in a condition of financial distress. The methodology provides four
steps: (i) preparation (looking for information); (ii) collecting and assessing evidence (collecting financial
reports); (iii) identifying and explaining patterns (themes and patterns have emerged with the link the various
themes and issues); (iv) report and conclusions.

The main finding shows that the case of Rome represents a good example to follow, with the implemented
strategies on the financial sustainability having led to positive effects. In the recent past, the municipality has had
deal with several issues and notwithstanding it was in able to satisfy and pursuing some indicators of financial
condition. This case study pursues the financial resilience through the combination of capacities and reactions
such as management of slack resources and income generation (Barbera et. al., 2017).

The remaining parts of the paper are structured as follows. The next section highlights some of the key
theoretical and practical elements about financial distress and conditions in local governments by referring in
particular to some measures of budgetary solvency (such as sustainability, flexibility and vulnerability
indicators), while the third section sets the context. After illustrating the case study methodology in the fourth
section, section five investigates the case of Rome, the largest Italian municipality, which is experiencing a
situation of crisis and where a plan to restore an improved financial condition is going to be implemented. The
final section highlights a number of considerations on this topic as well as several conclusions and indications
for future developments.

2. Financial Distress and Financial Condition in A Local Government: A Framework
2.1 A Focus on the Financial Distress

On the international scenario, local governmental distress is investigated by referring to: (i) the inability to
provide services at pre-existing levels to citizens, essentially referring to the provision of the local infrastructure
(Jones & Walker, 2007); (i) the effects on the financial distress of structural or fixed factors (such as the size of
the local authorities, resident socioeconomic status and government resource allocation); organizational factors
(such as performance evaluation, transparency and the role of the local government’s management), and the
hybrid factors (such as the relationship between the central and local governments) (Carmeli, 2008). However, it
is worth noting that some factors are under the control of managers (as well as politicians) of a local government,
while others are not (Bisogno, Citro, & Tommasetti, 2014).

Besides, the literature (Park, 2004, Capalbo & Grossi, 2014) has investigated what are the causes leading
financial distress and two types have been identified: internal and external causes. Internal fiscal mismanagement,
political mismanagement, internal lack of structural leadership and culture of inefficiency define the internal
causes, while demographic changes, structural recessions, tax revolt, structural service demand, political pressure
from creditors, interest group demand, judgment awards, and abrupt economic changes define the external
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causes.

Therefore, it is possible determine two approaches according the different causes: the social economic decline
approach and the local management approach. The social economic decline approach assumes that the causes of
financial distress are external to the local authorities and are beyond the control of local government officials (e.g.
contraction of economic growth, movement of city dwellers to outskirts of the major cities, demographic
changes such as increase in population, reduction in local business activity, unemployment and tax base erosion,
bureaucracy and poor legislation). On the contrary, the local management approach identifies the real explicators
of financial decline within the internal local management and political environment (e.g. incorrect managerial
practices such as poor accounting and budgeting methods, incompetence and corruption among local officials,
division of local governments in terms of political size and procedures as well as vulnerability of special interest
groups). In conclusion, it is argued that financial distress is due to a combination of both external and internal
factors (Capalbo & Grossi 2014).

Regarding the measurement of financial distress, the use of the model capable of predicting it are used primarily
in the private sector (Cohen, Doumpos, Neofytou, & Zopounidis, 2012). In the public sector, only some
countries (USA and Spain), use some systems or models to predict and identify the financial crisis (Kloha, 2005a,
2005b; Coe, 2008; Zafra-Gomez, Lopez-Herndndez, & Herndndez-Bastida 2009). However, in most of the cases,
distress is calculated with the financial performance primarily assessed through the concept of financial
condition (Carmeli 2003; Carmeli 2008; Honadle 2003; Dollery, Crase & Byrnes, 2006; Audit Commission,
2007; Zafra-Gomez et al., 2009). Therefore, the measurement of financial condition is an indispensable way of
evaluating the health status of local governments, considering that good financial health represents a prerequisite
for convergence towards the objectives of any institution (Cabaleiro et al., 2013).

2.2 A Focus on the Financial Condition

The financial conditions of a public-sector entity focus on the availability of the resources required to maintain
and/or improve the services provided to the citizens (Kloha 2005; Audit Commission 2007; Coe 2008); moreover,
in order to define the financial condition of a public sector entity, the environmental factors also need to be taken
into account. It is worth considering that the environmental factors determine society’s needs and preferences,
the local conditions that have an impact on the provision of public services, the cost of the productive factors, the
resources available to society and the public policies affecting the local authority. Therefore, the services
provided by a public sector entity depend on the necessities and socioeconomic characteristics of the population,
which in turn provide resources, affecting the financial condition of the entity itself (Petersen 1977; Berne &
Schramm 1986; Berne 1992; Boyne 1996).

Subsequently, a public organization is in a good financial condition when it meets its debts and in turn provides
acceptable levels of services. This means that the financial conditions of a public sector organization should be
expressed through a set of well-known indicators regarding (Greenberg & Hiller 1995; CICA 1997; Nollenberger,
Groves & Valente 2003):

+ Short-term solvency (e.g. cash solvency), which refers to the relationships between cash inflows and
outflows, expressing the ability of a public sector organization to generate enough liquidity to pay its
short-term debts;

» Budget solvency, which refers to the ability of a public sector organization to raise sufficient revenues to
cover its legally required expenditures without entering into deficit (Inman, 1995);

* Long-term solvency, which refers to the ability of public sector organizations to respond in an adequate
manner to all its long-term obligations;

* Service-level solvency, which refers to the ability to provide and sustain essential services that stakeholders
require and desire (e.g. citizens or students in the case of a public university).

In addition, several authors (Greenberg & Hiller, 1995; Zafra-Goémez et al., 2006) along with the CICA (1997;
2009) have proposed three indicators to measure budgetary solvency:

* The level of sustainability, such as the ability of an entity to promote and preserve the social wellbeing of
the citizens through public policies and public services delivery — e.g. it is the ability to maintain the existing
public services and cover obligations to creditors without increasing indebtedness and taxation levels
(Cuadrado-Ballesteros, Mardan, & Frias-Aceituno, 2016);

* The level of flexibility, such as the capacity of an entity to respond to changes in the economy or in its
financial circumstances, within the limits of its fiscal abilities via modifications to tax rates, public debt or
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transfers;

* The level of vulnerability, such as the level of dependence of an entity in relation to external financing
received via transfers and grants.

Table 1 summarizes several indicators which are generally used by scholars as a proxy of the financial health in
LGs (Lopez-Hernandez, Zafra-Goémez, & Ortiz-Rodriguez, 2012; Garcia-Sanchez, Mordan, & Prado-Lorenzo,
2012; Garcia-Sanchez, Mordan, & Cuadrado-Ballesteros, 2014; Cuadrado-Ballesteros, Mordan, &
Garcia-Sanchez, 2014; Bisogno & Cuadrado-Ballesteros, 2017); these financial ratios come from the private
sector and are calculated on the basis of financial and budgetary information. It is worth noting that they have
been introduced in the public sector under the banner of new public management (NPM) (Guthrie, Olson, &
Humphrey, 1999; Broadbent & Guthrie, 2008).

Table 1. Measuring the local financial condition

. . Relation to financial
Indicators Definition .
condition

*Cash Surplus Index (CSI): difference between short-term
Cash solvency . L U +
receivables, liquidity and net short-term liabilities

Budgetary solvency:

Sustainability *Non-Financial Budgetary Results Index (NFBRI): current
budgetary payables, nonfinancial capital budgetary payables
divided by nonfinancial current budgetary receivables,
nonfinancial capital budgetary receivables
*Adjusted income: Income for the financial year by
applying IPSAS minus extraordinary revenues plus
extraordinary expenses.

*Net debt: Total liabilities minus financial assets.

Flexibility *Net Saving Index (NSI): Net saving divided by current net
settled claims
eFinancial Charge Index (FCII): Annual amortization
payment minus interest and principal per inhabitant
*Net Debt Index (NDI): Addition of the net change of

financial assets divided by the number of inhabitants

Vulnerability *Current Financial Independence Index (CFII): Current
budgetary payables divided by current budgetary receivables -
except current grants.
*Total Financial Independence Index (FII): Budgetary
payables divided by budgetary receivables except grants.
*Fiscal Revenue Index (FRI): Fiscal receivables divided by
net current budgetary receivables

Service level solvency eCurrent Expenditure Index (CEI): Current budgetary
payables per inhabitant.
Source: (Cuadrado - Ballestreros et al., 2016).

Moreover, in recent years, the worldwide financial crisis has led financial sustainability to become a relevant
concept in public entities which is even more important than the other three features, particularly in local
governments within a context with a reduction of public revenues followed by public expenditure cuts (Bailey,
Valkama, & Salonen 2014; Checherita-Westphal, Hallett, & Rother 2014; IMF 2014; Pérez-Lopez, Plata-Diaz,
Zafra-Gomez, & Lopez-Hernandez, 2013).

In this context, international authorities have highlighted the need for sustainable strategies to be developed to
create the necessary conditions to achieve financial health as well as ensure intergenerational equity (Cabaleiro,
etal., 2013).

European Union fiscal sustainability reports (European Union, 2012; European Union, 2015) refer to financial
sustainability as the ability of an entity to continue current public policies and public services delivery without
changing the taxation and indebtedness levels. In a wider definition, sustainability refers to solvency in terms of
inter-temporal budget constraints, considering the ability to meet costs now and in the future through revenues.
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Moreover, the International Public Sector Accounting Standards Board (IPSASB) has recently published a
recommended practice guideline entitled “Reporting on the Long-Term Sustainability of an Entity’s Finances”,
which provides recommendations linked to the concept of governmental solvency in terms of inter-temporal
budget constraints (IPSASB, 2013).

In summary, financial sustainability links public services delivery with the current level of taxation and debt
limits; more specifically, if an entity can cover the requests for public services without increasing taxes or using
debt, it will be considered a sustainable entity; conversely, if it needs to increase taxes or the level of
indebtedness to deliver the current services, it will be considered an unsustainable entity.

This document defines three inter-related dimensions of long-term fiscal sustainability summarized in table 1:
revenue, debt and service. For each dimension, the IPSASB highlights two aspects: the capacity of the entity to
manage the dimension and the level of dependency (vulnerability) of the external factors that the entity itself
cannot control (Bisogno, Cuadrado-Ballesteros, & Garcia-Sanchez, 2017).

Table 2. Financial sustainability dimensions

Dimension Definition Capacity Vulnerability

. . . To external factors that are detrimental to
Public services that the entity . o .
. . . o . the capacity to maintain or increase the
can deliver in terms of quantity To maintain or increase the i i . X
. . . . . quantity and/or quality of public services
Service and quality given the current quantity and/or quality of . . . .
. . . (e.g., if the level of public services is
level of taxation and debt public services. .
o determined by other levels of
limits.
government).

Taxation levels given debt o . L
o o X . To maintain or increase To willingness of taxpayers to accept the
limits and policy intentions in . . .
Revenue i . taxation levels or introduce taxation levels and dependence of
terms  of public  services
. new revenue sources. external sources.
delivery.

Debt levels given taxation .
. . . To meet financial .
levels and policy intentions in . . To market confidence and interest rate
Debt . . commitments or increase .
terms of public  services risk.
. debt.
delivery.

Source: Bisogno et al. 2017.

Accordingly, in order to define the financial sustainability in local governments, scholars tend in general to take
into account some core elements, including:

* Public services delivery. The local government pursues the sustainability if it has the ability to maintain or
increase social welfare. A reduction in the quality/quantity of the public services provided by local
governments that could affect the citizens’ wellbeing, since the most important welfare needs are usually
related to the public services (Cuadrado-Ballesteros et al. 2014).

* Cost-efficiency. Sustainability defines the optimum relation between the public services delivery and its
cost so as to be cost-efficient (Lohri, Camenzind, & Zurbriigg, 2014)—i.e. the ability to provide the best
public services in terms of quantity and quality with the lowest level of taxation.

* Debt. The governments, with the aim of being efficient, provide the best public services with the lowest
level of taxation could accumulate debt indefinitely. There could even be situations where the debt and
interest would be paid by issuing a new debt (European Union, 2015). Therefore, sustainability does not only
refer to the revenues-expenses trade-off, but also to the level of indebtedness as a means of financing.

* Intergenerational equity. Sustainability requires the respect of equity over time; in particular, it must not
compromise the ability of future generations to meet their needs (Dollery & Grant 2011). A sustainable entity
can manage public finances now by ensuring that future generations of taxpayers will not face the financial
consequences of services provided to the current generation.

After discussing the context and methodological approach, the next sections discuss in detail the aspects about
the case of Rome, the largest Italian municipality, which have experienced a situation of crisis and where a plan
to restore a good financial condition has been implemented. The final section defines the conclusion.
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3. Setting the Context

Italian Local Governments (ILGs) act simultaneously at different levels: by setting the local regulatory
framework and providing institutional services to citizens (e.g. civil registry), by delivering public services either
directly (namely social services) or through private organizations (with specific regard to public utilities (e.g.
ACEA, AMA) in which they often hold shares (Manes Rossi, 2011).

Over the last two decades, the degree of organizational and financial autonomy enjoyed by ILGs has
significantly increased. Focusing on the financial changes, starting from the 2001 Constitutional reform, Italian
institutional arrangements have gradually moved towards a decentralized model where municipalities are
responsible for a wider range of activities and are finally entitled to raise taxes. However, they remain markedly
dependent on transfers and grants from the Central Government, and, to a lesser extent, from the Regions,
especially in low-income areas of the country (Anessi-Pessina, Sicilia & Steccolini 2012; Mussari & Giordano
2013).

The reduction of financial transfers from the other levels of governments is one of the main drivers of financial
distress in ILGs, due to the slow implementation of reforms introducing a decentralized model and fostering
ILGs’ financial autonomy. It is worth highlighting that over the last years, Italian municipalities have suffered a
dramatic reduction of transfers from the Central Government, decreasing from about 9.39 Euro billion/year in
2012 to 1.36 Euro billion/year in 2015 (Ministry of Treasury 2016 - data processed by IFEL). Moreover, as an
effect of the last accounting reform (Legislative Decree 118/2011, as updated by Legislative Decree 126/2014 ),
since 2015, ILGs are requested to depreciate revenues they are entitled to raise on a commitment basis but are
unable to cash (L.D. 118/2011 — Attached 4/2 — Paragraph 3).

A further prominent issue to assess is the capacity of Italian budgeting and accounting systems to provide
internal and external stakeholders with information suitable for indicating and monitoring ILGs financial health.
Since 2015, ILGs are requested to approve a multi-year program budget (Legislative Decree 118/2011).
Although the budget will not be an accrual budget (inasmuch it still relies both on commitment basis and cash
basis), accrual accounting will be mandatory and, consequently, accrual financial reporting (Mussari, Tranfaglia,
Reichard, Bjorna, Nakrosis, & Bankauskaite, 2016).

The Italian legal framework regulating financial distress is within Legislative Decree 267/2000 (Consolidated
Act for ILGs “Testo Unico per 1’Ordinamento degli Enti Locali” hereafter TUEL). TUEL sets different
degrees/layers of local governments’ financial distress. The broadest refers to structurally distressed local
governments (SDLGs): according to the TUEL (art 242), a LG is considered structurally distressed when there is
evidence of severe and inconvertible conditions of disequilibrium, relying on a 10 parameters table (set every
three-year by the Ministry of the Interior) to be attached to the annual financial report. When more than 5 out of
the 10 parameters are out of requested ceilings, ILGs, under the control by the Ministry of the Interior, are
forbidden to hire new personnel and are requested to raise fees in order to ensure the coverage of a specific
percentage for both the general (namely, water and waste) and non-general (nursery, parking, etc.) services.

Therefore, municipalities are considered as structurally in deficit (art. 242) when more than half of the following
parameters are out of the acceptable ranges:

1. the amount of annual financial deficit is higher than 5% of the operating revenues;

2. the amount of the revenues (Titles I and III of the Financial Budget only) from the current year, but still to
be received, is higher than 42% of the operating revenues;

3. the amount of revenues (Titles I and III of the Financial Budget only) due in past accounting periods, but
still to be received, is higher than 65% of the operating revenues from the current year;

4. the total amount of commitments from previous accounting periods, that are still unpaid, is higher than 40%
of the operating expenses;

5. expenses due to the legal procedure of enforced judicial compensation is higher than 0.5% of the operating
expenses;

6. the total amount of expenses for personnel is higher than 40%, 39% or 38% of the operating expenses
(depending on municipality’s size: the smaller the municipality, the higher the percentage);

7. the exposed capital debt is higher than 150% of the operating revenues (120% in the case of financial
deficit); unrefunded cash-advance (at the end of the fiscal year) is higher than 5% of the operating revenues;

8. off-balance debts occurred in the current year is higher than 1% of the operating revenues;
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9. unrefunded cash-advance (at the end of the fiscal year) is higher than 5% of the operating revenues;

10. budgetary re-balancing from the selling assets or affecting reserves is higher than 5% of the total
operating expenses.

However, over the years structurally distress parameters resulted insufficient in forecasting financial distress
(IFEL, 2016).

Within the wider conception of structurally distressed local governments, there are two different degrees/layers
of local governments’ financial distress: LGs in financial distress (TUEL - art. 244) and LGs which are
committed to a plan to restore the financial equilibrium (TUEL - art. 243-bis).

The most severe condition of financial distress (FD), occurs when (TUEL - art. 244) either a local government
cannot guarantee the performance of institutional functions and delivery of the essential services or it is no
longer able to face the debts by resorting to ordinary means to restore the financial equilibrium (such as
three-year redemption plans and mortgages).

In 2017, data from the Ministry of the Interior showed that there are 105 ILGs (2 provinces and 103
municipalities) facing financial distress. Most of the ILGs in financial distress are located in Southern Italy
(94.28%). Moreover, more than half of them are in two regions: Calabria (28 LGs in FD) and Campania (27 LGs
in FD).

Table 3. Local governments in financial distress in Italy (data from the Ministry of the Interior)

Y

Aear 2011 2012 2013 2014 2015 2016 2017 Total number of LGs in financial distress
rea

Northern Italy - 1 - 1 - - - 2

Central Italy - 2 - 1 - 1 -

Southern Italy 3 11 20 19 19 6 21 99

Total 3 4 20 20 19 7 21 105

Source: IFEL (2017) from data by the Ministry of the Interior on 25th May 2017.

Law 174/2012 has introduced a more flexible instrument to deal with financial distress: the multi-year
re-balancing procedure (so called ante-financial distress — hereafter AFD). Accordingly, ILGs can be committed
to a (up to) ten-year long plan (agreed with the Ministry of the Interior but to be approved by the Court of
Auditors) in order to restore the financial equilibrium (TUEL - art. 243-bis). Differently from the financial
distress regulated by art. 244, the AFD does not require a Special Commissioner Body responsible for the debts
resulting from the past periods assessment and payment. ILGs in AFD can have access to a specific Rotative
Fund aimed at improving the rebalancing, but they have to respect the expenditure constraints and ensure that the
fees on the services they provide cover the services costs according to the specific percentages set out by the
Law (TUEL - art. 243-bis, catch 9).

In May 2017, there were 173 ILGs committed to a plan to restore the financial equilibrium (Table 4). Most ILGs
in AFD (114) are located in Southern Italy, with the remaining 34.10% being divided among the Northern (30
ILGs) and Central Regions (29 ILGs).

Table 4. Italian Local governments committed to a plan to restore the financial equilibrium

Year 2012 2013 2014 2015 2016 2017 Total number of LGs in financial distress

Area
Northern Italy 1 8 8 6 1 6 30
Central Italy 1 12 3 2 5 6 29
Southern Italy 23 28 22 17 9 15 114
Total 25 48 33 25 15 17 173

Source: IFEL (2017) from data by the Ministry of the Interior on 25th May 2017.

4. Research Method

From a methodological point of view, the paper is based on a case study, which offers the opportunity to
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understand what happens instead of what ought to happen (Scapens, 1990) in a specific context.

The aim of the following case study is to explain the reasons for management practices in a large municipality in
a condition of financial distress in order to understand what is the way for pursuing financial health. Scholars
have been debating approaches to analyse contents of financial sustainability. Our analysis has taken into
account the peculiarities of financial plans imposed by the specific legislation for Rome as the capital of Italy. It
represents an explanatory case study, where the focus of the research is on the specific case of the municipality
of Rome and where the theory is used in order to understand and explain the specific, rather than to produce
generalizations.

In detail, the focus has been to understand the processes that occur inside the “black box™ of the organizational,
institutional and strategic implementation of the reorganization practices and routines (Parker, 2014) of the
municipality of Rome. The explanation of this case study has been a process of discovering the necessary critical
points to be explained.

In this case study, these steps have been followed:

a) Preparation. After reviewing the available theories which were considered relevant to the case, a checklist
of things to look for in the study (printing Italian Laws on ILGs and Law-Decrees for Rome and downloading
other documents from official web sites) has been developed;

b) Collecting and assessing evidence. The preparatory review of theory has given an initial indication of the
types of evidence which should be looked for in the case study (collecting financial reports of municipality of
Rome across years 2007-2016);

¢) Identifying and explaining patterns. Various themes and patterns have emerged. Models (diagrams, tables,
etc.) which attempt to link the various themes and issues (financial sustainability dimensions, Italian local
governments in financial distress and pre-distress, evolution of structurally distress parameters for Rome
from 2007 to 2016, etc.) have been prepared. The analysis has been developed taking into account the two
areas of management in the Municipality of Rome after the Law Decree n. 112/2008: the extraordinary
management of the Special Commissioner (for past debts emerged not later than April 28th 2008) and the
ordinary management (for debts emerged after April 28th 2008);

d) Report and conclusions. The report of the analysis is presented in paragraph 5 to make the case and its
explanations intelligible and plausible to readers, with the conclusions in paragraph 6 which suggests also
possible directions for future research.

With specific regards to step a), it started from the Legislative Decree 267/2000 (Consolidated Act for ILGs,
henceforth TUEL) in order to outline the institutional framework. It is worth highlighting that TUEL consists,
inter alia, of a specific section ruling LGs in financial distress. The overview of the Italian public financial
management system relies both on TUEL as well as Legislative Decree 118/2011 introducing the so-called
accounting harmonization. The ad-hoc discipline on the City of Rome has been approached in this framework, in
order to point out any similarities and differences between the Italian Capital and other Italian municipalities in
financial distress. In order to supplement the case study with financial information, we resorted to and processed
the financial data from official documents (namely The Special Commissioner’s financial reports). In addition,
we conducted informal interviews in order to clarify some technical aspects (that were not explained in official
documents) with public accounting experts (as the councilor responsible for accounts of the Municipaly of Rome
and one of the Italian researchers of the Financial Institute for LGs).

5. Case Study: The Municipality of Rome

The City of Rome is the capital of Italy and the home of the Italian government. With 2,870,336 residents in
1,285 km2, and 15 small administrative municipalities, it is also the country’s largest and most populated town
and fourth-most populous city in the European Union. It is the centre of the Metropolitan City of Rome, which
has a population of 4.3 million residents. Rome is also the city where The Vatican City is located, an independent
country geographically located within the city boundaries, the only existing example of a country within a city
and for this reason, it has often been defined as the capital of two states.

The municipality of Rome presents a peculiar legislation experiencing important financial constraints but it is
working effectively to regain full expenditure autonomy and lowering financial debts.

In order to collect and assessment the evidence, we evaluate the evolution of the distress parameters in the last
ten years about the municipality. Therefore, we evaluate a set of parameters (amount of annual financial deficit;
amount of revenues; total amount of commitments; expenses; exposed capital debt; off-balance debts;
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unrefunded cash-advance; budgetary re-balancing) to analyse the financial conditions. The municipality of Rome
shows some evidence of serious troubles in terms of financial sustainability as showed in table 5 although it
could not be considered structurally distressed according a various type of the parameters (set out by the
Ministry of Interior on the basis of TUEL.

Table 5. City of Rome - Evolution of the structurally distress parameters from 2007 to 2016

Parameter/Indicator 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

1 Amount of annual financial
deficit higher than 5% of the
operating revenues
2 Amount of revenues (Titles I X X X
and III of the Financial Budget
only) from the current year, but
not as yet received, higher than
42% of the operating revenues
3 Amount of revenues (Titles I  n.a. n.a. X X X X X X
and III of the Financial Budget
only) due in past accounting
periods, but not as yet received
higher than 65% of the
operating revenues from the
current year
4 Total amount of commitments X X X X X X X X X X
from  previous  accounting
periods, that are still unpaid,
higher than 40% of the
operating expenses
5 Expenses due to  legal X X X X
procedure of enforced judicial
compensation are higher than
0.5% of the operating expenses
6 Total amount of expenses for
personnel higher than 38% of
the operating expenses
7 Exposed capital debt higher
than 150% of the operating
revenues (120% in case of
financial deficit)
8 Off-balance debts occurred in
the current year higher than 1%
of the operating revenues
9 Unrefunded cash-advance (at n.a. n.a.
the end of the fiscal year)
higher than 5% of the operating
revenues
10  Budgetary re-balancing from n.a. n.a.
selling assets or affecting
reserves higher than 5% of the
total operating expenses

X means that parameters are out of the acceptable ranges

n.a. means “‘not available” (Note 1)

Source: Rome’s Financial Statements (Years 2007-2016).

The most alarming indicator seems to be the amount of commitments from the previous accounting periods that
are still unpaid: this parameter has been higher than 40% of the operating expenses for the whole period of
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analysis, highlighting the City difficulty to pay off its debts. However, there is more dangerous evidence: from
2009 to 2011 and in 2014-2015, the amount of revenues due in past accounting periods, but still not received
(“residui attivi”, henceforth RA) has been steadily high (more than 65% of the operating revenues from the
current year revenues). It is worth pointing out that a large extent of the RA is a key indicator of the
organizational incapacity to cash its credits, or, even worse, a signal of holding in the budget/financial report
credits no longer due or difficult to collect, thus hiding a potential imbalance.

After a view of the current state, we move towards the third phase. We study the case in detail to identify what
are institutional factor and the approaches implemented to exit of the state of crisis. The capacities of responses,
the reactions are explained with two patterns: the rebalance of the debt and the cost-efficiency plan.

5.1 Rebalancing the Debt

Looking back to ten years ago, Rome collected over the years a huge amount of debts, about 22.5 Euro billion in
2008, that was transferred to the government along with some credits (nearly 5 Euro billion) in order to let the
new mayor, from the centre-right party (the same party that was ruling the country in that period), to be in charge
of the city, having full powers and no heavy burden like debt to deal with. However, Rome was not officially
considered in financial distress thanks to an ad-hoc legislation: Law-Decree n. 112/2008 established a
governmental Special Commissioner (appointed by the Central Government) to be responsible for the previous
debt management as well as restoring the municipal financial equilibrium:

* On 30th September 2008, the deficit to be rebalanced was 9.571 Euro million, resulting from the difference
between the municipal debt (12.797 Euro million) and the credits (3.226 Euro million);

* According to the second rebalancing plan of 30th July 2010, the total deficit - including interest and new
off-balance debts — rose to 16.753 Euro million, resulting from the difference between the total debt (22.454
Euro million) and the credits (5.701 Euro million);

» Law-Decree n. 225/2010 entitled the Special Commissioner to update the rebalance plan issued in 2010 in case
of new debt/credit related to the period ante 28th April, 2008.

In a certain way, the Italian Government recognized Rome the right not to fail due to its role as the Capital,
giving the mayor time to evaluate exactly what the entire amount of debts inherited by the last administration
was, thus creating a special administrative procedure to assess the debts discovered over time but originated
before the 28th of April 2008, the date that was decided by the Parliament to freeze the financial situation and
evaluate all the assets and liabilities of Rome.

The last Law-decree called “Salva Roma” in 2014 gave the Commissioner new resources to deal with the rising
debt, that was increasing due to new amounts owed by the City of Rome involving off-balance payments
recognized by the Courts or offices. After that, in April 2015, the former Commissioner issued the financial
statement with all the amounts involved giving the Parliament a clear idea of the work done to manage the
liabilities transferred from the city to this special means along with the recovery plan updated to that time.

The Commissioner operated with a strong mandate from the government that allowed the offices to settle special
procedures to improve the effective transitions with the creditors and gain reductions of over 20% of the due
amount. According to the TUEL art. 258, c.3, ILGs in financial distress are entitled to settle agreements with
creditors reducing the amount due from 40% to 60%. This normative prevision is consistent with the Special
Commissioner’s power to reduce the debts by a minimum of 20%. It is worth pointing out that the credits
managed by the Special Commissioner (as well as debts handled by the Extraordinary Commissioner appointed
in the case of financial distress) cannot be subjected to foreclosures and without being compelled to time
constraints.

In order to manage and pay off the huge debt transferred from the City of Rome to this new institution, the
government provided the Special Commissioner with the resources needed by increasing the Personal Income
tax rate, that had just been raised in the city of Rome, and by taking part of the fees from the air passenger duty
and security charges. Therefore, the overall amount of resources available to pay off all the debts was financed
with a 500 €/Mil annual payment for 40 years, partially covered by the Central government (300 €/Mil) and the
Municipality of Rome (200 €/Mil). The Commissioner will remain in charge until the non-financial debt will be
extinguished, this means that the quicker the creditors will be restored, the less it will cost the citizens for the
activities carried out by the Special Commissioner. This is the main reason why the former commissioner
decided to open two credit lines that gave enough cash to reduce the initial debt from 22.4 €/Bn to 14.1 €/Bn
(2014). The main task of the Special Commissioner in 2010 was to start dealing with the non-financial debts, as
shown in the graph below, i.e. 8,6 €/Bn decreased significantly to nearly 3 €/Bn (2015).
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Non financial debts - First assessment year 2010

@ Expropriation
@ Offbalance debts

Figure 1. Non-financial debts

Source: Data processing from The Special Commissioner’s Financial Report (2010).

The following table 6 provides a comprehensive overview of the current financial situation of the special
commissioner’s accounts to clearly understand how the recovery plan works and what the performances gained
until now are.

Table 6. Trends of Commissioner's Debts and Credit flows (€/k)

Balance
2010 2011 2012 2013 2014 2015 2016
2010/07 (*)

Non financial debts 8.641.511 6.665.591 5.549.820 4.199.781 3.571.736 3.328.000 3.240.338 3.152.675
Financial debts 13.812.175 13.467.480 12.916.797 11.912.543  11.240.000 10.731.000  9.861.246 8.991.493
Principal  amount

@) 7.123.848 7.026.973 6.793.699 6.552.369 6.226.000 5.974.000 5.495.765 5.017.529
Interest amount (B) 6.688.327 6.440.507 6.123.098 5.360.174 5.014.000 4.757.000 4.365.482 3.973.964
Total debt (C) 22.453.686 20.133.071  18.466.617 16.112.324  14.817.736  14.059.000  13.101.584  12.144.168
Credit (D) 5.700.945 2.980.856 2.726.109 2.217.739 1.944.000 1.862.000 1.845.606 1.829.212
Deficit (E) 16.752.741 17.152.214  15.740.508  13.894.585 12.873.736 12.197.000  11.255.978 10.314.956

Net amount to
cover (C-D-B)
(*) According to L.D.225/2010 art.2,c.7 (reassessment of total Debts and Credits until April 28th 2008)

10.064.414 10.711.708  9.617.410 8.534.411 7.859.736 7.440.000 6.890.496 6.340.992

Source: Data processed from Commissioner’s financial report to Parliament (2010-2014).

The overall debts decreased by 51% from 2010 to 2016, with an average of 8% per year. The Special
Commissioner focused mainly on the non-financial debts, decreased by 82% in seven years, thanks to the special
power given by the law authorizing unilateral reductions of court expenses and legal interests with the aim of
quickly paying all the creditors that were interested in being paid immediately. However, the credits transferred
to the Special Commissioner steadily decreased due to doubtful debts and recovered claims.

5.2 The Cost-efficiency Plan

Just before the first Commissioner finished his mandate, in 2013, the elections gave power to a new mayor that
had to ask the government for further financial aid to cover (a large amount of new debts that were produced
from 2008 to 2013); the government recognized Rome a 110 Euro/Mil new transfer as a sort of repayment for
the extra-cost supported by Rome due to its special status as the Italian capital. In 2015, in order to obtain the
final approval of Parliament, the mayor had to accept a strict cost-cutting plan with a 10% cut of structural
expenditures over three years (2014-2016), having as the baseline the average of the previous five years
(2009-2013). From 2014 onwards, the City of Rome had to face a severe cut-down program that involved
structural costs and the right balance between savings and virtuous spending review programs. The decision of
cost-cutting began by reducing consultancy, ICT costs, rents for offices, representation expenses and trips. Table
7 gives an idea of the macro category of all the expenses included in the rebalancing plan approved by the Italian
government that allowed Rome to receive a further contribution of 110 €/Mil every year.
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Table 7. Rebalancing plan for the expenses categories

Rebalancing plan Synthesis (main expenses Structural Historical Expenditures (2009-2013) Expenditure Target (from 2016
categories) Average onwards)
Public Service Contract 1.581.381.657 1.375.928.860
Purchases of goods and services 1.775.773.397 1.447.364.499
Social Service 347.432.792 326.244.679
School and preschool 215.790.836 208.071.181
Utilities 205.619.876 162.410.365
Rents 126.545.287 101.236.230
Minor expenditures 221.760.827 185.232.579
Off-balance-sheet liabilities 70.000.000 -
Other service contracts 189.765.820 156.171.824
Other goods and services 398.857.959 307.997.641
Cost of personnel 1.061.566.279 1.004.285.742
Borrowing costs 40.000.000 40.000.000
Other 153.550.803
Total structural current expenditure 4.458.721.333 4.021.129.904

Source: Rebalancing plan of Roma Capitale, 2014.

The rebalancing plan of Roma Capitale (2014 — 2016) suggests that the Central Government has clearly focused
on expenditure constraints in order to help Rome overcome the financial distress. As shown in Table 6, the city
of Rome was committed to dealing with sharp reductions of the current expenditures (by 437,6 Euro million/year)
in order to meet the Government — a set target of 4,021 Euro million from 2016 onwards. The most affected
categories were utilities (-21%), rents (-20%) and purchases of goods and services (-18.5%), However the
reduction in economic activity and the corresponding increases in unemployment and social welfare needs
(Paulais, 2009) reduced the commitments on social services (-6.1%).

2,000,000,000 I Structural

historical
expenditures
(to be
reduced)
1,500,000,000 I Target
Expenses
(aim to
achieve)

1,000,000,000
500,000,000

0
Public service  Purchase of Cost of Borrowing Other
contracts goods and personnel cost
services

Figure 2. Reduction trends of city expenses, main categories

Source: Rebalancing plan of Roma Capitale, 2014.

This trend was also supported by a more detailed analysis of the expenditures made in the past years by
providing a parameter for each spending category calculated as an average of the expenses made in the past five
years (2009-2013), reduced by using a specific coefficient in order to achieve a more than 400 €/mil decrease of
the structural expenses over three years (2014-2016).

6. Conclusions and Directions for Future Research

In the recent time, the context of austerity and crisis in the local governments has focused on looking for a
solution to avoid the distress while improving their financial health (Barbera et al., 2017). Therefore, a system to
monitor the financial situation of local authorities is needed in order to understand what the governments’
proceeding to manage the crisis are. The combination of capacities and reactions, (i.e. management of slack

64



ijbm.ccsenet.org International Journal of Business and Management Vol. 13, No. 1; 2018

resources, income generation, developing anticipatory capacity) is a good example of how to deal with financial
difficulties.

Consequently, to understand how financial crisis can have impact on different variables, the starting point of this
paper was an analysis of the current literature on how to define a good financial condition for ILGs considering
how to restore a good condition for the ILGs that are in a situation of financial distress (with it not being
necessary that they are declared in a condition of “financial distress™).

In order to identify a good financial condition for ILGs, we have taken into account mainly some measures of
budgetary solvency (such as sustainability, flexibility and vulnerability indicators) and three inter-related
dimensions of long-term fiscal sustainability summarized: revenues (taxes), debts and cost of services.

We have remarked that the high degree of organizational and financial autonomy experienced by ILGs over the
last two decades has gradually changed the management model of public resources. Italian municipalities have
seen their autonomy increase as well as their responsibility for a wider range of activities; they are entitled to
raise taxes but they still remain significantly dependent on transfers and grants from the Central Government
(and, to a lesser extent, from the Regions). In the last five years, this “mixed approach” has been confirmed (by
Law) with the multi-year re-balancing procedure AFD in order to allow ILGs to restore the financial equilibrium
through access to a specific “rotative fund”, while also respecting expenditure constraints and covering services
costs with their fees.

From a methodological point of view, we analyse the data with a qualitative approach. In particular, we focus on
a single case study through an explanatory case study following four prescribed steps (Scapens, 1990):
preparation (the choice of the case to analyse), collecting and assessing evidence, identifying and explaining
patterns, report and conclusions evaluating the analysis retrospectively of the change process over 10 years. We
analysed the municipality of Rome because it has been selected due to evidence of serious troubles in terms of
financial sustainability and its efforts in planning to lower the financial debts notwithstanding Rome not being
considered structurally distressed according to the parameters set out by the Italian Ministry of Interior on the
basis of the TUEL (art. 242).

The fact that the Italian Government recognized Rome the right not to fail due to it being the Italian capital has
determined that the municipality was not officially considered in financial distress thanks to ad-hoc legislation
(Law-Decree n. 112/2008) that established a governmental Special Commissioner to be responsible for restoring
the municipal financial equilibrium, with large transfers from the Central Government across the years
2008-2013. The main task of the Special Commissioner was to start dealing with the “non-financial” debts; that
have been significantly reduced across the years 2010-2015.

Regarding a specific set of indicators to measure public organizations’ financial health (Greenberg & Hiller 1995;
CICA 1997; Nollenberger et al., 2003), the analysis of the Municipality of Rome has shown that some indicators
would suggest Rome’s financial health while others not. In greater detail, Rome has never been able to generate
enough liquidity to pay its short-term debts (short-term solvency). Nevertheless, its expenditures were higher
than its revenues (re budget solvency), so that in 2014 the City was committed to a recovery plan by setting
expenditure ceilings. The appointing of a Special Commissioner in 2008, 2010 and 2013, with the delivering of
extraordinary transfers aimed to avoid troubles in terms of long-term solvency, by improving the payment of
long-term obligations incurred before April 2008. Finally, Rome has never been able to provide and sustain
essential services to its citizens (service-level solvency).

However, according to a second set of indicators, the budgetary solvency (Greenberg & Hiller, 1995;
Zafra-Gomez et al., 2006; CICA 1997; CICA 2009) of Rome cannot be considered as fully satisfied. First, the
level of financial sustainability (i.e. the capacity of an entity to promote and preserve the social wellbeing of the
citizens through public policies and public services delivery) decreased over the last two decades (at least until
2014): the existing public services have been delivered and obligations have been covered by raising taxation
levels and, to a lesser extent, by increasing indebtedness. However, Rome has demonstrated a good level of
flexibility, being able to respond to financial troubles, within the limits of its fiscal abilities via modifications to
tax rates, public debt or transfers, although the latter furtherly increased the level of dependence on external
financing (high level of vulnerability).

In conclusion, the in-depth examination of the Special Commissioner’s financial reports and of the financial
statements has demonstrated that, in addition to the Central Government transfers, three main actions have been
realized:

1) reduction of the total debts;
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2) reduction of the deficit;
3) cost-efficiency plan (with a 10% reduction of the structural expenditures).

These actions have modified the level of budgetary solvency of the municipality of Rome, demonstrating not
only the increased level of flexibility during the considered period of analysis, but also its high vulnerability.

It is probably too early to evaluate the complexity of these strategies on the financial sustainability because it
would require supplementary information on the level of the existing services, evaluation of their quality and a
focus on the level of revenues (taxes) after the restoring plan, that could be analyzed in a future step of this
research.

However, considering that the politician could be interested in disclosing the performance in financial
information in order achieve political goals (Guarini, 2016), the evaluation of the strategies to implement have
the aim to pursuing not only the capacity for reaction to crises but above all, the development and the creation of
new opportunities as active resilience (Steccolini et al., 2015).

We think that our work will contribute to the debate on both the theoretical and practical underpinnings to
represent the financial conditions in local governments, that are focused on the specific measures for budgetary
solvency: sustainability, flexibility, and vulnerability as measurement to restore financial health in a period of
crisis.
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Notes

Note 1. It is worth recalling that the parameters are set every three years by the Ministry of Interior. The
parameters have been steadily revised in 2009 (from 8 parameters set in 2006-2008 to 10 parameters requested in
2009-2011 and 2012-2014). During the period 2006-2008, some parameters had different ceilings (see specific
notes on the table), while parameters n.3, n.9, and n. 10 were not checked. Moreover, the ILGs were asked to
maintain total interests on mortgages under 12% of the current revenues (Title I to III of the Financial Budget).
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