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Abstract
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Essays on the Economics of Organized Crime: Evidence from Italy

by Francesca Maria CALAMUNCI

With the change of organized crime activities in legitimate business through the cre-
ation of legitimate companies, most of the countries, among which Italy, introduced
specific regulation to fight and weaken the financial basis of OC. However, despite
the growing literature on the OC economic impact and the OC companies’ character-
istics, some aspects are still not investigated. The present Ph.D.’s thesis reviews the
evolution of OC and the law, focusing of literature effort in Chapter 1 and identifying
the research questions, drawn up in the following chapters. In Chapter 2, applying a
micro-economic theory, I study how the OC infiltration in legal business makes the
operation of such companies more profitable, establishing a comparison with legal
ones. The theoretical model developed focuses on OC effort during productive ac-
tivities.

In Chapter 3 1 evaluate the causal effect of judicial administration on a sample of
Italian criminal firms in the period 2004-2016 to shed light on the dynamic path of
the firm’s performance from pre-seizure to post-seizure phase. The results reveal
that being under measure has adverse effects on the profitability and efficiency level
with an increment in the leverage level. The evidence suggests that removing crim-
inal ties makes challenging for the new administrator to maintain profitability and
efficiency level.

In Chapter 4, 1 analyze the indirect economic effects of an enforcement law targeting
firms affiliated to criminal organizations in the four regions in the South of Italy. The
experimental design allows the control for confounding effects at the firm, market,
and year level. The results indicate that there are significant positive spillovers from
the enforcement law. Legal firms’ performance and turnover rise by 2.2 and 0.7 per-
cent, respectively, in the first four years after an organized crime firm is placed under
judicial administration. Investments measured by tangible and intangible assets in-
crease with the number of firms entering into judicial administration by 0.75 percent.
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Chapter 1

Organized Crime, Preventive
Measures and Literature

1.1 Introduction

Organized Crime (OC) in Italy is an old phenomenon, and it is particularly prevalent
in four regions in the South (Sicily, Calabria, Campania, and Apulia), taking differ-
ent names (Cosa Nostra, Camorra ‘Ndragheta and Sacra Corona Unita), generally
called with the generic terms of Mafia. For about a century, the Italian Mafia-type
has been regarded as the prototype of organized crime, so that its definition was as-
sociated with the understanding of organized crime (Paoli, 2004). Representing an
operational model for the other criminal organizations, most of research focuses on
Italian cases, and hence, the different analyses carried out offer insights about crim-
inal organizations at global level (Pinotti, 2015a).

Organized crime groups (OCGs) have been operating in illegal activities and
across several legal economic sectors, investing their illicit proceeds. Estimating the
total organized crime income is not easy; indeed, there have been several attempts.
In Italy, the Italian Anti-Mafia Board has assessed that the organized crime’s total
financial flow accounted for 150EUR billion in 2012 (UNICRI, 2016). Furthermore,
the US Department of State (2015) evaluated Italy’s black market to be top 12.4% of
the nation’s GDP, roughly $250 billion.

In the last two decades, the infiltration of organized crime in the legitimate econ-
omy has grown with social and economic consequences around the world. Given
the strong interconnection between economic and criminal activity, it is difficult to
identify the border between legal and illegal activities. Indeed, the link between
organized crime and legitimate business can take distinct shapes such as direct or
indirect control of legal enterprises. The legitimate business can be the target or the
tool of criminal activity, representing a way to achieve several goals and to establish
a prestigious role in society. The need to preserve power and importance in soci-
ety, linked to increase profits and make money, has affected the evolution of Italian
OCGs. Organized crime groups’s interest in penetrating legitimate economy causes
the necessity to reform the anti-Mafia legislation, that has some limitations in fight-
ing it. The legislative revolution started with the implementation of the Rognoni-La
Torre law. The most important achievement was the acknowledgment of the unlaw-
ful mafia-type association and the introduction of personal prevention measures, as
well as of patrimonial nature. With the following legislative packages, patrimonial
preventive measures gain a remarkable function with respect to criminal prosecu-
tion. Today, the measures are reaching excellent results in terms of weakening the
patrimonial component of Mafia assets.

Starting from the several specifications of organized crime shared in literature,
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because of its nature of “umbrella term,” the chapter focuses on the specific con-
notations of the Italian case and its activities in both illegal and legal market. The
provided analysis helps disentangle and clarify the definitions and some of the fea-
tures in view of its empirical applications. Then, the chapter will provide the key
definitions of OC infiltration in legitimate business, and it describes the critical fea-
tures of the penetration through legal companies.

Understanding how, over time, organized groups have undergone an entreprene-
urial evolution is essential to analyze all the features and aspects. Indeed, the OCG’s
relevance in legitimate business through companies has played a predominant role
in the Italian economy. There are several contributions, adopting a sociological,
political or economic perspective, focused on these aspects. Also, how the phe-
nomenon impacts productivity and economic growth and how it affects society are
very discussed issues.

In consequence of OC evolution, different interventions have been approved by
several jurisdictions, and in particular, the section highlights the Italian institutional
background and changes in the Italian anti-Mafia law. The current judicial frame-
work is efficient in attacking the financial bases of OCGs; indeed, the chapter also
analyzes the numerical effects of the law on fighting the phenomenon of the infil-
tration. Given the meaning of OC companies, their characteristics are of particular
attention to the scientific community, and this has developed a new line of investi-
gation. Lastly, I will conclude and present the goals of the dissertation.

1.2 Organized Crime and Activities

Organized crime represents a relevant economic issue both in developed and in de-
veloping countries. Historically, Italian organized crime is one of the most devel-
oped criminal organizations in the world with the American Mafia,Russian Mafia,
Mexican Narcos, and Colombian Cartels.

Despite the relevance of the phenomenon, for long time doubts have been cost
over a single universally shared definition. For this reason, clarifying the concept
and the meaning of organized crime may be helpful to develop the analysis. In inter-
national literature, the definition of organized crime groups agrees with Article 2 of
2000 UNTOC, United Nations Conventions against Transnational Organized Crime
(so-called Palermo Convention). According to this convention, organized crime is:
“a structured group of three or more persons, existing for a period of time and acting in
concert with the aim of committing one or more serious crimes or offenses (...), in order to
obtain, directly or indirectly, a financial or other material benefit”. This definition implies
that an OCG must match four criteria:

¢ A collective element through a significant group of criminals working together;
¢ A structure defined with definite roles or in the collective hierarchy;
¢ Constant and perpetual criminal activities over a considerable period;

¢ Considerable benefit: criminal activity allows to make economic profits or also
to achieve personal interests.

Coherently, criminologist literature (Kenney and Finckenauer, 1995; Levi, 2002) de-
fines the profile of organized crime paying attention to the use of extreme intimida-
tion, bribery of public authority, infiltration in the legitimate economy and obstruc-
tion in the political process.
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All the elements, defined in the definitions, are considered in anti-Mafia laws in
some countries, like Italy and US, and also used as the “operational definition” by
the international police community. Indeed, the definition provided by FBI describes
organized crime as a perpetual criminal conspiracy with an organized structure that
is successful because of its use of fear, corruption, and violence. Looking at the
Italian organized crime involvement, according to Europol (2013), other central and
interconnected tenets have to be considered: family, power, respect, and territory.
These elements have represented the strength of its roots in the society, the achieve-
ment of the control and prestige, and the propulsive thrust of the OC evolution in a
legitimate economic business.

According to the Department of Justice (2008), organized crime and all crime as-
sociations can manipulate financial markets and bank institutions and penetrate in
some legal activities. Globalization and the new financial instruments have changed
the OC interference in the economic and political sphere and have facilitated the
concealment and dissimulation of reality.

Nowadays, the Italian organized crime portfolio is made up of different kinds
of activities. On the one hand, it maintains a parasitic relationship with legitimate
economy, through the usual activities like intimidation, extortion, and racketeering.
On the other hand, the involvement of OC groups plays a central role in running
business in the legal market. So, the series of activities include not only murder,
loan-sharking, racketeering, drugs smuggling, human trafficking, products coun-
terfeit, prostitution, money laundering, gambling, but also investments in the legal
sector such as construction and quarrying, investments in hotels and restaurants,
and toxic waste disposal. The mentioned activities serve not only as investments for
speculative purposes but also for personal use and as a reward for the organization
members. In the Italian context, since the 60’s organized crime groups have modi-
fied their interests in other types of services, such as infiltration in private and public
business; vote process supporting politicians, enforcement of cartels, control of firm
market competition. Particularly relevant is the spread of the infiltration in legiti-
mate business, with the creation of legal companies, managed by crime members.

1.2.1 Preliminaries: Key Definition and Features

Analyzing the evolution of OC infiltration in legitimate business and the presence
of OC company requires the clarification of some concepts. One crucial explanation
concerns the concept of legitimate private economy. To define the concept, it is useful
to use the framework proposed by Gurciullo (2014).

In figure 1.1, the blue part expresses the extensive picture of economic activi-
ties, defined as a "network of actors that deal with the management of human, natural
and technological resources for the production, manufacture, trade and distribution of goods
and services in a given territory”(Mankiw and Taylor, 2006). Within this environment,
all types of economic activities, from informal ones (i.e., not registered by any au-
thority), to illicit ones (i.e., the buying and selling of stolen goods) are included.
Legitimate economy;, therefore, is the orange subset, and it is defined as the aggrega-
tion of economic activities that implicates actions that are not punishable by the law,
and are formally recorded by an authority (ISTAT, 2006). This kind of activity might
be carried out by the government or by organizations owned by private individuals
(or, exceptionally, by both of them). This last case is the legitimate private economy.
A criminal group penetrating private legal economy can be imagined as an agent
working in the surrounding area of the blue set, moving into the core of the larger
green subset.
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FIGURE 1.1: Classification of the Concept of Economy

Economic activities

Notes. Source: (Gurciullo, 2014)

Another necessary focus is on the definition of OC infiltration in legal economy.
Itis defined as: “any case where one physical person, belonging to an organized crime group
or agent in its name, or one physical person previously linked, invests financial or human
resources in order to participate in the decisional process of a legal company”(Savona and
Berlusconi, 2015).

Regarding the definition of OC companies shared in specialized criminologist
literature (Champeyrache, 2004), they are defined as: "Legally registered Mafia firms
(LMEF) are those apparently engaged in carrying out legitimate activities, but owned by Mafia
Families”. From both definitions, four common characteristic elements of OC infil-
tration result:

¢ Presence of organized crime;

¢ Presence of a physical person;

¢ The employment of resource;

¢ The involvement in corporate decision-making process.

Moreover, the level of OCGs involvement in legitimate business varies from a lim-
ited interaction to complete ownership control, and simultaneously, the degree to
which the integrity of the legal economy is compromised changes (Von Lampe,
2015). The interference of organized crime in the decision-making process can be
shown in different forms, not necessarily having a similar pattern. The nature and
the extent of criminal involvement in legitimate businesses vary, as the implications
of this involvement do. It can be exercised by a member of the criminal organi-
zation (direct internal control), figureheads operating on behalf of the organization
(internal indirect control), or through the implementation of coercive measures on
managers or supervisors employed by an existing business (external monitor). The
choice of the degree of infiltration depends on OCGs goals and interests: on the
one hand, legitimate business represents the target of criminal activity; on the other
hand, it is the tool of illegal ones.
On a phenomenological level, it is possible to distinguish:

* OC companies in strictly speaking that are: those set up (or acquired) on the
initiative of a criminal organization managing them; and those led (directly or
indirectly) by a single person, linked with OCG, in his exclusive interest.
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* The “OC infiltration enterprises,” in which the entrepreneur, even if not part
of the criminal organization, establishes a stable relationship of cohabitation,
accepting the services offered and exchanging them with other services and
complementary activities. In this last case, the OC companies enter into more
or less stable relationships with criminal organizations, even without being
included or “contiguous,” only to make lucrative deals.

In both cases, the success of these firms on the market is guaranteed by the occur-
rence of informal rules in corporate decision-making capacity.

Santino (2006) identifies five types of companies, 4 of which in connection with or-
ganized crime:

a) Companies engaging in illicit manufacturing and using violent methods of dis-
couragement of competition.

b) Companies carrying out unlawful production activities and using peaceful formal
methods.

c) Companies carrying out legitimate production activities and using violent means
of discouragement of competition.

d) Companies carrying out lawful production activities and using formally peaceful
means.

e) Screen companies that do not perform at all, or only to a minimal extent produc-
tive activity, but they are instead used for the money laundering of illicit origin.
The first three categories are companies linked to organized crime, or at least they
include criminal methods in their business. Instead, the fourth category corresponds
to one lawful company operating correctly. The last definition corresponds to com-
panies operating through a dense network of other companies to avoid controls and
tracking of money flows. Those are companies that appear to be of the fourth cate-
gory, but which play the role of support for the first three categories.

1.3 Background: OC Infiltration of into Legitimate Business
and Evidence

OCG importance of in legitimate business through companies has played, over time,
a predominant role in Italian economy. So, understanding how mafia-type organi-
zations have undergone a deep evolution is helpful to analyze all their features and
aspects.

Since the 1970s, criminal associations features, which mainly were incorporated
into the behavior of the member and in the typical actions, have been replaced with
structures capable of interacting with the legal and economic system in its many
features, integrating perfectly into national and international production circuits. In
particular, until that moment, defining Mafia as an association was not possible, be-
cause the main feature was recognized in criminal behavior. Between the end of the
19th century and the beginning of the 20th century its role of mafia member was in
an intermediate state between the lawless moment (from the Greek a nomos, with-
out laws, violent affirmation without statute) and the legal one, institutionalization
and approach to men and to organs of the State. Mafia institutionalizes its presence
in society by placing itself as a mediator, increasing and affirming its role in the com-
munity.

However, after World War II, Mafia power has lost its legitimacy, considered only
as an ordinary criminal. At this point, in order to increase the prestige on society, a
change took place through state delegating to mafia: many of mafia elements entered
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the public administration; relatives were included in the most influential adminis-
trative apparatus (the so-called “manipulation of relationship”), and the criminal
groups established strong relations with representatives of political, regulatory and
business environments. The outlined context allowed criminal groups to influence
the new legal framework in the country and develop favorable rules to their inter-
ests.

Thanks to this significant relation and the increasing success in the society, from
the seventies the mafia has evolved towards forms of entrepreneurship: fundings
granted to subjects affiliated with organized crime have increased, the building mar-
ket has become the field where OCGs easily speculate and earn, competition is erad-
icated, income and the possibilities for growth have increased. The OC company
guarantees unparalleled efficiency (neither trade unions, nor any strikes, are fore-
seen). These results allow OC companies to carry out work with large companies. In
this way, organized crime associations were able to take roots in the society in which
they operated, creating a real class.

In this regard, a growing literature focused on OC infiltration in legitimate busi-
ness, by looking at reasons and opportunities explaining why OCGs has undertaken
this evolution. According to sociological studies, OC infiltration in legitimate busi-
ness represents the primary means through which to achieve several goals and may
provide a useful channel for illicit purposes. OCGs may decide to invest, for ex-
ample, in retail activities, characterized by a high cash turnover. This new activity
increases the possibility to hide, through falsification of accounts, fictitious certifi-
cation and invoicing, and a variety of strategies, incomes from illegal activities that
cannot be justified (Anderson, 1979; Fiorentini, 1999; Savona and Riccardi, 2011).
Running legitimate business promotes the image of OC members respectability and
allows to hide criminal profits. In this way, the entrepreneur can gain social sup-
port and get access to the world of economics and politics, allowing an extension of
network of contacts of organized crime’s beyond the criminal underworld (Savona,
Calderoni, et al., 2011). Social visibility and partnership with officials” State and pri-
vate sector might be a source of security and greater access to public and/or private
funding and a lower cost of credit (Transcrime, 2013). In sum, OC infiltration in legal
businesses allows them to pursue and consolidate more profit.

Criminal organizations, therefore, try to act like corporations, getting character-
istics similar to legal business models such as specialization, growth, and develop-
ment of network-relationships with other economic agents. Legal and illegal activi-
ties are closely intertwined: legal activity is helpful for pursuing illegal ones,and this
allows money laundering of illegal profits (Fanto, 1999). They are often companies
born according to law and with a reputation of respectability in the market, which
establishes relationships of joint interest and partnership with OC representatives.
Therefore, OC companies typical features are not located in their business, which
can be lawful, but in the accumulation process that has led to their set up as well as
to the power of intimidation on which they rested (Fanto, 1999). The intimidation is
a precondition that allows the domain of the territory by the company. Meanwhile,
it represents a plus-value that is added to the one that generally produces the capital
invested in the same area and under the same conditions. The business tool allows
mafia organizations to invest the proceeds of their illicit activity to increase profits,
extend their influence, and exercise their power more forcefully.

The influence exercised by organized crime’s legal activities in the market is the
focus of a growing literature analyzing it using several approaches and perspec-
tives. There are several contributions focusing on infiltrated-firm characteristics.
Also, how the phenomenon impacts productivity and economic growth and how
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it affects society are very discussed issues.

With a sociologic perspective, Arlacchi (1983, 2010), analyzing the OC infiltra-
tion, defined as “Mafia entrepreneur,” stresses several qualitative aspects that can
be sources of competitive advantages for OC-infiltrated firms in comparison to the
legal counterpart:

¢ Discouragement of market competition (ensuring goods and raw materials at
favorable prices, as well as orders and contracts using criminal intimidation
acting like a real trade barrier);

¢ Wage compression (negation of rights of trade unions, social security contri-
butions and insurance avoidance, non-payment of overtime);

* Accessibility of financial funds (investment of significant proceeds coming from
illegal business) and consequently, the possibility of not bearing the cost of
credit.

Instead, strategic management literature (Duplat et al., 2012) with a principal-agency
view, identifies four aspects, typical of legally registered Mafia firms, in the gover-
nance mechanisms such as violence and intimidation, corruption, affiliates’ turnover,
and firm turnover. All these mechanisms help in mitigating agency’s risks (adverse
selection and moral hazard) and monitoring agents” behavior.

Researchers have studied how OC infiltration impacts the economy. The per-
vasive OC presence influences institutional systems and violates democratic civil
standards. A complete illustration is present in the documents of the Financial Ac-
tion Task Force (FATF): "Organized crime can infiltrate financial institutions, gain
control of large sectors of the economy through investment, or offer bribes to public
officials and indeed governments. The economic and political influence of criminal
organizations can weaken the social fabric, collective ethical standards, and lastly
the democratic institutions of society" (FATF, 1999, 2014). Empirical studies high-
light how organized crime influences government efficiency (Allum and Siebert,
2004), and on electoral competition (G. Daniele and Geys, 2015; De Feo and De Luca,
2017). As a result, corruption increases, the quality of the institution is weakened,
resource allocations are distorted, and public spending is misused (La Spina and Lo
Forte, 2006). Following, a strand of literature studies the distortive effects on FDI (V.
Daniele and Marani, 2011) and public transfer (Barone, Narciso, et al., 2012; Galletta,
2017) finding that the embezzlement of public resources generates adverse political
and economic effects (G. Daniele and Dipoppa, 2018).

Most economic studies have described organized crime as an obstacle to eco-
nomic development, focusing on its economic consequences. Empirical evidence
reveals a negative effect of criminal presence on economy discouraging legal perfor-
mance. It lowers GDP growth (Detotto and Otranto, 2010; Peri, 2004; Pinotti, 2015b;
Tullio and Quarella, 1999), reduces investments (Enders and Sandler, 1996; Pelle-
grini and Gerlagh, 2004) and affects employment rate (Peri, 2004).

The literature on organized crime micro-effects is piecemeal: only a few studies
investigate the effect of crime on firms” activity, examining the different economic
aspects and their impact on the growth-crime relation for SMEs (Islam, 2014). Also,
Albanese and Marinelli (2013) highlight negative consequences of operating crim-
inal groups on corporate productivity, due in particular to its ability to control on
the territory. Additionally, the organized crime interference may cause an adverse
selection on financial condition terms. It distorts the perception of investments, in-
creasing uncertainty associated with weaker law enforcement. Bonaccorsi di Patti
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(2009) analyzes the effect of OC on pricing Italian bank lending: risks related to
crime affect the short-term cost of credit and increase the demand for guarantees by
banks and the composition of credit among different categories of loans. Businesses
operating in high crime domains use relatively fewer financial receivables, and of
these more frequently in discovery and revolving credit lines.

1.4 Evolution of the Law: from the Rognoni-La Torre Law to
the Anti-Mafia Package

The evolution of OC from an organization with “agrarian” connotations to an orga-
nization capable of infiltrating legal markets, has also led to a change of legislation
since it faced some limitations treating the phenomenon as a crime of a single indi-
vidual. There was no legislative instrument to pursue the mafia phenomenon as an
association. Lawyers recognized the need to attack criminal organizations in their
economic and financial components, connected to the exercise of criminal activities,
money laundering, and the investment of illicit proceeds, through measures aimed
at seizing and confiscating the illicit assets obtained.

The legislative change took place with Rognoni-La Torre (law on 13th September
1982, No. 646). This law established fundamental elements that defined the shift in
strategy in fighting organized crime, substantially modifying the countenance of the
law by preventive measures. The establishment of this law involved the introduction
of art 416-bis! in the Ttalian criminal code, which, for the first time in the national le-
gal experience, sanctioned the mafia as an association. This article recognized mafia
association with independent criminal relevance, identifying the operating methods,
and specific purposes. The effective techniques are represented by the intimidation
force of the association bond and the condition of subjection and consequent omis-
sion. The particular objectives refer to committing crimes, managing or controlling
(directly or indirectly) economic activities, the concessions, the authorizations, pub-
lic tenders and services, unfair profits or advantages for themselves or others. From
this moment on, mafia has been framed in the judicial system as an association, and
finally, individual people or individual criminal acts are no longer pursued.

Another significant change provided by “Rognoni-La Torre” law is the intro-
duction, alongside with personal prevention measures, of those of patrimonial na-
ture. The law provides the seizure and confiscation of the assets of which the lawful
source has not been proven, found in direct or indirect availability of suspects be-
longing to a mafia-type association. The purpose of these preventive measures is the
impoverishment of criminal organizations and people involved in criminal events.
The action of the State is thus shown in terms of patrimonial investigations, seizure,
and confiscation of assets, and economic isolation from the context in which the
accused person operates. The definition provided by the penal code in the article
416-bis states that committing crimes does not constitute the primary purpose or
the ultimate purpose of mafia association, indicating several goals. In this way, the
objectives of the law suit the need to research and control the crime association eco-
nomic power and highlight how it is characterized by mechanisms and dynamics

1 A mafia type association consists of three or more individuals and those who belong to it use power
or intimidation afforded by the associative bond and the state of subjugation and criminal silence
which derives from it to commit crimes, to acquire directly or indirectly the management or control of
economic activities, concessions, authorizations or public contracts and services, either to gain unjust
profits or advantages for themselves or for others, or to prevent or obstruct the free exercise of the vote,
or to get votes for themselves or to others at a time of electoral consultation
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allowing the infiltration in the legal economy. In this sense, the law does not make
a distinction between criminal profits and formally licit profits because they derive
from the simple existence and popularity of the associative bond and all equally pur-
sued through intimidation and violence as conventional instruments. (Cass. Pen.,
sez. I,27.11.2008, n. 6930; Cass. Pen., 11.01.2000; Cass. pen., 16.03.2000).

The aforementioned article establishes that “anyone who is part of a mafia-type as-
sociation, formed by three or more persons” is subject to the sanction indicated. So, the
agent subject could be anyone. The minimum participatory threshold is identified
in the activity of those who make a conscious contribution to the life of the associa-
tion, knowing its characteristics and using the intimidation force and the conditions
of subjection and the “silence code” deriving from it. The second paragraph of art.
416-bis identifies, in addition to the participation, further expressive behaviors that
are the promoter, director, and administrator?.

In sum, Rognoni-La Torre law has relevant importance not only for OC identi-
fication, cataloging the phenomenon and the role but also for the introduction of
preventive measures. Legal action has affected the criminal organization, chipping
away the capital accumulation, feeding OC influence on the territory, and in parallel,
increasing social control and intimidation power.

1.4.1 Preventive Measures and Judicial Administration

Law 646/1982 represents the legislative turning point to fight against organized
crime. It provides the implementation of preventive measures by the Court, on the
proposal of the Public Prosecutor’s Office or the Police Authority, on the assets un-
der “the suspected belonging to mafia association.” These preventive measures have
the aim to take the assets away from the criminal circuit and allocate them to other
purposes, exempt from illicit conditioning. In particular, measures consist of seizure
(applicable where, “on the basis of sufficient clues, such as the noticeable inequality be-
tween the standard of living and the amount of apparent or declared income, there is reason
to believe [that the assets] are the result of illicit activities or constitute their re-employment”)
and in confiscation (ablative instrument “of the seized assets of which legitimate origin
has been demonstrated”). However, at this stage, the function of these preventive mea-
sures was entirely “accessory” in comparison to those of personal nature, and could
not be applied in absence of the latter.
Other changes arrived with the following legislative packages:

e Law 55/1990. The legislator introduced art 23-bis in law 646/1982, making
independent relevance to the patrimonial and personal measures.

* Law 356/1992. The legislator introduced, in art. 12 sexies, a new type of con-
fiscation supporting criminal and preventive ones. It is envisaged that in cases
of conviction or "plea bargain" ex-art. 444 c.p.p. for certain crimes, including
mafia-type association, the confiscation of money, assets, and other benefits are
always arranged”.

2The more a person is involved in these roles, the more severe the sanction is.

3 Also in this case, it is applicable when the condemned cannot justify their origin or when he is the
owner or has the availability in disproportionate value in comparison to his income or his economic
activity. The same article (paragraph 4-bis) provides that even in these cases of confiscation, the mea-
sures concerning the management and destination of the seized and confiscated assets envisaged by
law 31 May 1965 n. 575 and subsequent modifications are applied.
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¢ Decree-Law 92/2008, Conv by Law 125/2008 (the so-called “Security Pack-
age”). The main reform is constituted by the reversal of the "ancillary prin-
ciple" introduced by Rognoni-La Torre law, with the possibility of separate
application of financial measures from those of a personal nature;

¢ Law 94/2009 which, in addition to extending the categories of people subject
to anti-mafia measures, acts again on the principle of accessories, providing
the possibility of applying financial measures regardless of the social danger of the
proposed [...] person at the time of the prevention request;

¢ The DL 4/2010, Conv. by Law 50/2010, which sets up the National Agency for
Administration and Destination of Assets Seized and Confiscated from Orga-
nized Crime (ANBSC).

¢ The fragmentation and lack of systematic harmonization have led the legisla-
tor to carry out a complete reorganization of the regulations with the Antimafia
Code (Legislative Decree 159 of 2011).

Law 646/1982 and, currently, the Anti-Mafia Code (Legislative Decree 159 of 2011),
provide that, in presence of a situation of a person belonging to a mafia associa-
tion, both the procedure for ascertaining the associated crime and the process for the
application of the prevention measure must be activated simultaneously. The pre-
ventive measure has a distinct function and nature concerning criminal prosecution.
The criminal prosecution law tends to punish the violation of criminal law (and its
application is subject to the establishment of a crime and the guilt of the accused).
The prevention measure does not imply a crime and aims to prevent subjects from
committing dangerous duds; it is one of those necessary and adequate measures to
preserve the public interest.

Once the procedure for the offense relative to in Article 416-bis has been acti-
vated, the public prosecutor shall notify the Prosecutor of the Republic to implement
the patrimonial preventive measures (art. 23-bis). The prevention action is inde-
pendent from criminal prosecution: through the separate development of the two
trials, there is the possibility to use preventive measures of assets already subjected
to criminal seizure. However, the effects of the measures provided by the anti-mafia
law remain suspended, pending the outcome of the criminal trial, and can only be
revoked if the criminal seizure is revoked. Hence, the principle of a formal priority
of criminal seizure and possible confiscation concerning the measures of asset pre-
vention, since the penal trial offers more substantial and formal guarantees. During
the prevention procedure, precautionary measures of patrimonial nature are envis-
aged.

Preventive measures can be divided into two categories: the first, defined as
“typical,” requires that the people subjected to the prevention procedure are as-
sessed regarding their degree of danger; the second, “atypical,” are applicable out-
side the prevention procedure and therefore they are independent from the danger
of the subject. Among the typical precautionary measures, there is the seizure, which
the court can order with a deliberate reason against that person who, subjected to
prevention procedure, might directly or indirectly arrange the assets. In particular, it
is applied when the value of current income is disproportionate in comparison to the
declared income or the economic activity carried out, or when, based on sufficient
evidence, authorities believe that they are the result of illegal activities or represent
re-investment of funds. The diagram below summarizes the main points.
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{Law 1982 and Anti-Mafia Code}

[Simultaneous application of}

{Criminal Measure} [Preventive Measure]

Conviction and relation to the | Based on sufficient evidences
crime the person is accused of. of illegal activities.

Typical: assessment of | | Atypical: outside the prevention
the dangerousness procedure and independent
of the subject. of the danger of the subject.

Once the seizure has been decided, the Court appoints the delegated judge and
the administrator who are responsible for managing the seized assets. The ap-
pointed judge manages the administration, in the sense that he dictates the inspiring
guidelines and supervises the behavior of the judicial administrator, exercising con-
trol over management on behalf of the Court, which has exclusive and functional
competence in relation to the adoption of all the measures concerning the custody,
conservation, and management of the seized or confiscated assets. He has also to
authorize, in advance, acts of extraordinary administration. The administrator, in-
stead, has the task of keeping the seized property intact, he must accomplish his
duties using the diligence of the good father of the family.

The legal framework, in addition to the conservation and custody of the seized
assets, hopes for an increase in the profitability of these assets as applied in art.35
comma 5 of the anti-Mafia code; the administrator managing the assets has to guar-
antee the achievement of the same benefit as the real owner had kept the direct
management. To pursue these objectives, the administrator must be a professional
registered in a special register of judicial administrators who are experts in business
management, ensuring maximum competence, and adequate management skills.
With judicial administration, the objective of the company changes: it is not the op-
timization of profits and the accumulation of mafia clans wealth or other criminal
stakeholders, but the search for a new organizational structure, in line with the law,
but still able to operate efficiently. It has to be functional to the efficient management
of the company and, therefore, directed to guarantee the survival of the company
and the growth of social welfare. Seizure and confiscation, because of their preven-
tive functions, are not intended to enrich the Treasury, but rather to eradicate a tool
to commit crimes and to pollute the market.

The judicial administration has two distinct phases:

1. The first one, which goes from the issuing of the seizure decree to the confisca-
tion decree of the first degree;

2. The second, administrative one going from the confiscation of the first degree
to the definitive one.

The administrator’s first task is to check in advance whether there are positive mar-
gins to renew asset management: he submits to the judge a detailed report, indicat-
ing the status of the assets, their possible market value, the rights of third parties,
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and a suggestion about the most profitable forms of management. Once the sit-
uation has been ascertained, the Court approves the project and issues guidelines
for the management of the company. At the end of the administrative procedure
and, in any case, after the confiscation of the first instance, the judicial administra-
tor shows the appointed judge the management report, which sets out the ways it
will be managed, and similarly the evidence of the sums paid and collected, the an-
alytical description of the assets, and the final balance. The judge goes on with his
controls and, if there are no objections, approves the report.

With the first-level confiscation decree, a second phase is opened in which there
is a “transfer of power”: the whole administration of the asset moves from the judi-
cial body to the National Agency. Like the judicial administrator, during the entire
proceeding, the Agency has to provide the custody, the preservation and the admin-
istration of the assets seized. Following the “definitive” confiscation of prevention,
assets are acquired to the State property, free of charges and burdens. The definitive
confiscation consists of the destination of the assets to the community. At this time,
the National Agency administers the confiscated assets and the allocation of them
for institutional and social purposes, according to the specific procedures indicated
in the Code.

1.5 Effects of the Law: Confiscation, Seizure and Firm Char-
acteristics

The introduction of the anti-organized crime package has had a remarkable impact
on legal economy, because of the considerable increase in the amount of assets under
the preventive measure, i.e., seizure and confiscation. The system developed, from
Rognoni-La Torre law and following modifications, has been directed to weaken the
economic profile of criminal associations. In particular, according to the analysis
provided by the DIA (Anti-Mafia Investigative Direction), from 1992 to 2018, the
number of confiscations and seizures has increased considerably. The study carried
out reflects the impact of the different laws that over time the Italian law system has
introduced. In this period, as reported in table 1.1, the Anti-Mafia Section has seized
17 billion euros and confiscated 10 billion to different criminal groups active in Italy.

TABLE 1.1: DIA Number: Seized and Confiscated Assets

Confiscations

. Seizure Seizure Confiscations
Organizations (D.L. 306/1992 art.12
(Art. 321 cpp) i (DLgs 159/2011) (DLgs 159/2011)
_ _ sexies) _ _
Cosa Nostra | 1.954.344.288 | 95.790.822 | 11.403.545.515 | 7.130.752.034
Camorra 3.046.821.510 438.806.856 2.794.105.257 1.082.322.443
Ndrangheta | 1.092.931.375 | 341.730.878 | 2.408.650.903 | 1.787.305.011
Apulian Criminal
L 103.314.615 39.530.129 147.707.259 117.287.634
Organizations
Other Groups | 851.542.287 | 31.392.427 | 531.240.142 | 437.459.156
Total 7.048.954.075 947.251.112 17.285.249.076 10.555.126.278

Sources: DIA Rilevazioni Statistiche.Values of seized and confiscated assets are expressed in euro

Another analysis can be provided through the use of the ANBSC statistics. Ac-
cording to this organ, indeed, in 2018, the number of goods confiscated and given
back to the community is equal to 16,526. The assets are represented by 15,573 prop-
erties and 953 companies; to these amounts, also 19,958 units, of which about 16,979
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properties and 2,979 companies are listed as seized, or confiscated with the final
sentence but which are still pending destination. Here there is a detailed table about
companies:

TABLE 1.2: ANBSC Statistics: Focus on Companies

North Area 447 115

Central Area 452 114
South Area 2080 724
Total 2979 953

Notes.Personally elaborate ANBSC data.
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FIGURE 1.2: Maps: Regional Differences
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As illustrated in map 1.2, regions with the highest level of Mafia infiltration in
companies are Sicily, Campania, Lazio, Calabria, Lombardia, and Apulia. Among
the 953 companies definitively destined, limited liability companies represent 62%,
followed by individual companies (16%), limited partnerships and general partner-
ships (15%) and only marginally public limited companies (2,17%).

The preference for the limited liability form is due to the fact that it allows a
compromise between the creation of a company and the concealment of criminal
identity (thanks to the splitting of capital among different subjects); this latter objec-
tive is also pursued thanks to the use of nominees and corporate control structures
for cross-shareholdings.

Furthermore, the same data contain also an indication of the sector affected by
the infiltration. The favorite sectors of economic activity are those of low technology.
In particular, the construction sector (24,54%) stands out and the wholesale/retail
follows (19,39%). Significant presence, also, in the professional and service activi-
ties (15, 81%), education, health and social assistance (12,95%) and hotels and restau-
rants (9,47%).
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TABLE 1.3: ANBSC: Sectorial Distribution
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The growing enforcement of activities and the unique jurisdictional framework,
offer the possibility to collect significative firm-level data and use the exogeneous
shocks to employ quasi-experimental design. Indeed, these companies are of par-
ticular interest to the scientific community, given their social responsibility and the
importance of market competition.

In literature, an emerging line of research is aimed to study the characteristics of
OC companies. Most of them are based on accounting information, even if the relia-
bility of accounting data can be questioned. However, although in criminal business,
accounting needs to help hiding the crime, it maintains all the necessary features and
the impression of rationality and credibility (Compin, 2008). According to this line,
OC companies accounting information incorporates some significant differences in
management from those of similar companies, for which there is no organized crime
association. Fabrizi et al. (2017) provide a first attempt to investigate financial char-
acteristics and management of criminal companies located in Central and Northern
of Italy. The analysis reveals that criminal connected firms are on average bigger
in size, have more debts and lower liquidity than legal ones. Moreover, the study
shows the existence of three different types of criminal firms, helpful in several needs
of criminal organizations.

Another critical study is carried out by Transcrime (2013) with the goal of iden-
tifying and understanding why organized crime invests in companies, the sector
and territories target of infiltration and the difference in terms of investment strate-
gies between criminal organizations and how OC companies are managed and con-
trolled. This study allows to identify differences in companies’ sources and method
of use. Looking at the sources, companies show limited levels of bank debt com-
pared to legal ones in the same sector because they can draw from the revenues of
criminal activities to finance the investment. However, social consensus, control of
the territory, and partnership with manager or politicians might be a source of secu-
rity for greater access to public/private funds. In sum, the total debt level is higher.
The causes could be accounting reasons (to mask contributions) or as sufficient expo-
sure to suppliers (intimidation as a means of pressure and delay). On the other side,
for the employment methods, for active OC companies, the assets are constituted by
tangible and intangible type, for OC companies with little activities, the assets are
held in current asset and only in residual in capital asset. Overall, these companies



1.6. Conclusions and Objectives 15

are characterized by a compression of costs: lower costs to suppliers, lower labor
cost, and lower production costs.

This strand of literature was followed by Ravenda et al. (2015a,b) with two stud-
ies: the first study examined earnings management and labor tax avoidance in Mafia
companies; the second one focused on how it is possible to use accounting data,
through the development of a logistic model to predict the probability that a firm
is connected to organized crime. This last detecting model has been taken over by
Castellano et al. (2017) who has made some improvements regarding the parsimony
of the number of variables.

Using accounting data, several scholars studied how criminal organizations op-
erating in the legitimate business in both input and output market impact the econ-
omy. Among them, Fabrizi et al. (2018) provide empirical evidence of the economic
consequences due to the presence of firms connected with a mafia-type organization
located in North and Central Italy, verifying how the competitive arena is affected by
adverse distortive effects. Bianchi et al. (2017) assess the consequences of organized
crime presence on private firms (working on financial policies and performances)
from region Lombardy, clarifying the influence of having a board member linked
with crime.

1.6 Conclusions and Objectives

The infiltration of criminal groups in legal business has been extensively investi-
gated by several perspectives. Although literature review is aimed to give an exten-
sive knowledge about the phenomenon of OC infiltration in the legitimate market
and its influence on economic and social aspects, some aspects are still not explored.
This literature is a bonanza of insight on OC behavior and capacities that help to un-
derstand how they impact economy. It is also a source of knowledge about the way
criminal organizations infiltrate in legitimate business, feeding on their weaknesses
and fragility.

The literature review on this topic allows the identification of some specific fea-
tures of OC firms. In comparison with legitimate companies, these hidden categories
show differences in performance, relation mechanisms, and ownership governance.
The OC firms’ character is not merely related to illegal activities, but their dark side
can also concern their ability to coercively coordinate production factors (Albanese
and Marinelli, 2013; Transcrime, 2013) and to create agreements and trust relation-
ship with other companies and organizations. Moreover, the competitive scenario in
which OC firms operate is polluted. In sum, the nature of OC companies and their
economic processes require a more in-depth analysis.

The thesis does not study the phenomenon of OC infiltration. On the contrary
the focus is on the analysis of OC firm’s behavior and on directly consequences of
adopted policy (as OC firms’ performance) and indirectly ones (spillover effects on
legal competitors). The idea of consequences is particularly useful to explain some of
the externalities (negative and positive) of judicial policies. The theory of organized
crime and infiltration into legal business has produced an essential contribution in
understanding why specific environments encourage crime more than others.

Hence, the goal of this dissertation is threefold. Firstly, I have built a theoreti-
cal model to study OC companies behavior and their dynamics in the market with
legal companies. Secondly, I would like to verify the causal effect of judicial admin-
istration on OC firm aspects. Thirdly, I ongoing to analyze the spillover effects on
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the firm’s legal performance after anti-Mafia enforcement actions. I can summarize
these research questions in these ways:

1. Organized Crime Firm Behavior and Market Dynamics.

2. What Happens in Criminal Firms after Godfather Management Removal? Ef-
fects of Judicial Administration.

3. Confiscation of Criminal Productive Assets: Spillover Effects on Legal Firms
in the South of Italy.

These aforementioned studies are organized in three chapters organized as stan-
dalone paper. However, all chapters are closely related because of the main object of
the study, represented by OC firms and their nature.
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Chapter 2

OC Firm Behavior and Market
Dynamics

Abstract

The main purpose of this article is to analyze how the infiltration in legal business
by organized crime groups (OCGs) make the operation of such companies more
profitable, establishing a comparison with legal companies. The article applies mi-
croeconomic theory to study OC-infiltrated businesses focusing on OC effort during
the productive activity. By using the framework discussed in the literature, I show
with an economic perspective that OC firms, given their features, are able to sup-
port a lower cost of effort to reduce the cost of their inputs. These particular fea-
tures can help to reach a higher level of capital to labor ratio. In the same way, un-
der ceteris paribus conditions, OC companies achieve a higher level of profitability.
Consequently, the OC firms manager can devote more efforts into the organization
activity, which may increase efficiency in the productive process. OC management
also affects the market dynamics, causing a sort of economic discrimination for legal
companies in some markets.

The findings suggest that OC ownership offers some opportunities for criminal orga-
nizations. OC ownerships are characterized by particular features that allow them to
control labor costs and to reach higher levels of capital intensity. As consequent, this
increases the companies’ market power and causes discrimination effects against le-
gal firms in the market, that should improve the productivity to enter the market
and compete in it. The article contributes to the existing literature on the organized
crime-business nexus and sheds light on OC business management practices and
their impact on the market.

2.1 Introduction

This chapter investigates how organized crime (OC) infiltration affects mechanisms
of operations inside controlled firms. Organized crime firms behavior is a barely
studied phenomenon. What is the influence of OC on mechanisms inside infiltrated
companies? Why does one company, when infiltrated by OC, invest more than its
legal counterpart? Do illicit mechanisms offer economic advantages? What are the
factors behind OC-infiltration of legal businesses? What are the dynamics in the
market? In sum, how OC infiltration shapes the operation of controlled firms and
how firms act within an environment polluted by criminal groups are crucially im-
portant in understanding the behavior of such companies. Despite the increasing
interest in quantifying the effect of criminal organizations infiltration in economy,
economists have not stylized yet a model to study the behavior of such companies.
For example, a line of studies (e.g. Cowan and Century, 2002; Jacobs, 2007; Kelly,
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1999) have analyzed companies, only considering OC presence in terms of racke-
teering activities in legitimate industries.

The study draws on the microeconomic theory that helps to explain how OC fea-
tures incorporated in the mechanisms of governance influence the behavior of those
companies. In the economic framework, the theoretical model of a firm is based on
economic variables in the construction of the objective functions of its profit max-
imization and cost minimization process. Companies decide to enter the market
when they can reach higher profit and to exit the market when they experience a
financial loss. However, a company is a system in constant evolution, whose mecha-
nisms and rules also concern the ability to respond to external and internal changes.
As a result, companies, when framing their objective function should include, be-
sides economic identities, also social, cultural, and ethical ones (Morrison, 2000).
Additionally, the concept of transaction and agency cost helps to analyze how OC
control influences firms in managing the minimization cost process. The opaqueness
of organized crime groups (OCGs) mechanisms and influence affect the infiltrated
companies economic results. Within this environment, investment uncertainty in-
vestment is reduced, transaction, agency, and organizational costs are minimized
thanks to the closer boards among participant and agents. The features of OC en-
trepreneurs and all OC elements should be included in the maximization process of
controlled firms.

The profile of criminal organizations has included substantial entrepreneurial
features in the business, to the point of infiltrating the legal economy. According to
the Department of Justice (2008), in the last two decades, OCGs have been involved
and have gained the ability to manipulate financial markets and bank institutions
and to infiltrate some legal activities. In several countries, OCGs are capable of
infiltrating enterprises and the markets where companies are established (Savona,
Calderoni, et al., 2011). Hence, it is crucial to analyze the characteristics and profiles
of these companies and how OC features affect companies” behavior. The presence
of organized crime in the economic reality increases the uncertainty of the business
environment, and distorts the system and the allocation of resources, menacing the
economy (Bianchi et al., 2017). OC infiltration in legitimate companies and indus-
tries can systematically disrupt legitimate markets with significant impacts on soci-
ety and directly and indirectly on economic activity. When criminal groups operate
in legal businesses, they maintain criminal characteristics with consequences on the
competitive market and the same company.

Overall, the nature of OC companies and their economic process require a more
in-depth analysis. Business is oriented by their dark side to coordinate the inter-
nal economic process and to create a network with other economic agents. Conse-
quently, ever, the competitive market dynamics are managed by these actions.

This article contributes to the study of the organized criminal-legitimate business
nexus and sheds light on OC business management practices through a microeco-
nomic perspective. Transaction and agency cost theories allowed the development
of a theoretical design with both mathematical and graphical model. The examina-
tion is mostly theoretical and points out that OC ownership plays a crucial role in
shaping profit market opportunity.

The chapter has two main goals. First, I extend the existing literature on OC in-
filtration. Although a large body of research has looked at the characteristics of OC
infiltration, the OC firm’s economic behavior is an understudied phenomenon. In
particular, my model incorporates observations and findings coming from several
perspectives, especially criminological and sociological, to draw a theoretical model
to study OC behavior through an economic perspective. In doing so, it outlines two
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lines of research: (1) the micro-economic theory on corporate crime, in which crimi-
nal connotations are essential in shaping profit decisions and firm behavior and (2)
the business theory which considers ownership and the governance mechanisms as
critical elements in leading to different forms of control and organization.

Consequently, the second goal is to study how OC ownership shapes firms out-
put, capital intensity, and competition in relation to legal companies. The model pro-
duces an analytical solution that characterizes the optimal behavior for both firms.
The results show that criminal characteristics change the conduct of such companies,
especially allowing them to control labor cost and the possibility to reach a higher
level of capital intensity. Under OC control, firms acquire market power, and the
allocation of financial resources leads to new investment. When these presences pol-
lute the market, and legal firms forgo to enter or compete in the market, suffering a
sort of economics of discrimination. As a consequence, the model also describes that
legal companies should improve productivity to enter the market and compete in it.
The contribution is theoretical and represents the first attempt to model the behav-
ior of this class of companies that are so hidden, capturing the essential predictions
offering additional insights.

The rest of the chapter proceeds with the review of the literature and some pre-
liminaries on which the model is built. Next, I develop a simple model that cap-
tures the main difference between the two types of companies in the stationary state.
Then, introducing new assumptions, I capture the market equilibrium and the dy-
namic. Finally, I draw some observations and conclusion.

2.2 Theoretical framework: Literature Review and Prelimi-
naries

The study of OC firms’ behavior needs a review of microeconomic theories to under-
stand the nature and channels through which this hidden category of firms operates.
Starting from classical microeconomic theory, a firm is considered as an entity born
with the primary goal of maximizing profit. In doing so, it manages the produc-
tion factors, choosing the amount of labor and capital to be used for production, as
well as the quantities of goods to be produced based on price systems established in
the market. This framework provides for complete information, lack of uncertainty,
absence of agency costs and transaction costs, with the consequence that firms opti-
mally allocate their resources, reaching equilibrium.

The transaction ! cost economy, theorized by Coase (1960) and Williamson (1975),
has renewed the economists thinking about the nature and dimensions of economic
and legal relationships. Economic actors are opportunistic and want to have an ad-
vantage over those with whom they deal. Additionally, because economic actors are
rational, they cannot write a contract covering all contingencies that might happen.

In modern times, firms gain a role of a central economic institution in the mar-
ket. The enterprise is portrayed as a form of economic organization whose purpose
is to deal with uncertainty, through processes guided by collective learning and effi-
cient skills and routines. The nature of a company, as a system in continuous evolu-
tion, requires analysis to move from a static to dynamic perspective, to comprehend
mechanisms, rules, and all variables considered in the decision-making process the

ITransactions involve various actors such as partners, suppliers, and customers that are part of the
same network, amplifying the uncertainty and negotiation circumstances.
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different types of ownership translate into several mechanisms. The variables con-
sidered do not only respond to an economic logic but include a vast number of as-
pects, such as social, ethical factors, etc. Furthermore, companies need to have the
ability to adapt to internal and external changes. A group of economists (for exam-
ple, Hodgson, 1988, 2012) develops a pluralistic approach to business problems to
understand the complexity of economic organizations and the essential characteris-
tics of companies.

Drawing on this background, the study of OC firms’ behavior and all the vari-
ables influencing the economic process requires a more in-depth analysis. Criminal
organizations try to conform to the model of legal business enterprises and to follow
the same trends: specialization, growth, and relationships with other economic real-
ities. OC firms, unlike legal companies, apparently act with purposes established by
the law, but hide a dark side, due to the management that refers to criminal princi-
ples and ways of acting. Legal and illegal activities are closely intertwined: because
the legal business is helpful for illegal ones, allowing money laundering of illegal
profits (Fanto, 1999). Indeed, the nature of a company inserted in a criminal circuit
is not merely related to illegal activities, but its dark side can also concern its ability
to coercively coordinate production factors such as capital and labor (Albanese and
Marinelli, 2013; Transcrime, 2013) and its ability to create agreements and trust rela-
tionships with other economic entities and corporations in order to increase profits
or other benefits mutually. The typical connotation of OC companies refers to the
accumulation process that has led to their formation as well to the intimidation fea-
ture with which they act.

OCGs do not perform in a perfect environment, and the real nature of OC firms
is characterized by complex relational and institutional systems, making hard the
identification and the analysis of all variables, in a rational way, to pursue the opti-
mal choice. The profile of these companies is characterized by specific functions that
allow the establishment of multiple relationships with economic operators. For the
legal system, OC companies are regularly registered with a lawful purpose, although
they hide the illegal accumulation of economic and non-economic resources (coming
for example from smuggling, drug trafficking, extortion, usury, fraud, etc.) and also
use unlawful means such as intimidation and violence. Moreover, OC firms, work-
ing independently, establish multiple relations with economic stakeholders and con-
sent to carry out efficient economic exchanges spreading a culture of reciprocity that
can be positive or negative, based on the willingness to cooperate (Di Maria et al.,
2014). Companies’ transactions are not only managed by criminal enforcement oper-
ations (e.g., coercive appropriation of assets), but they are, also, dependent on other
alternative persuasion techniques such as those pointing out parasitic behavior or
trigger strategies (Green and Porter, 1984). The nature of the enterprise, therefore,
does not end only in the minimization of transaction costs and control of oppor-
tunism, but it also concerns the ability to respond to external and internal changes
through established routines, rules, and procedures. Consequently, at the time of
formulating their objective function, companies incorporate also OC features in ad-
dition to economic factors. Nevertheless, in the market characterized by OC pres-
ence, the entrepreneur can take into consideration only the opportunity to make
money, instead of investing in the analysis of all other variables.

In sum, governance and coordination of the organizational system within OC
companies are characterized by particular practices, such as codes of behavior, rou-
tines, and relational mechanism (loyalty, power, control). The use of opaque rules
allows the application of methods that have effects on these firms’ life. Given the
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OCGs stronger contractual power in the market, the investments uncertainty is re-
duced. Also, criminal connections strengthen controlled firms in managing transac-
tion costs, agency costs, and organizational costs. Indeed, as Jensen and Meckling
(1979) argue, the corporate management structure of the firm is part of the produc-
tion function, together with productive resources and process, implying different
production possibilities set. Following the same line of thinking, Fama and Jensen
(1983) referring to agency theory, emphasizes how contractual costs (writing and en-
forcing contracts) represent a crucial part of the firms cost function and, therefore,
determinant variables in shaping the efficiency and possibilities of the different or-
ganizations of the firms.

Researchers have studied the OC infiltration phenomenon in companies from
several perspectives. A line of research concentrates on the geographical and sec-
toral distribution of OC infiltration. The majority of this research is focused on
Italian cases; it represents the prototype for other criminal organizations in other
countries (Pinotti, 2015a) and the analysis carried out could offer insights about the
criminal organization at a global level. However, also other countries, among which
United States, Japan, and Russia, have experienced the infiltration of OC in legal
businesses (Asmundo and Lisciandra, 2008; Calderoni and Caneppele, 2009; Canep-
pele et al., 2009; Hill, 2003; Jacobs et al., 2001; Kaplan and Dubro, 2012; Varese, 2006).
A study carried out by Transcrime (2013), in the Italian context, highlighted that usu-
ally OCGs are interested in “protected sectors” such as construction, health care, and
public services, transportation; monopolistic or oligopolistic sectors, sectors marked
by low levels of openness to foreign international competition; low level of tech-
nology and moderate entrepreneurial risk; inelasticity of demand. Focusing on a
smaller context, Sicily, these features are still valid (Lavezzi, 2014), especially for the
traditional /low-tech sectors. Anderson (1979) has found similar results in the US
case, exploring the sectors interested by infiltration such as: bars and restaurants
form the largest group, followed by other retail trade and services, finance, insur-
ance, real estate, vending machines and related business, casinos, food, trucking and
transportation, construction and building services, waste, and garbage disposal. Re-
cently, the business of renewable energies, also, has been a new target of infiltration;
a combination of elements such as profit and high price, public funds, lack of reg-
ulation makes this type of energy attractive to criminals (Savona, Calderoni, et al.,
2011). In sum, organized crime groups operate mainly in sectors and markets that
guarantee the highest profit margins and higher rates of return of investment.

A growing strand of literature, however, is interested more in finding the rea-
sons and opportunities that guarantee the OCGs infiltration in the legal business.
Penetration has allowed criminal groups to reach a prestigious position in society,
and also their benefits, among which the achievement of the power market. For ex-
ample, criminologists and sociologists have focused on identifying OC firm main
features. In particular, Arlacchi (1983, 2010), analyzing OC infiltration has defined
the “Mafia entrepreneur”, stressing several qualitative aspects that can be sources of
competitive advantages for OC-infiltrated firms in comparison to their legal coun-
terpart, providing many examples referred to the situations in Sicily and Calabria:

¢ Wage compression and higher fluidity of the workforce (denial of trade union
rights, non-payment of overtime, evasion of social security contributions and
insurance), also suggested by other studies (Fanto, 1999; Lo Bello, 2011), ac-
cording to which OCGs significantly reduce labor costs of controlled compa-
nies;
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* Attainability to financial resources (investment of enormous income stemming
from illegal business and favorable relation with financial institutions);

¢ Discouragement of competition through the formation of a protectionist thresh-
old around the market about the OC company (securing goods and raw mate-
rials at favorable prices, as well as orders, contracts and commercial outlets us-
ing criminal intimidation acting like a real trade barrier). Also Riccardi (2014)
and Transcrime (2013), analyzing a sample of companies confiscated, prove
the existence of this OC power advantage. Additionally, OC companies have
greater facilitations in permits, concessions, authorizations, and other favor-
able administrative measures obtained easily and without problems in com-
parison to other firms. This is confirmed by investigations by the Anti-mafia
Parliamentary Commission.

The criminal network offers, therefore, advantages and wealth for the members,
causing distortive effects in the market and increasing costs and negative external-
ities for their legal counterparts. For example, OCGs may force legal firms to pur-
chase over-priced inputs (Pinotti, 2015a). The competitive scenario in which OC
firms operate is polluted, hampering the economic results.

Consequently, legal firms wishing to enter the market are affected by a sort of
economic discrimination. The literature about economic discrimination is widely
developed, starting from the seminal work by Becker (1957) with its taste-based
theory according to which employers do not behave efficiently: they hire and pay
workers according to their taste, not based on production potential. Aigner and
Cain (1977), Arrow (1973), and Phelps (1972) and this statistical theory focus on gen-
der/race discrimination, identifying discrimination in the alleged information on
individuals” productivity. A recent line of research (De la Rica et al., 2008; Lang
and Manove, 2011; Lang, Manove, and Dickens, 2005) analyzes how discriminated
group are probabilistically more productive than the “preferred” groups. For exam-
ple, if women have to work harder to achieve the same level of promotion, then, if
this affects productivity, it should increase it. Despite this, discrimination is reab-
sorbed very slowly because of several mechanisms in the market, such as conserva-
tive values and auto-discrimination. A similar approach can be used to explain the
dynamics in the market in presence of OC infiltration.

Premised on this framework, this article focuses on the mechanisms implemented
by OC ownership in controlled companies. The goal of the article is to stylize the OC
firms behavior to capture internal dynamics of OC governance mechanisms, affect-
ing the firm’s performance. As a consequence, the internal dynamics also cause
external effects on market dynamics, determining externalities, and entry barrier.
Hence, the model concerns how OC infiltration of legal business makes their activi-
ties more profitable and has an effect on the market competition dynamics.

2.3 Illustrative Behavioral Model: Legal companies and OC
companies

The economic and managerial research (Ben-Amar and André, 2006; Hansmann et
al., 2013; Himmelberg et al., 1999; Milgrom and Roberts, 1992; Rajan and Zingales,
1998) has pointed out that ownership and consequently, alternative types of gov-
ernance mechanisms lead to several forms of managements and control designs.
Therefore, the model aims to describe the specific ways through which OC and legal
companies seek to attain optimal levels of organization concerning their production
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processes. OC firms can gain higher or equal profit to legal companies if ownership
decisions provide an advantage. This competitive advantage could be represented
by lower agency/transaction and organizational costs, thanks to the possibility to
use informal social rules and criminal network interactions.

Reducing the two type of firms to a representative company, the model uses
the following assumptions. Firstly, the two types of companies operate in a market
economy and compete. Both types of firms want to maximize their expected profits
(total revenue-total costs). Secondly, the output of each of the two types of firms is
the quantity (Q) of a given good, which is the only one produced in the economic
system and it is sold at the market price p.

To start its production process, companies hold two inputs- capital K and labor
L- which are purchased at price r and w, respectively. The input prices change for
two types of firms. OC companies can use or “borrow” capital (possibly also using
the illegal market or illegal means of connections). Instead, the legal company has
to buy it in the legal market. Also, OC firm can organize and manage the firm, mon-
itoring employees” work, and influence labor cost through specific criminal means
of persuasion. As strategic management literature (Duplat et al., 2012) pointed out,
referring to the principal-agent theory, the governance of legally registered Mafia
firms is characterized by four governance mechanisms: violence and intimidation,
corruption, affiliates” turnover, and firms’ turnover. Each of these mechanisms in-
directly contributes to the mitigation of agency risks and the monitoring of agents’
behaviors within OC companies.

The production function assumes Cobb-Douglas formulation for both kinds of
firms:

Q = AK*LY (2.1)

where output Q depends on quantities of labor L and capital K with decreasing
return of scale (a+b<1); A is a parameter that measures the level of productive effi-
ciency at a given moment in time. Capital factor evolves, according to the following
law of motion:

K' = 6K + 0ji (2.2)

where ¢ represents the depreciation rate and ¢ is the effective conversion of mone-
tary investment into new capital for the generic firm j € [OC, Legal|.

The present value of the profit, under the Bellman formulation, of each of the two
firms is equal to:

(K" — JK)

0’.
]
Where 7t represents the profit (i.e. the difference between total revenue and total

costs), (K'=¢K)

V=mn-— + BV’ (2.3)

is the investment cost, and V’ is the profit in future periods. B is the

discount factor.

2.3.1 Legal Firms Behavior

Given the framework outlined, it is possible to solve the maximization problems
which express the corresponding objective function of the two types of firms con-
sidered. Using equation 2.3, the associated Bellman equation to describe the profit
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maximization of legal companies can be stated as:

(K' — 6K)

Vot = PAKLY — rK — wL —
Lege P UlLegal

+ BV (2.4)

Where the firm’s profit depends on its capital and labor cost parameter (respectively
r and w) and a specific parameter 07,4,1, expressive of the ability of this type of firm
in converting monetary investment into capital. The state variable is capital stock
K, and the control variable is labor L. This maximization delivers to the following
optimum by taking the partial derivative concerning the control variable and setting
this partial equal to zero:

oV

— =bpAK°L" ' —w = 2.
5L bpAKL w=20 (2.5)

To solve for the state variable, it is necessary to use the Envelope Theorem that states

as follow:
av._ o6V 6V 6K’

dK ~ 6K oK oK
So, solving through the Envelope Theorem, at the stationary state I have:
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In conclusion, the present value for legal firms assumes the following formulation:
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2.3.2 OC Firms Behavior

As discussed above, criminal organizations play a crucial role in defining gover-
nance mechanisms within the subjected firms, providing a competitive advantage,
and influencing their economic results. The main objective of OC entrepreneurs is
based on several goals, not just related to legal business. All the culture, belief, value
besides the economic ones, are included in the formulation of their objective func-
tion to maximize profit. The concept of criminal effort is used as a comprehensive
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definition of all OC advantages in terms of power, network, respect, trust and loy-
alty.

By exerting criminal effort, firms can control (reducing) cost and increase their
profit IT(e). It can be assumed that the owner can choose e, € [0,1] at cost . The
OC owner’ effort increases, with e,IT'(e) > 0, at an increasing rate, IT"(e) < 0, with
I1(0) = IT'(0) = 0 and lim,_,; IT(e) = oo. As literature pointed out, criminal organi-
zations can reduce market costs, implementing unfair competition. The advantages
given by criminal connections expressed through effort in the productive process
include ideologies, systems of belief, cultures that could help in monopolize and se-
lect information, transaction, and manage input factors. The firm profit function is
continuously differentiable and satisfies the following conditions:

1. if the owner is successful in controlling costs, then the firm’s profit increase;

2. if the owner was successful, then profits are always non-negative, no matter
how intense competition is: V >0;

3. if the degree of competition increases, profits go down.

In this case, a firm that is under organized crime control solves the following maxi-
mization problem:

/_
[ e (K —0K)

Voc = pAK?LY — K —
oc=Pp ! 1+¢ ooc

+ BV’ (2.9)

Where the firm’s profits depend on its cost parameter (r, w,e) and a parameter
coc. In particular, the model is based on the following assumption: ¢ < w and
00C > Olegar that will be explained more in detail.

Given that the firm’s profits depend on its cost parameter, OC firms can alleviate
costs using their criminal network and methods. If firm j, connected with crimi-
nal groups, uses special characteristics, methods and means, it can avoid paying w
and pay only a reduced amount (l:lie)' The cost of OC effort is cheaper than wage
costs. As Arlacchi (2010) pointed out, OC method assuring labor market control al-
lows wage compression, causing an elastic and regular supply of work-force. This
method also incorporates interventions on firms” employees extra-work life, by us-
ing “specialized personnel,” actively discouraging any protest form. The use of OC
power within the firm’s relationship increases firm productivity, creating a more ef-
fective pressure on workers and allowing a higher quantity of surplus. However,
for the object of wage compression, mobility, and workforce productivity, repression
forms are not always necessary. Indeed, often, employees of OC firms have rela-
tions of strict co-interest, very intense clientelist relationships, experienced in terms
of “loyalty,” “trust,” and “respect” towards the OC owner. The interest of these
solidarity-orientated employees is the mutual support within social networks, more
than monetary gain. OC ownership could choose to hire these workers since the
criminal system assumes the roles of “muscles” out to check and assure the correct
execution of business operations. OC firm, therefore, is a cohesive group, partici-
pate in the competition struggle on the market, being able to have market power
and the elasticity of the labor input. On the supply side, within populations that are
restricted from entering the labor market through regular employment, due to the
macroeconomic context or due to severe economic conditions, are pushed workers
to accept the terms offered. Criminal entrepreneurs use the means of wage com-
pression as an instrument to obtain the control of territory, offering a job position
to personnel that otherwise would have been unemployed, providing an alternative
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source of income.

At the same time, OC can attract at higher rate cpc , increasing productive capac-
ity and profits in the future. OC firms can take advantage thanks to the availability
of financial sources, but it is not just the circuit of illegal financial supply that stresses
the OC firms economic superiority. Indeed, OC firms count also on privileged access
to the legal bank system, which allows entrepreneurs to have cash easily in compar-
ison to another businessmen. Credit access is not guaranteed only by a network of
business relationships with small local credit institutions, but also by complicated
“friendships” with managerial staff in commercial banks. Moreover, partnerships
with management subjects of political, administrative, and financial systems could
be a source of security for greater public access and private financing and a lower
credit cost. In sum, it is one of the critical elements of identification and advantage
of OC companies, succeeding in gathering more financial resources and avoiding
problems of liquidity.

The solution of the maximization problem requires simultaneously solving first-
order conditions with respect to control variables L and e:
oV w 2 oV

0 U o0 L =ppaAkert - Y o
de 1+e e=0 oL P 1+e

0 (2.10)

Using the envelope theorem, I solve for the state variable K at the stationary state:
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The conclusion of the analysis about the channel through which OC infiltration af-
fects economic firms’ performance, shows that under ceteris paribus conditions:
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From equations 2.14 and 2.8 the differences between the two companies appear
clearer. In the model illustrated above, OC firms using intimidation and other crimi-
nal advantages can impose a power market and a more controlled management. In-
deed, assumptions about effort cost (¢) and 0oc jega influence both capital and input
factors. Criminal methods manage a contraction of costs, an alignment of interests
between the involved agents and bargaining power, maximizing multiple benefits.
In addition, the higher attraction of capital increases productive capacity and prof-
its in future. Given the main difference between capital and labor, the profit value
function is obviously different. All these criminal tools available for OC firms allow
them to reach a higher level of production, affecting their present value of profit,
with the obvious consequence that:

Voc > VLegal (2-15)

2.4 A comparison between the two types of firms: Stationary
State

The analysis, developed in the previous section, shows that a comparison between
OC firms and legal firms in pursuing their specific objective functions cannot be im-
mediately established. The preliminaries and the model presented above show the
OC companies features, that allow their advantage on the market and the creation
of a series of competitive advantages, also establishing the power of monopoly in
some economic sectors.

It may be helpful to describe the influence exercised by some variables for both
the ownership types. To compare both, it may be useful to examine the implication
of the different ownership form and how they make their production and investment
decisions. In particular, the section wants to observe the implication for the equilib-
rium profit-maximizing choices of firms. Comparing and analyzing these optimal
decisions, I can now state the first results.

The capital to labor ratio alone offers some insights into productivity and is more
a measure of how production is undertaken, that is allocation of labor and capital
inputs. Considering that:

foe = (oocp 21 55) (%) (210
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The profit-maximizing capital to labor ratios of OC and legal firms satisfy the fol-
lowing frontier condition at their optimal value:
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1-Bs
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Or equally expressed as:

The relation shows that the difference between the optimal amount of capital
to labor ratio for the two types of ownership depends on the following factors:
00C/Utegat, W, and e. To study the difference, it is appropriate to focus on the anal-
ysis of these parameters. Indeed, to explain the condition, it is necessary to provide
graphical evidence. With an easy step, I obtain the following equation:

1 B (VT 1)
%gaz>\ﬁaoc+ 1o (221)

Where l can be considered as the cost of 1$ of effective investment. Considering

the Carte51an plane portion characterized by —C > 0 and j > 0 and keeping

all the variables constant as parameters and treating 0oc, 0jega1, W, and ¢ as variable
terms, it is possible to show the dynamics. As the first condition, for the domain
existence, I should impose B& # 1. The line varies depending on its parameters /2.
Since I assumed thate < w — 1 < ¢ — \/? > 1. However, the slope of the line
is not only positive but considering that it is related to its angle of incline 6 by the
tangent function, I can conclude that I < 6 < 4 in a half period, upward 45 line.

Solving the system between the last equation and the condition #, L under the
ega oc

constraint that opc and 07,44 > 0, I obtain Figure 2.1

The area above the line represents outcomes where 0oc > 0jeq and ¢ < w . OC
firms are characterized by higher investment-specific productivity and attract more
capital than their legal counterparts. This more significant attraction of investment
increases the productive capacity and hence should increase profit in the future. In
this situation OC firms attract capital with a higher rate so that Koc > Kjegq. This
inequality will be very large when the difference between the two rates is. The possi-
bility for OC firms to use financial resources coming from illegal activities increases
the opportunity to gain social and territory control, in terms of the possibility to
employ personnel that will accept OC firms’ conditions. The advantage provided
by a higher rate in new investments has a complementary effect on the labor input,
despite being minor. Indeed, this additional mechanism implies that Loc > Liegar-
In the same area, ¢ < w , employing OC effort in firm management is cheaper than
supporting the cost of labor. Indeed, the use of OC effort reduces the amount of
wages, because OC firms apply wage compression and have with workforce a rela-
tion of loyalty, trust, and respect, presenting a regular and elastic supply of labor. If
the assumptions of the model are satisfied, they translate into higher labor to capital
ratio, output, and added value per employee. Instead, along the line, the two ratios
are equivalent, because the opposing forces between the two types of firms can ob-
tain benefits on labor and capital that compensate each other. If the condition for
capital-to-labor ratios T OCand holds, then it is possible to estimate the cost of

OC effort:

Llegal

va (B + )
B+ 1-B5

Uﬂ C
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(2.22)

The effort cost depends on all the other parameters that are known. Indeed, I
can observe the capital-to labor ratio, and I can estimate ¢ as a reverse generating
method. The estimation of the parameter offers some insights about OC infiltration
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in legal businesses, expanding our knowledge.

To provide some evidence about the theoretical model showed above, I analyze
descriptive statistics and the differences in mean between the two groups of firms
(criminal and legal). In particular, the identification of OC is made ex-post preven-
tive measure since it is not possible to identify OC firms until legal procedures affect
them. Specifically, the sample is a hand-collected dataset on firms connected to the
criminal organization located in Southern Italy. The yearly financial information
is provided by AIDA, through the Italian Bureau Van Dijk database. The database
includes the years between 2004 and 2016 and reports, also, a section about legal
procedures that can affect firms. Notwithstanding this, not all firms present in Aida
and effectively under JA have this information indicated in the database. To in-
crease the availability of OC-firm data, I used Python programming language and
text-analysis, through which I have automated the recovery of information in online
newspapers that was cross-checked with official legal documents.

The table 2.1 reports the descriptive statistics for each variable considered in the
theoretical model. The winsorization is applied to all the variables at 1% consid-
ering the large variation and possible outliers” value. Differently from the stylized
model, in real data, I cannot control the ceteris paribus conditions so that in the in-
terpretation, it is needed to be taken into account. These statistics do not, however,
necessarily imply any causality of the treatment effect. It is a simple exercise to offer
some preliminary differences between the two groups.

As regard to inputs factor capital and labor, it is noteworthy that, as modeled,
they are significantly higher (p<0.001) for OC firms relative to legal firms. Con-
sequently, the production output, measured by their added value, is significantly
higher (p<0.001) for OC firms than their legal counterpart. In line with the model
developed above, the capital to labor ratio provides evidence about the capital in-
tensity of OC firms, confirming the assumption. The ratio is significantly higher (p<
0.001) for OC firms in comparison to legal ones. The meaning of this results comes
from the fact that OC firms have relatively more access to cost savings in capital in-
put than in labor, so that 7 is relatively close to 1.

The assumption about the labor inputs cost, according to which OC owners can
reduce the cost of an employee, is significantly lower for OC firms (p<0.05). Also,
the assumption about ¢ holds, indeed the rate of investment in new capital is signif-
icantly higher for OC firms (p<0.01). The difference regarding the depreciation rate
does not show a significant difference between the two groups.

2.5 Market equilibrium and dynamics

The following analysis considers how the number and the organization of firms in a
market and potential competitors affect competition and firm profits. The competi-
tion between firms in the market requires that they have to be capable of entering it.
Many markets present some obstacles that make entry more difficult. Consequently,
it is interesting how the dynamics between OC firms and legal firms evolve.

In the presence of heterogeneous firms, it is difficult to model and identify the
multiple equilibria, also considering that firms can make decisions simultaneously
or sequentially. Following Berry and Reiss (2006) framework, in the two-stage se-
quential - move game, the most profitable entrant can always move first, and hence,
it is the assumption that inefficient entry never happens. In the two- firm model out-
line, entrepreneurs who move first can decide whether they will be firm 1 or firm 2,
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and then whether they will enter. The first entrepreneur will choose to be the entrant
with the maximum level of profits. For example, if there is a situation of monopoly
for firm 1, it is possible to conclude that the first-mover chose to be firm 1 because
it was the more profitable of the two cases. Given that, the main advantages of this
model are the resolution of multiplicity problem and the need to observe which firm
moved first.

The first results showed before evidence that under the established assumption, the
condition Voc > Vg, is always satisfied under ceteris paribus conditions. Hence,
within multiple equilibria, the firms that ever decide to enter the market will be the
ones with criminal connections. The market will be characterized by OC firms’ en-
trants, competing between them or creating a monopoly situation. The real scenario
is a bit more complicated, and the mere presence of OC firms is always guaranteed.
From the review of literature, the infiltration of OCGs in the legal business, through
companies, characterizes a multiplicity of markets from monopoly to competitive
arena.

To complicate the analysis, I introduce in the model assumptions about the pro-
ductive efficiency of the two types of firms. The theory discussed in the literature
section postulates that among other variables, the level of efficiency may vary with
the different ownership management of the firms.

Given their cost advantages and discouragement of competition means, OC com-
panies act as an economical entry barrier in the market, even if their behavior is not
always efficient-oriented. If I assume that:

1. The level of productive efficiency for OC companies is uniformly distributed
Ao ~ U[A, A]. There exists a specific threshold 4,. defining the threshold to
enter the market. If the firm’s productivity is higher than this point, OC firms
are able to enter the market.

2. The level of productive efficiency for legal companies is uniformly distributed
Alegal ~ U[A, A]. The threshold value is represented by a specific cut-off Alegal
defining the possibility for legal firms to enter the market. Also, in this case,
legal firms can enter it only if their productivity is higher than this value.

However, the decision to enter the market is more complicated. Indeed, companies
face a cost to enter the market. Firms decide to enter the market if the profit value is
higher than entry costs. The following equilibrium characterizes the stationary state
for both types of companies:

VLegul(ﬁlegal) - CLegal = VOC(aOC) — Coc (2.23)

[ know that Voc > Vijegs and I assume that Cj.eq1 > Coc, given the favorable con-
ditions of OC firms such as economies of scale (favorable input price, easy orders,
contracts, and sales market) and network effects(facilitation in permits, concessions,
advantageous administrative measures). Legal companies that can enter the market
satisfy the following:

ﬁlegal > doc- (224)

The relation means that legal firms entering the market are more productive. As
economics literature about discrimination pointed out, minorities parties are prob-
abilistically more productive than majorities ones. The case of wage discrimination
between women and man in the labor market shows a similar mechanism. In par-
ticular, considering the wage distribution, there is a large gender wage gap on the
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upper tail (Albrecht et al., 2003). That is the called glass ceiling effects that, consti-
tuting an invisible barrier, prevents women from reaching higher job positions. In
particular, women, to gain the promotion, have to be more productive than men,
due to a higher probability of departure and less training consequently of discrimi-
nation (De la Rica et al., 2008). Similar results are concluded by Grout et al. (2009):
if women have to work harder to achieve the same level of promotion, then, if this
affects productivity, it should increase it.

In the same way, in specific sectors, OC firms have easy entry even if their level
of productivity is less than other competitors. Indeed, legal firms suffer from an ef-
fect of discrimination. Those firms able to enter the market have on average a higher
level of productivity. In the case of market dynamics, the discrimination effect rep-
resents an invisible barrier for legal companies to enter the market given the pol-
luted competition environment. The distortive effect imposes a sort of “hidden tax”
on outsiders, they will sustain considerable costs, suffering negative externalities.
Following the same line of thinking, legal companies in order to overcome this dis-
crimination, have to reach a higher level of productivity. However, the composition
in the market will be characterized by a lower presence of legal companies where
organized crime infiltrates the business. Moreover, other aspects increase market
discrimination too, such as conservative values, more significant costs, and sense of
auto-discrimination (fear of suffering from physical and material damage).

Based on this framework, in a market characterized by OC presence, the entry
rate for legal firms will be lower and the probability to replace the OC incumbent
is lower too. In the market, legal firms are discriminated, and legal entrants should
tolerate criminal interferences, coming to “favorable terms.” Legal companies can
overcome the invisible barrier, only improving the level of productivity. Overall, OC
firm’s presence hinders competition, benefiting inefficient or less productive compa-
nies and hampering entry of new firms.

2.6 Observation after OC firms’removal

Markets infiltrated by criminal organizations are complex and dynamic because of
the presence of informal rules. It is challenging to distinguish agents regularly act-
ing from their other illegal counterparts. Over time, criminal organizations are able
to interweave advantageous collaborations, for example, in the participation in pub-
lic procurement systems or other profitable businesses. Therefore, the market will
be characterized by “parasitic” companies spreading challenges to trigger reactions
from other companies. The disappearance of competition and the restriction of the
entry of entrepreneurial energies mean that mafia circuit is distorted in the sense
of well-being and offers employment that replaces what is no longer supported by
market mechanisms. Therefore, the mafia circuit reduces the effects of competition.

The regulator’s intervention in restoring a situation of legality affects market dy-
namics. Indeed, in specific systems, i.e., Italy, there are legislative instruments to
pursue criminal organizations infiltrating legal businesses. This intervention has a
remarkable effect on market competition. With the judicial administration, the ad-
ministrator re-establishes according to sound management principles, firms’ organi-
zation and turnaround of firms.

To guarantee the establishment of market competition, the State takes action,
restoring legality and competitive mechanisms. At the moment of legislative inter-
vention, OC firms operate under new management. Hence, I can affirm that the
“criminal” characteristics are out of the market:
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1. The number of criminal enterprises on the market is reduced. Firms can com-
pete, taking into account the same objective to maximize profits. The judicial
intervention allows companies to compete with the same tools.

2. The allocation of production factors will be more efficient and according to
market rules. Indeed, labor costs are unconstrained to organized crime groups
and all workers re-allocated efficiently. Companies need to use the same sources
to draw capital and bear the same financial conditions.

3. Legal competitors can take advantage, improving their performances in terms
of revenues and market power. They can attract customers who can decide to
move from a polluted company to legal ones. At the same time, efficient legal
companies can acquire bargaining power in the market.

4. New companies can now be interested in investing in the sector before being
polluted by OC firms, eliminating the barrier to entry in the market. Restoring
legality plays a crucial role in attracting competitors in the strategic industry
infiltrated by a criminal organization.

2.7 Conclusion

The behavior of organized crime firms is an understudied phenomenon, although
OC infiltration in the legal economy has social and economic consequences. Un-
derstanding the behavior of these companies and how OC infiltration shapes the
operation of controlled firms is a crucial matter.

This article develops a basic model to stylize how OC ownership makes com-
panies operation more profitable. The outcome of the analysis points out that the
OC presence affects governance mechanisms, plays a crucial role in shaping profit-
market opportunity and consequently, influencing the efficiency level of companies.
To sum up the results, OC infiltration of legal businesses offers some lucrative op-
portunities to criminal groups. OC ownerships are characterized by particular char-
acteristics allowing them to control labor costs and to reach a higher level of capital
intensity. As a consequence, this increases companies’ economic advantages and
causes discrimination effects for legal firms in the market, that should improve the
productivity to enter the market and compete in it.

The creation of OC opaque rules can give rise to a network of companies that
feeds efficient mechanisms but are not always transparent; within this network, un-
certainty is reduced, transaction costs (ex-ante and ex-post), agency costs, and orga-
nization costs are minimized. Furthermore, in the circuit, a tight trust spreads which
guarantees the control of their members and their transactions. Nevertheless, OC
infiltration is a source of weakness. On the one hand, this network offers positive
benefits to insiders and distributes wealth to all its stakeholders. On the other hand,
it causes distorting effects on the market and imposes a "hidden tax" on outsiders if
they decide to stay out of this circuit and not to be contaminated by them, sustain
substantial costs and suffer high negative externalities.

The model offers a flexible theoretical framework, using very general assump-
tions. The review of literature helps to identify the source of sustainable competitive
advantages for OC firms. The solution is analytically tractable and captures the es-
sential predictions, also offering additional insights. The contribution of the article is
mostly theoretical and represents a first attempt to model the behavior of these hid-
den and particular companies. The study shows the existence of a nexus between or-
ganized crime and running a business. The implication is that using criminal effort,
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that is costly for their legal counterparts, OC ownerships affect hidden actions that
have economic consequences. The understanding of OC companies mechanisms
and aspects, combined with the prosecutors skills and knowledge, can be a valid
instrument as a screening system. Indeed, given the negative consequences of OC
presence in the market, it is essential to understand these companies characteristics
and profiles.

However, the model presents its limitations, that could be taken as a sugges-
tion for further research. The theoretical approach used to investigate the organized
crime firms behavior, poorly studied in this perspective, could offer insights for the
development of other hypotheses and propositions regarding how OCGs run legal
businesses. I propose several extensions for further investigations. Firstly, the anal-
ysis can consider the difference between criminal labor costs for OCGs and costs for
innocent and naive employees working for an OC company. Sometimes, workers
can be ignorant and naive about the firm’s true nature or because under the loyalty
and protection of OC; they trust the relationship. Anyway, this kind of employees,
given the possibility of higher capital intensity, will work with more capital than
their fellows in purely legal work. Secondly, another extension of the model can
concern the introduction of a third element, raw materials, in the production func-
tion. OC company succeeds in securing goods and raw materials at favorable prices,
without being exposed to the same competitive pressure that other companies must
take into account. Thirdly, the existence of other types of OC firms could be con-
sidered in future extensions of the model, playing with the variable criminal effort.
For example, the category of OC lawful companies operating “correctly” represents
a role of support for other types; in this case a variable capturing illegal products
(specifically two Q=illegal and legal) can be introduced to study how the criminal
effort is now characterized.
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Figures and Tables

FIGURE 2.1: Graphical Evidence: Stationary State
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TABLE 2.1: OC firms and Legal firms: a comparison

Legal Firms OC Firms
Variables Description Mean Mean Difference
Production Output Ln (Added Value) 3.9236 4.7431 -0.819***
(-16.91)
Capital Input In(Total Assets) 5.7137 6.6712 -0.958***
(-24.32)
Labor Input Ln(Number of Employees) 1.07091 1.4394 -0.368***
(-13.61)
Ln(K/L) Ln(Total Assets/Number of Employees) 4.6633 5.4514 -0.788***
(-17.83)
w Personal Costs/Total Production Costs 0.2824 0.2336 0.0488**
(2.78)
o Change in Depreciation and Amortization 28.8998 122.0213 -93.12%
(-16.58)
) Change in Total Assets 0.6404 2.6922 -2.052
(-8.36)

Notes. T-statistics of the difference between the variables in parenthesis. Significance at the 10% level is

represented by *, at the 5% level by **, and at the 1% level by ***.
Sources: Aida (Italian Bureau Van Dijk) database
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Chapter 3

What Happens in Criminal Firms
after Godfather Management
Removal? Effects of Judicial
Administration

Abstract

In this paper, I assess the causal effect of judicial administration on a sample of Ital-
ian criminal firms in the period 2004-2016 to shed light on the dynamic path of the
firm’s performance from pre-seizure to post-entry judicial administration phase. By
using exogenous enforcement law decisions imposed by authorities for each case,
I highlight how the consequences of having new legal governance, aimed to estab-
lish legality and the perpetual of activities, have been severe. The results display
that there are adverse effects on profitability and efficiency with an increase in the
leverage level. Evidence shows how OC firms are intrinsically managed by the dark
side. By removing criminal ties, it makes it challenging to maintain profitability and
efficiency level. Overall, negative results are due to difficulty in establishing a new
economic framework for (ex criminal) firms, able to operate efficiently and according
to market rules.

3.1 Introduction

Organized crime is a widespread phenomenon across the globe. Criminal organi-
zations expanded in a range of activities both in illicit market and in legal business.
In particular, OC infiltration through companies has taken a predominant role in
the Italian economy. Specifically, 8.7% of Italian Mafia’s investments consist of com-
panies and stocks in the period of analysis 1983-2011 (Transcrime, 2013). Through
firms, criminal organizations invest an enormous amount of capital, widen their
influence, and strengthen relationships. Indeed, enterprises represent a powerful
means to integrate into the country’s economy, favoring a profitable network. Crim-
inal organizations use their power to control competition, acting as a barrier to mar-
ket entry and intimidating existing competitors, to provide competitive advantages,
for example, purchasing from protected suppliers and other input benefits. More-
over, criminal groups are involved in the allocation of investment funds and public
procurement contracts.

Several interventions have been adopted by jurisdictions to fight the burden that
these activities pose on economy. With confiscation and the seizure of productive
criminal assets, the Italian law has the purpose of preventing the penetration of or-
ganized crime in productive economy and fighting criminal organizations in their
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patrimonial aspects. As of July 2019, the Italian government had seized more than
3,000 companies and over 17,000 properties (ANBSC). Rognoni-La Torre law was in-
troduced in 1982, establishing for the first time in the penal framework the mafia-type
association with art 416-bis and introducing a patrimonial measure orientated to the
asset’s confiscation. Following legislative packages have modified and extended the
discipline, providing a definite framework of application concerning criminal pros-
ecution. As regards of firms connected to a criminal organization, the law provides
the implementation of preventive measures through an administrator, appointed by
the judge that has to manage the assets, searching a new legal organization and able
to operate efficiently. The law aims to guarantee the conservation and the continuity
of the productive process, breaking all the links with the criminal network.

In this paper, I depart from the analysis of this institutional setting to study some
aspects related to the application of a new business organization on criminal seized
firms. I investigate what the corporate consequences are in terms of firms’ perfor-
mances after the establishment of a situation of legality, having a new administrator,
appointed by authorities, in leading the business. Hence, I estimate the causal effect
of the judicial administration on firms” aspects, enlightening the dynamic path of
firms” performances from pre-seizure to post-entry judicial administration phase. I
expect a change in criminal firms’ performances, given that these firms also incor-
porate criminal characteristics in addition to the economic ones that are causes of
competitive advantages in comparison to their legal counterparts (Arlacchi, 1983,
2010). About this point, strategic management literature (Duplat et al., 2012), refer-
ring to the principal-agent theory, has increased the insights into the governance of
Mafia firms (LMF) identifying specific OC governance mechanisms. Each of these
mechanisms indirectly contributes to the mitigation of agency risks and the moni-
toring of agents’ behaviors within OC companies.

This paper relates to the literature on the governance structure of criminal orga-

nizations, studying what happens to a business when judicial administration (JA) is
implemented by authorities, changing the “ecosystem” where the firm operates and
consequently, governance and ownership mechanisms. In particular, it contributes
to emerging literature on this topic that has made it possible to identify some spe-
cific features of OC firms (Castellano et al., 2017; Fabrizi et al., 2017; Ravenda et
al., 2015a; Transcrime, 2013) showing differences in the governance structure, per-
formance, and mechanisms. As presented by accounting literature, OC companies
offer differences concerning companies’ sources and methods of use such as differ-
ent payment-collection cycle; costs compression (suppliers, labor and production);
prevalence of current assets; positive growth in total assets and greater level of debt,
also due to higher access to funds. Bianchi et al. (2017) empirically assess, focus-
ing on financial policies and performances, the corporate consequences of having a
board member linked with organized crime.
Since OC companies management is different from running a “legitimate” business,
when the business is placed under preventive measures, the new governance has
to re-define the economic relationship from an illegal to legal ones. However, few
academics have investigated the dynamic changes occurring when corporate orga-
nizations have to re-define how to run their business. The present analysis is an
attempt to fill this gap. As organized crime groups own and manage firms without
respect of legal constraints and rules, one may wonder what the effect in redefining
the legal side is.

To investigate the research question, I use financial data- provided by AIDA,
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the Italian Bureau Van Dijk database ! — for the period 2004-2016> on Italian crim-
inal firms. Over the analyzed period, I have detected 413 firms under preventive
measures. As primary sources, to identify criminal companies, I have used AIDA,
that contains a section of information about legal procedures affecting firms. How-
ever, information about judicial administration status is not collected systemati-
cally, and the section does not include all criminal firms that are under proceedings.
For this reason, I have automated the recovery of information in online newspa-
pers, matched with other legal sources and, finally, crossed with financial statements
available in AIDA.

The empirical design exploits the change in firms’ performances, controlling for
firm time-invariant characteristics (firm fixed effects) and common shocks affecting
all firms (year fixed effect). In particular,  have estimated the causal effect of having
ajudicial administrator across three different profiles, that are profitability, debt, and
efficiency. The focus is posed on ROA (return of assets), ROI (return on investment),
debt (total debt on total assets), profit, and cost-efficiency. The identification strategy
rests on the assumption that the entry year in judicial administration is exogeneous
to its performance. Investigations have been conducted for several years, and then
the seizure decree and the forfeiture are decided by the collegiate court evaluating
the specific case and based on the penal code. The decree also establishes the detail
of the measures and appoints the delegated judge and the judicial administrator.

The main results indicate that when firms are subtracted by OC ownership and
posed under legal control, they experience a loss in profitability: in the analyzed
firms ROA and ROI have decreased by 4.42% and 2.42% respectively. Besides, OC
firms lose out in both profit and cost efficiency level; the impact of judicial adminis-
tration is equal to 0.5284 and 0.8333. Contrarily, with the new administrator, compa-
nies are significantly leveraged, with an increase equal to 7.21%. Overall, I have pro-
vided evidence that criminal firms undergo negative consequences having a legal
administrator who re-define the legal side. Thus, the deterioration of firm perfor-
mance highlights how OC firms are intrinsically managed by the dark side. By cut-
ting these ties, it makes it challenging to maintain profitability and efficiency level.

Therefore, the paper explores three main findings. Firstly, criminal firms worsen
their performance; this can have some implications for the judicial administrator,
who can orientate the management to the establishment of a new economic relation-
ship and the definition of new legal competitive advantages. Secondly, this setting
allows the first evaluation of direct effects of this policy. Finally, I provide evidence
of a new mechanism to explain adverse economic effects of organized crime, given
the social consequences deriving from the OC firms tough survival.

The next section briefly discusses the legal background and the institutional set-
ting of the analysis. Then, I present the data and empirical strategy employed. The
main results are outlined in the penultimate section. The last section provides a
conclusion.

3.2 Legal Background and Institutional Setting

In this section, I briefly describe the process by which the Italian system has put
into practice an evolution in its legislation to face the growing and severe organized
crime infiltration in legal businesses.

Thttps:/ /aida.bvdinfo.com
%Financial information was not available before 2004 and 2016 is the last available period.
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3.2.1 The Italian Criminal Law: from Rognoni-La Torre to the AntiMafia
Package

The legislative change to fight organized criminal groups in Italy took place with
Rognoni-La Torre law (13th September 1982, No. 646), substantially modifying the
physiognomy of the law on the basis on preventive measures. The establishment of
this law involved the introduction of art 416-bis in the Italian criminal code, which,
for the first time in the national legal experience, sanctioned Mafia as an association.
Another significant change provided by this law was the introduction, alongside
with personal prevention measures, of those of a patrimonial nature, fighting ex-
ante criminals” economic profit and properties.

Another change arrived with Law 356/1992; wherewith legislators introduced
a new type of confiscation supporting criminal and preventive ones in case of con-
viction and “plea agreement.” The “Security Package” (Law 125/2008) overcame the
"ancillary principle" introduced by Rognoni-La Torre law, with the possibility of sep-
arate application of financial measures from those of personal nature. Afterwards,
Law 50/2010 established the National Agency for the management and use of assets
seized and confiscated to organized crime (ANBSC). The fragmentation and lack of
systematic harmonization has led the legislator to implement a complete reorgani-
zation of the regulation with the Anti-Mafia Code (Legislative Decree 159 in 2011).

The Anti-Mafia Code provides that, in the presence of a situation of belonging
to Mafia association, both the procedure for ascertaining the associated crime and
the process for the application of the preventive measure must be activated simul-
taneously (art. 2-ter 1. 575/65- now art. 20-22 Codice Antimafia). The preventive
proceeding has a distinct function and nature in comparison to a criminal one. The
criminal measure requires a conviction and a relation to the crime the person is ac-
cused of; the preventive one does not imply a crime and tends to prevent the com-
mission by subjects deemed dangerous.

3.2.2 Patrimonial Preventive Measure: Judicial Administration

The judicial administration (JA) is a long term management that has two distinct
phases: a first one, judicial, which goes from the issuing of the seizure decree to the
confiscation decree of the first degree; the second one, administrative, that goes from
the confiscation of the first degree to the definitive one (D’Orsi, 2013). The seizure
decree and the forfeiture are decided by the collegiate court, which establishes the
detail of the measures and appoints the delegated judge and the judicial adminis-
trator. The judge has to supervise the administrator management who in turn must
perform his duties using the outmost diligence (diligence of the good father of the fam-
ily). The legislation, along with the conservation and custody of the se