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Abstract

This article aims to indicate that an economic recovery of the European economy can be pulled by an
increase of investments and of the aggregate demand and that it requires the adoption of a new industrial
policy having a territorial dimension. While the Harrod’s and Thirlwall’s model indicates that growth is
determined by the growth of exports and it does not consider investments, the article presents a
macroeconomic model of internal demand led growth, which indicates that an appropriate distribution of
investments between the export and the domestic sector can determine both an increase of GDP and the
equilibrium of the balance of payment. The article clarifies that investment should be driven by the
expanding demand of private and public goods and services related to the increasing needs by the citizens in
modern cities such as: housing, mobility, health and education, leisure and culture, energy and environment,
which require the expansion of production capacity and new infrastructures and also drive an increase of the
internal market in Europe. A new industrial and regional policy should focus on the market demand and on
the innovation adopted by the companies and the consumers and it should aim to facilitate the creation of
those new markets (lead-markets) and productions, which are emerging in developed countries
notwithstanding the current period of slow growth.
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The economic strategy of the European Union is based on fiscal austerity, “structural reforms” and
an expansionary monetary policy and it has been largely unsuccessful. Notwithstanding the
enormous increase of the money supply by the European Central Bank, the private investments by
the companies are only slightly increasing, after having sharply decreased.

The investments in the Euro area (12 countries) have decreased by 269 billion euro, while the GDP
has decreased by 64 billion euro in the 2007-2015 period. The absolute decrease of investment
almost corresponds to the 300 billion of the Juncker Plan announced by the European Commission
(European Commission 2014). Therefore, the share of investment on the GDP has substantially
decreased from 22,9 per cent to 20,0 per cent. The fall of investment by the private firms, the
households and the governments is the main factor which has determined the economic crisis in
Europe. In the same period, the fall of investments (-12,3%) represents the most important negative
factor (-2,82%) on the growth of the GDP (0,7%), compensating the positive role of personal
consumption (0,27%) and of net exports (2,48%). In fact, the increase of exports (19,3%) has been
partially compensate by the large increase (13,4%) of imports.

It is important for economic policies to identify the factors, which have determined the decrease of
investments and those which may promote them. In fact, the firms prefer to hold large cash balances
in the banks or to invest in public bonds. Other firms do not invest in new capital assets but prefer
to buy back their own shares and to distribute high dividends, thus transferring the benefits to the
shareholders, in order to avoid hostile takeovers, and to the managers through the stock options.
Greenfield investments aimed at expanding the companies inside the country into new productions
fields are much lower than the acquisitions of competing firms in the same production field
especially abroad. Moreover, the shareholders often do not invest the proceedings of the sales of
their companies in order to acquire other companies but rather buy financial assets. In the meantime
the crisis of many large firms and the closure of many productive plants continue, leading to a
decrease of the production capabilities.

The balance on current transactions of the Euro area with the rest of the world (National accounts)
measured as a percentage of gross domestic product at market prices has been always positive and it
is increasing since 2008 as it has been 3,7 per cent in 2015. This surplus of the trade balance of
goods and services in the Euro area and especially in Germany (8,8%) and also in Italy (2,2%)
indicates that the internal demand is lower than the internal production or that saving is greater than
investments. In fact, at the global level, both in developed and in emerging economies, there is an
enormous gap between saving and investment and that is due to the deleveraging process occurring
in the balance sheets of the no financial companies, of the banks, of the governments and also of the
households. However, in the long term a low investment decreases the growth of the internal
production capacity. This surplus of saving on investment indicates that the economic growth could
have been much greater if the actual austerity policies would not have decreased the internal
demand.

In the Euro area, the GDP growth rate is very low and a long-term stagnation characterizes many
European countries. As indicated by the European Commission: “The ongoing recovery remains
driven by domestic demand and in particular, by private consumption” (Source: European
Economic Forecast, Winter 2016). In fact, net exports will have an almost zero impact on future
growth in European Union in the period 2016-2017. Thus, the future growth will be determined by
the internal demand and not by exports and the forecast of an higher GDP growth in the coming
years highly depends on a future increase of the investment, capable to invert the past trends.

Globally (excluding the EU), the growth rate for imports of goods and services likely bottomed out
at an estimated 0,5% in 2015, their lowest level since 2009. This largely reflects the lower trade
intensity assumed to prevail in emerging markets, where trade and its responsiveness to growth has



been slowing for a number of years (European Commission 2016). In the past the GDP elasticity of
world trade was very high, but in recent years (after 2015) the ratio of world trade on global GDP
has decreased. Key factor of this change has been the fall of the price of oil and of raw materials, as
that has sharply decreased the value of the export/import flows and in particular the export revenues
of emerging economies. That has had a negative impact on their GDP growth and their imports
from the most developed countries. In fact, the process of trade globalization has stopped and the
reshoring of productions seems to become increasingly important. At the same time, the domestic
demand is also becoming increasingly more important than the exports to distant foreign markets.
In particular, the growth of the European economy should depend on the internal demand, as the
European economy represents the largest economy in the world and it is difficult to imagine that the
other countries could significantly increase their imports from the EU, in order that exports may
become the main driver of the long term growth of the European economy.

This article first illustrates a simple macroeconomic model of growth led by the internal demand
and it indicates why investment in new sectors can determine an increase of the GDP, also in a
short-medium term perspective, given an equilibrium constraint in the balance of payment. Then, it
illustrates in which sectors investments should be concentrated, by distinguishing between an export
oriented sector and a domestic sector addressed to the internal demand. These domestic productions
should aim to satisfy the increasing service needs of the citizens and the firms.

The article also clarifies the territorial impact of this policy for the urban areas in Europe, as also
the problems and factors of innovation which can promote investment decisions. That allows
indicating that this theoretical approach has important policy implications in defining the
characteristics of a “new industrial policy”, which qualifies itself as the necessary complement to
the traditional public budget and monetary policies in Europe.

1. The relationship between investment , GDP growth and the balance of payment.

Nearly three and a half decades ago, Thirlwall (1979 and 2011, Mc Combie 1981) first promulgated
his “rule,” or “law” as it has now become known, which indicates that the maximum sustainable
growth of a country or the balance-of-payments constrained growth rate is explained by the
equation:

BP=x/n=¢z/n

where x is the growth of the volume of exports, 7 is the domestic income elasticity of demand for
imports, € is the world income elasticity of demand for exports, and z is the growth of world
income. The expression has also been defined as the dynamic Harrod’s (1933) foreign trade
multiplier.

Both the Harrod’s and the Thirlwall’s models do not consider the role of investment. In order to
indicate the role of this latter both on the demand and the supply side of the economy, we may first
investigate the same problem considered by the Harrod’s multiplier model or aim to find the value
of AY which allows that AX-AM=0.

However, we may suppose a different structure of the economy. In particular, consumption may be
distributed between a domestic good (C;), which can be only internally produced and can’t be
exported, and a international good (C;), which may be imported and also exported. In particular, the
domestic good (C,) may represent those goods and services, which can’t be imported and aim to
satisfy increasingly diffused needs, such as those of housing, mobility, health and education, leisure
and culture, energy saving and environmental protection. These goods and services represent
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“collective goods and services”, but they may also be produced by private firms and not only by
public organizations. Moreover, they can represent “public goods”, produced by the government
and indicated as the “public consumption” in national accounting. According to these definitions the
model can be represented by the following six equations (Cappellin 2012):

AY = AY| + AY, (a
AY> = AC, (b
ACy=c; AY (c
AC =c| AY (d
AM =m AC, (e
AX = AX* (f

Proceeding as in the Harrod’s model we have that:
AX-AM =0

AX-mc;AY =0

AY = AX/mc

This last equation indicates that, given the equilibrium of the balance of payment as in the original
Harrod’s model, the increase of income should be equal to the increase to export divided by the
propensity to average import, which in this model is determined by multiplying the propensity to
consume of the international good (c;) by the propensity to import of this latter (m).

This equation can also be written as:
ct *AY =AX/m

which indicates a negative relationship or a trade-off between (AY) and (c), if both (AX) and (m)
are constant. Thus, the GDP is higher, the lower is the propensity to consume the international
good.

According to this model the policy makers should aim to increase the production of the domestic
good (Y>) since it would increase the GDP. However that would lead to a deficit of the balance of
payment. Therefore, if the policy-maker wants to respect the balance of payment constraint, he
could reorient the pattern of consumption (c;/c;) toward the domestic good. For example, this latter
may be provided either free of charge or at a lower price in order to induce the consumers to
substitute the consumption of the international good (C)).

A second model may be proposed in order to represent the case, when the policy-maker is not only
willing to act on the pattern of the final demand, but he is also capable to orient the supply of the
economy. In fact, the above indicated Harrod’s constraint to growth depends on the one hand on the
competitiveness of the exports (X) produced by the exporting sectors (Y;) and on the other hand on
the capability of production of the domestic sector (Y;). In this perspective, it is interesting to
investigate the most appropriate distribution of investment between the export sector and the
domestic sector. Therefore, we may suppose that an increase of investment (I) does not only
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increase the aggregate demand through the Keynesian multiplier and lead to an increase of import
(M), but it may also increase the competitiveness of exports or it may create a new production
capacity in the domestic sector. This second model can be represented by the following equations:

AY =AY + AY a
AY = AC1+ AC, + AG + AT+ AX - AM 2
AC=c(AY- AT) 3
AC,+ AG =AY, 4
AC| = AC-AC, 5
Al= AL + AL (6
Al =s Al 7
Al = (1-s) Al 8
AY, =k, AL O
AX =k ALy 10
AM =m AC, (11
AY - (AC; + ACy) + (AT - AG) - Al= AX - AM (12
IRR (AI) = r* + risk premium* (13
IRR = f (R&D, education, project design) (14

In this model, total consumption is a function of disposable income (equations 3, 4, 5) and it is
distributed between the domestic good (AC;) and the international good (AC;). Therefore
consumption of the domestic good should be equal to the production (AY,) of the same good and
the companies in this sector should either be financed by the prices paid by the individual
consumers or by eventual subsidies given by the government, indicated by public consumption (G)
which requires greater taxes (T).

The value of total investment (Al) is given by the condition that the internal rate of return (IRR) of
the investment projects by the companies should be equal to the interest rate (r) plus a risk premium
determined by the macroeconomic conditions and the risk aversion of the individual companies.
The (IRR) depends also on “creativity” of the companies or on innovation adoption since these
latter would affect the expected revenues and costs of the investment projects. The policy makers
together with the individual companies can determine the parameter (s), which indicates the share
on total investment of the domestic (Al,) sector and of the international (Al;) sector. Moreover, In
this model differently from the previous model, which is based on the Thirlwall-Harrod‘s model,
the government can also decide the level of public consumption (G) and of taxation (T).

From the previous equations, the equation (12) can be derived, which indicates that the deficit of the
balance of payment (X-M) should compensate an eventual surplus of investment over the internal,
private and public, saving. Clearly, a continuous deficit of the balance of payment is not sustainable
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in the long run, since it would lead to an increase of the foreign debt and to an increase of interest
rates and finally to a financial default. That also implies that, when the balance of payment is in
equilibrium, all investment is financed with internal saving.

In the model, the exports (AX) depends on the investments (Al;) targeted to the increase of the
production capacity in the exporting sector. On the other hand, the production of the domestic
sector (AY>,) is determined by the share (s) of the total investment (AI), which is devoted to the
domestic sector (Alp). The productivity of the investments in the exporting sector and in the
domestic sector are indicated respectively by the parameters k; and k.

Table 1 - The model of internal demand led growth

Greater Greater investment Greater capacity Greater
investment : in the domestic = in the domestic ==p consumption of the
in the international sector sector domestic good
sector (k»)
Increase of <
GDP
\/
Greater exports Improvement Lower import of Lower
of the international ===ppi  of the balance  [€== the international <= consumption of the
good of trade good international good
(k1) (m)

The model indicates that investments operate both on exports (I;) and on the production of the
domestic sector (I,), as indicated in table 1. If the production of the domestic sector (Y;) increases,
then consumption (C;) of the domestic good increases, while the domestic consumption (C,) of the
export good and its import (M) decrease and both the GDP and the surplus of the balance of
payment increase.

From these equations it is possible, first of all, to calculate the impact of an increase of investment
(AI), to be distributed between the two sectors, on the change of GDP and then to examine the
impact of the same investment on the balance of payment.

According to the Keynesian multiplier in an open economy, the impact of investment on the GDP is
positive and it is directly related to the propensity to consume (c) and inversely related to the import
propensity (m). In fact, by substituting the various variables in the equation (2), we obtain:

AY =c AY —=c AT+ AG + Al + (1-s) Al k; —mc (AY) + mky Al s

If we suppose that (AT = AG = 0), we obtain the value of the investment GDP multiplier:

AY /Al= [1+(1-s) ki + mkys]/(I- c + mc) (15

Therefore in this model differently from the previous model, the investment GDP multiplier
depends not only on the propensity to consume (c) and on the propensity to import (m), but also on
5




the distribution of investment between the exporting sector (1-s) and the domestic sector (s). In fact,
an increase of the investment in the exporting sector is leading to an increase of the exports and then
of the aggregated demand. Moreover, an increase of the investment in the domestic sector (s) would
lead to a decrease of imports and then also to an increase of the aggregate demand. In fact, a greater
investment in the domestic sector would lead to an increase the consumption of the domestic good
and this latter would substitute the consumption of the international good and then lead to a
decrease of the imports, which has a positive impact on the internal demand and the GDP.

It is also interesting to analyse how the value of the investment multiplier is affected by the share of
investment (s) in the domestic sector and we may calculate the derivative with respect to (s):

O (AY/AD)/ds=mky-k; >=<0 (16
if mk,>=< k;

That indicates that an increase of the share of investment in the domestic sector (s) may determine
an increase of the income multiplier, if the productivity of capital in the domestic sector (k)
multiplied by the propensity to import (m) of the international good is higher than the productivity
of the capital in the exporting sector (k;). In fact, an increase of (s) would decrease the import and
increase the internal demand but it would also decrease the export.

We may also compute and compare the values of the investment multiplier in the two extreme cases
of s=0 and s=1 (AY/Al «; ; AY/Al o). In fact, if s =1 and all investment goes to the domestic sector
the expression (15) is:

AY/Alo= (1 +ky)/(1-c+ mc) (17
and if s = 0 and all investment goes to the foreign sector the expression (15) is:

AY/Al¢; = (1 +mkp) / (1- ¢+ me) (18
Clearly:

AY/Aly >=<AY/Al; if (1+k)-(1+mky) >=<0

orif (k;- mky) >=<0

These results coincide with the indication of the equation (16), which indicates that, if the
productivity of investment on exports is low (k; < m k), then the value of AY/AI increases when
(s) increases.

Therefore, if all investment is allocated to the exporting sector (s = 0), that may determine a greater
income than in the case that all investment is allocated to the domestic sector (s = 1), only if (k; >m
k). Otherwise, if (k; < m kp), it is more convenient to allocate most investment to the domestic
sector, since on the one hand the productivity of investment on export is low and on the other hand
by allocating the investment to the domestic sector it would be possible to greatly decrease the
import and that has also a positive impact on the GDP.

Clearly, the value of the marginal propensity to import and the values of the productivity of
investment in the two sectors are an empirical question, depending on the specific sector, countries
or regions and period to be considered. However, in a modern economy we may suppose that the
process of globalization has greatly increased the marginal propensity to import, due to the
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increasing competitiveness of external productions. Moreover, increasing complexity of technology
has made increasingly difficult to develop completely new products to be international competitive
and that implies a greater intensity of capital or a lower (k;) capital productivity of the export sector.
That is also determined by the increasing international competition and by the actual slow growth of
the emerging countries and of the international trade.

On the contrary, the high labour intensity of the domestic sector, which is made mainly by service
related sector, implies a rather high productivity of capital (k). Thus, we may suppose that the
condition (k; < m ko) is generally verified in the most modern economies, such as those in Europe.
Therefore, an increase of the distribution of investment (s) in favour of the domestic sector (Y,)
should usually determine a greater increase of GDP, since it decreases the values of imports and it
increases the internal demand by substituting the internally produced goods to the international
goods.

As anticipated above, it is important to consider the balance of payment since in a long term
perspective it is necessary for an economy to have an equilibrium of the balance of payment. In
fact, a continuous deficit of the balance of payment, due to the fact that the internal demand is
greater than the internal supply, would lead to a continuous increases of the external debt and that is
not sustainable since the spread on interest rates would increase and the foreign creditors may
finally decide to withdraw their loans and lead to a default or pretend to exchange their credit with
real properties in the considered country, such as it has occurred in the case of the privatization of
public infrastructures in Greece. On the other hand, a permanent surplus of the balance of payment,
such as in Germany and China, would lead to a continuous increase of the official reserves of the
Central Bank. That may be appropriate according to a “mercatilistic”’ ideology or for increasing
international political power of the country, but it would not be economically convenient since the
country could either increase the public investment and deficit or increase the private investment
thus leading to a greater GDP and to an increase of the well-being for its citizens, if there is a lack
of public infrastructures and an almost saturation of many traditional and material goods.

The analysis of the impact of an investment increase in the model may be extended by considering
the balance of payment constraint, as indicated by Harrod and Thirlwall. Thus, the condition:

AX/AT = AM/AI (20
can be rewritten considering the equations (10), (11), (5), (3), (4) and (9) as:

ki (1-s)=mAC,;/Al

ki (1-s)=m (AC- AC,) /Al

ki(1-s)=mcAY/Al-mkys

and by substituting the expression AY/Al indicated in equation (15) above, we obtain an expression
of the balance of payment:

AX/AT - AM/AI =k; (1-s)-mc[l+(1-s)k; +mKk,s]/(l-c+mc)+mkss (21
It is therefore interesting to examine the change of the balance of payment with respect to an
increase of the share of investment in the domestic sector (s) or to calculate the derivative of the

surplus of the balance of payment with respect to (s):

O (AX/AI -AM/ATL) /8 s>=<0



Taking into account the equation (21), after some elaborations we obtain:
O (AX/AL - AM/AL)/d s=(1-c) (mky-k))>=< 0
which is is positive if:

mk2>=< k1
or
m>=< k;/k; (22

This condition is identical to the above condition (16), which indicates the derivative of AY/AI with
respect to (s). Therefore, the balance of payment improves when (s) or the share of investment
allocated in the domestic sector increases, if (m k, > k;). In fact, an increased production in the
domestic sector determined by the investment in this sector would lead to a decrease of the import,
which is greater than the decrease of the exports to be determined by an equal decrease of
investment in the export sector.

The two expressions (22) and (16) indicate that the impact on the balance of payment and on the
GDP by an increase of investment depends on the distribution (s) of investment between the
domestic and the exporting sector or on the relative productivity of investment in the domestic (k)
and in the export sector (k;) and on the marginal propensity to import (m). The expressions (22) and
(16) are clearly similar to the Thirlwall’s law of growth, which establishes a relationship between
the growth rate of GDP and the growth of exports and the propensity to imports. Therefore, we may
call these conditions (22) and (16) the “Cappellin’s law” of the impact of investment on the balance
of payment and on the GDP growth.

It results that it is convenient to invest in the domestic sector (I) if m > k; /k; or :

a) 1if the productivity of capital (k») is high in the domestic sector and

b) if the propensity to import (m) the export good is very high and

c) if the investment in the export sector (I;) has a low productivity (k;) or impact on the volume of
exports.

If the condition (m > ki/k,) is satisfied, an increase of the share (s) of investments in the domestic
sector (I,) has a positive impact both on the balance of payment and on the GDP.

We may also conclude that when the productivity of capital in the domestic sector is high and the
propensity to import the foreign good is also very high, while the productivity of capital in the
exporting sector is relatively lower (mk; > k;), then an increase of investment and production in the
domestic sector have a positive effect both on the GDP and on the balance of payment.

Therefore, differently form the Thirlwall and Harrod’s model, an important conclusion of my model
is that, when the share of investment in the domestic sector increases, there is not a trade-off
between the growth of GDP and the surplus of the balance of trade, as they both will increase or
decrease, provided that the condition (mk, > k;) is satisfied.

Since the two derivatives of the GDP and of the balance of payment with respect to the share (s) are
linear and have both a positive slope (if mk, > k;) or negative slope (if mk, < k;). The level of (s)
which leads to the maximize the GDP and the surplus of the balance of payment is an extreme
value: either s=1 in the case of mk; > k; or s=0 in the case of mk; < k;, as indicated in the figure 1.



The figure 1 considers the most common case in the developed countries (mk; > k;) and it indicates
the values of the GDP and of the balance of payment in the two situations, when s=0 and s=1, and it
indicates also the specific value s*, which insures an equilibrium of the balance of payment. The
figure 1 indicates the income line, which has a slope:

O (AY/AD)/ds=mk,-k; >0

and it also indicates the balance of payment line, which has a slope:

O (AX/AI - AM/AT) /6 s= (1-¢) (mk; - k;) >0

AY/AL

AX/AIL - AM/AT 4 A AY/AL,, =
(1+mky)/(1-c+mec)
A Y/AT#
AY/Alo = AX/AL, - AM/AL., =
(I+k)/(1-c+me) -mc(l+mky)/(1-c+mec)+mk,

-

0 1 s

AX/Aly - AM/AL oy =
ki-mc(1+k;)/(1-c+mc)

Figure 1 — The impact of investment in the domestic sector on the GDP growth and the balance of
payment if m > kj/k;

Therefore, the two objectives of the internal growth and of the surplus of the balance of payment (or
the decrease of an external deficit) are not conflicting each other. If (mk; > k;) an increase of the
share of investment in the domestic sector would lead to an increase both of the GDP and also of
the improvement of the balance of payment, while, if (mk, < k;), an increase of the share of
investment in the domestic sector would lead to a decrease both of the GDP and also of the surplus
of the balance of payment.

Finally, we may compute the value of the share of investment (s*) between the domestic and the
exposed sector, which is leading to equilibrium of the balance of payment. Since the share of
imports on GDP and the value of exports are not fixed in my model, differently from the Thirlwall-
Harrod’s model, the optimal value (s*) depends on the effect of investment both on the production
of the domestic good or the imports and on the supply of the export good. In fact, from the
expression (21), it is possible to derive that:

AX/AI - AM/AT =0
if
s*=1k;(1-¢)—-mc] / (ki (1-¢)-mko)

Therefore, given the value of (s*) which allows the equilibrium of the balance of payment, if the
economy has a deficit it is necessary to return to an equilibrium, while if there is a surplus it is
convenient to increase the public expenditure in order to insure a further increase of GDP and to
reduce the surplus of the balance of payment.

However, the model indicates that when (mk, > k;), there is not an incentive to choose an
intermediate share (s*), determining the equilibrium of the balance of payment since both the GDP
and the surplus of the balance of payment could be increased by increasing (s). In particular, if the
balance of payment is positive when the GDP has reached the highest level, then the policy maker
could decrease the surplus of the balance of payment by increasing the value of the public
expenditure (G), and that would lead to a further increase of GDP.



The value of (s*) which insures an equilibrium of the balance of payment is normally intermediate
between 0 and 1. By calculating the derivatives of the value of the share of investment (s*), which
insures the equilibrium of the balance of payment, with respect to the various parameters of the
model, it is possible to verify that it varies as anticipated by economic logic.

88/6k1>0
0s/dky<0
ds/dc <0
0s/dm<0

In fact, when the productivity of investment in the exposed sector (k;) is higher, that leads to an
increase of exports and the equilibrium of the balance of payment requires a corresponding increase
of the imports. That requires the increase of (s*) and of the investment (I;) and the production (Y>)
in the domestic sector.

When the productivity of investment in the domestic sector (k) is higher, that leads to a decrease of
imports and the equilibrium of the balance of payment requires a corresponding decrease of imports
determined by a decrease of the share (s) of investment (I,) in the domestic sector.

When propensity to consume is higher, that leads to an increase of imports and the equilibrium of
the balance of payment requires a corresponding increase of exports or an increase of the
investment (I;) in the exporting sector and a decrease of the share (s) of investment (I;) in the
domestic sector.

Finally, when the propensity to import (m) is higher, that leads to an increase of imports and, as in
the previous cases, the equilibrium of the balance of payment requires a corresponding increase of
exports or an increase of the investment (I;) in the exporting sector and a decrease of the share (s) of
investment (I;) in the domestic sector.

In fact, the model indicates that the share of investment in the domestic sector (s) may have only an
extreme value (0 or 1). That depends on the hypothesis that the productivity in the two sectors (k;
and k;) are constant and on the hypothesis that all increased production of the domestic good is
totally consumed and leads to a corresponding decrease of the consumption of the international
good. In reality, various reasons may explain why total investment will be shared between the two
sectors and the share (s) has an intermediate value. First of all, the domestic sector and the export
sector correspond to two different social economic groups of actors and they will bargain and lobby
with respect to the policy makers (i.e. government and banks), in order to insure a more balanced
distribution of the available financial resources.

Second, the productivity of capital in the two sectors may indicate decreasing returns, as it is
difficult to find efficient investment projects aiming to increase the exports or to produce domestic
goods highly demanded by the citizens. In fact, the innovation capabilities of the economic actors in
the two sectors are limited or each actor is naturally induced to invest mainly in the same sector
where he has traditionally operated and often there are not enough profitable investment projects to
be financed. For example, if the exports volume is very high, as in the case of the export of German
cars, a further increase of the exports would require massive investments in technology and
commercial distribution abroad and it would be more convenient to reorient the investment effort to
the internal market, as for expanding the renewable energies or for reducing the congestion in the
cities and motorways. Finally, also the demand by the consumers may depend on the relative
scarcity of the export of domestic good to be considered, due to the existence of a decreasing
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marginal utility, and that may decrease the willingness to pay by the user, the revenues of the firms
and the relative profitability of investment projects in the domestic and the international sector.

Finally, the Harrod-Thirlwall’s law:(AX = (m c¢) * AY) is not valid and the growth of GDP is not
determined by the exports (X) and the propensity to import (m), as the GDP growth may be
increased by the investment either in the export or in the domestic sector. In particular, differently
from the Harrod-Thirwall model in my model a) the growth of the exports (X) is not exogenous, but
it is determined by the national investment in the export sector (I;) and b) the growth of imports
depends on the investment in the domestic sector ().

Therefore, the GDP growth depends on the distribution of investment decided by various actors,
such as the companies, the banks and the policy-makers between the two alternative strategies: a) an
export led strategy leading to an increase of the investment in the export sector (I;), b) an import
substitution strategy, leading to an increase of the investment (I,) and the production in the domestic
sector (Y;) and to a decrease the imports (M).

The use of expansionary monetary policy and the decrease of interest rates have been uncapable to
stimulate the investment of the companies, while the model indicates that the government has two
basic instruments of industrial and regional policy: a) to adopt various fiscal subsidies and other
measures which may affect the distribution (s) of fixed investment in order to increase the
production capacity in the export sector or in the domestic sector, b) to increase those immaterial
investments in R&D, education levels of the labour force and the project design of the companies
and planning effort, which stimulate the adoption of innovation and the flow of knowledge, aiming
to increases the productivity of capital (k, and k;) or the profitability (IRR) of the investment by the
private firms in the various sectors.

2. The microeconomic factors for the recovery of the internal demand

The macroeconomic model described in the previous section indicates that GDP growth depends on
investment, since this latter affects the production both in the exporting sector and in the domestic
sector. It indicates the crucial role of the domestic sector, which is oriented to the internal market,
and the conditions which allow a balanced economic growth allowing the equilibrium of the
balance of payment. Therefore, it important to examine in a more rigorous way the nature of these
local economic activities, the temporal phases of their development, the territorial context where
they develop and the actors who should promote them. In fact, it is not sufficient to design a
macroeconomic growth model, which indicates the relationships between aggregate variables, while
it is necessary to indicate what this model implies for an operative strategy aiming to the
development of new productions in specific regional and national contexts.

According to a traditional Keynesian model, the sectors and the companies oriented to the exports
and the factors of their competitiveness are the drivers of economic growth. On the contrary,
according to a different theoretical framework innovation is the driver of investments and the
internal demand and not the external demand could be the driver of the future economic
development of the European Union. This different approach allows highlighting the endogenous,
bottom-up and self-sustained character of a new development strategy in the industrial and regional
policies for the European cohesion.

In particular, differently from the macroeconomic perspective which only considers the aggregate
growth, there is the need to consider the change in the relative relevance between the various
sectors and the process of ‘“creative destruction” which leads to the substitution of some new
activities to other traditional activities. Thus, there is the need to identify the factors of the growth
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of the supply and of the demand of the new productions, as also the factors which affect the
investment capable to expand the production capacity in the various sectors and how the banks and
the other financial institutions could finance these investments. Finally, it is crucial to define the
factors, which lead to the territorial concentration at the national and European level of the new
sectors of specialization.

Economic growth depends on the investment choice between different sectors and on the selection
of new “smart specializations” (Boschma 2016, Foray 2015, McCann and Ortega-Argiles 2013).
The strategic factor is not only the international demand, but also the internal potential demand or
the emerging needs by the citizens. The true drivers of growth in a new industrial policy are
knowledge, investments, the new preferences of the users and the governance of the changes and of
the relationships between actors.

As indicated by the product life cycle model, the economic growth is linked to the sequence of
many different innovation waves, which determine the creation, growth and decline of new
productions, characterized by an increase of labour productivity with respect to the previous
productions and the creation of new employment. That leads to the increase of wages and incomes
and also of the internal demand in the country and this latter drives the investment by the
companies. In the early stage of the product life cycle, the development of new sectors requires
major investments and various forms of financing, such as: public funds and venture capital. Later,
in the development phase of the product life cycle, investments are financed by equity and bank
credit. Finally, in the maturity phase of the product life cycle, corporations have to decide whether
just to rationalize the existing productions and to disinvest or rather to reconvert and to create spin-
off in new productions, which require more investments. Only the firms which have the required
entrepreneurship capabilities can do spin-offs, the acquisition of new innovative firms and can
diversify into new “smart specializations”. Therefore, the lack of development of new productions
after the boom of the internet economy at the turn of the century is most probably the factor behind
the decline of the capital expenditure of the companies in all countries, even more than the effect of
the financial crisis of subprime assets and of sovereign bonds.

As indicated in the above illustrated macroeconomic model and also in the product life cycle model
the change in the structure of the final and intermediate demand and of the sectorial structure of the
economy is the factor leading to the economic growth. The preferences of the consumers shift from
goods exported in the international markets to services and infrastructures, which are mainly
addressed to the domestic market. The development of “disruptive” technologies creates new
production opportunities and the market of these new productions is not created, as in the past, by
the general growth of GDP, but rather by the gradual substitution of new productions to the more
traditional productions, which become obsolete, since they imply a lower productivity of labour and
also are less capable to satisfy the changing needs of the citizens (Markusen 2007, Markusen and
Schrok 2009, Cappellin 2011 and 2012). The process of ‘“creative destruction” works on the supply
side, with the transfer of production factors: labor and capital, from the traditional productions to
the new productions and also on the demand side with the shift of consumption fron traditional
goods and services to innovative goods and services.

The demand of the new productions is becoming more customized or segmented, as the product
innovations are mainly “demand led” or driven by the change in the behaviours of the most expert
users (lead users) (Von Hippel 1994), which pull the demand of the other more traditional users
(followers). This increasing differentiation of the demand is the result of the need of a tight
interaction between the producer and the user and between the goods and the services, which have
to be produced nearby and even with the tight collaboration of the user, as it is typical for the
service productions. The evolution of the demand is crucial for the investment decision of the
companies and often successful new productions have developed by following the evolution of the
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demand of existing users, rather than by developing potentially useful applications of new
technologies and by looking for distant markets.

At the same time the shift from an industrial society to a knowledge society is characterized by a
shift from individual to “collective goods” or “common goods”. In fact, the demand of individual
goods is almost saturated, while the demand of collective goods and services, which are addressed
to specific local, social, age and cultural groups of consumers or citizens, is still largely unsatisfied.
Due to the collective nature of the new productions, the individual demands should first be
aggregated by the producers in order to create new ‘“lead markets”, which may allow the efficient
production of the new goods or services not only by public organizations but also increasingly by
private companies. In fact, while the production of these services was traditionally reserved to
public institutions the growing demand, the increasing specialization of the citizen’s needs and the
development of new technologies and forms of organization has led to the development of an
increasing number of private firms working for the market in the productions indicated above.

The new productions should respond to the to the increasing needs by the citizens, such as those of:
a) housing, b) mobility and logistics, c¢) free time and leisure, culture, sport, tourism media, d)
health, wellness and education, €) environment and energy saving. Moreover, these new service
productions may drive the development of new manufacturing supply chains or clusters, both within
the specific urban areas and also at the national and international level (Cappellin et al. 2014 and
2015).

The economic relevance of these productions is highlighted by the following data. The percentage
of employment in industry except construction on total employment was just 14,9 in the Euro area
in 2015 and it is decreasing since it was 18,6 per cent in 2000. Moreover, final consumption
expenditure and gross capital formation represented 96,1 per cent of GDP in 2015 and Exports-
Imports of goods and services only 3,9 per cent (European Commission 2016). The importance of
these activities for the future development of the European economy is underlined, for example, by
the fact that the high congestion within the cities determines the loss of many working hours and it
requires major investment in the improvement and expansion of transport infrastructures. The large
unused rail areas in highly accessible urban sections could be used for expanding affordable
housing, which is required by the demographic shifts and the large immigrations from outside the
European Union, or for creating green areas and improving the environment and quality of life in
many European cities.

These productions are specific example of the domestic sector (Y;) indicated in the macroeconomic
model above. The reconversion toward these new “smart specializations” has the advantage that
these productions seem to have an high income elasticity and are not subject to external
competition, as they have to be produced very close to the final users and require a strong
interaction between the user and the producer. Moreover, the development of these new productions
for the internal demand would exploit the comparative advantage in these productions, existing in
Europe with respect to less developed countries, due the higher experience and skills accumulated
in these productions during the past decades.

In the future, these new productions, first developed for the European market, could promote the
development of investments by European firms in foreign countries, in order to supply similar
goods and services in these countries. Thus, the internal European market, which accounts 500
million of consumers, represents an alternative to the new markets in distant countries, and the
driver of the growth of the European firms may be represented by the demand of new products and
services determined by the increasingly sophisticated needs of the European citizens and firms.
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A sustainable urban environment requires major investments in the cities and it would also lead to
the development of many new modern productions. The economic growth depends on a dynamic
process in which the demand and the supply of the new productions interact between them
(Cappellin 2014a and 2014b). In fact, the creation of new production capacity into innovative
collective products and services by the most innovative firms stimulates the final demand by the
consumers or the intermediate demand by the companies, to experiment these goods and services.
The individual market demand can’t lead to the development of these new productions by itself and
the demand is logically revealing itself after the creation of the supply. The new needs of the users
determine the market demand and that drives the companies to modify their traditional production
specializations. Firms should anticipate the emerging needs of the specific communities of
innovative users (lead users) and be willing to do large investments in order to create the new
production capabilities, which are required in order to satisfy the user needs.

These new productions are linked between themselves and they are complementary in the use and
also in the production, as for example housing is linked to mobility and to the services provision.
The development of horizontal and vertical integration between the various firms and sectors is very
important. In fact in the case of the new services, specific segments of users and of producers often
tightly collaborate in the introduction of the innovation (Fagerberg 2005, Capello 2007, Cappellin
and Wink 2009) and tacit knowledge and asymmetric information represent key strategic
production resource and determine the evolution both of the demand and the supply of the various
productions. Therefore, industrial and regional policies should promote the tight integration of the
users and the producers.

The new specializations of the firms develop into the new contiguous technological domains
(Boschma 2016), as the process of horizontal and vertical integration between the various firms is
important. The new lead markets and new productions are not completely new vertical sectors,
separated from the other vertical sectors, but rather new complex and localized production
complexes, characterized by the horizontal integration of various production technologies and
capable to respond to the various complementary needs by the users.

Therefore, a second factor of the crisis of capital expenditure in developed countries, beside the lack
of development of new sectors, is the fact that the nature of investment has changed. First of all
many immaterial investments (R&D and technical design and organizational innovations) are not
captured by the existing macroeconomic statistics and they are often considered as part of the
current expenditure of the companies, as they have a short life span and can’t be depreciated in
various periods. Moreover, as highlighted by the six “lead markets” indicated above, there is the
need of very large and innovative and complex investments, which are beyond the current
management, technical and financial capabilities of the individual small firms. The new investments
require the cooperation between various firms, which operate in different sectors and have
complementary competencies and are capable identifying a common operative goal and to create
strategic alliances and are characterized by trust relationships, common cultural models and modern
legal governance instruments.

Innovation can’t be done in isolation and large innovative projects depend on the investments of the
individual firms in the internal R&D activities and labour skilled resources, on the collaboration
with the other firms in the territorial clusters and in the sectorial supply chains, on the collaboration
with the universities and on the collaboration with the citizens in the territory and the local public
1nstitutions.

In general, the new industrial economy based on knowledge and the progress of information and
communication technologies is characterized by a decrease of the transaction costs, the coordination
times and the various actors and firms work in a synchronized way and “just in time” and that leads
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to a shortening both of time and space. The interdependencies of the firms at the regional, national
and international level and the role of external economies are increasing and that leads to tighter
relationships of the companies with the final users, the financial intermediaries and the public
institutions. These increasing interdependencies make the investment decisions more complex and
risky. Due to the existence of various external economies and the high risk and the low expected
returns of individual isolated projects, the individual private firms do not have an incentive to act
alone and only public or collective actors can coordinate the various investment projects and exploit
the synergies between the various private firms and that is more possible at the local scale than at
the national scale.

In fact, the tight relationships between the development of modern services and the agglomeration
economies determine that the cities are at the centre of the long term transformation of the national
and European economy toward the model of the service economy and the knowledge society. Urban
areas perform the role of incubator of innovation and attract the national and international
investments. The urban agglomeration of service activities allows a tight interaction and to decrease
the transaction costs, as urban areas allow a greater geographical, organizational and cognitive
proximity or relatedness of the actors (Cappellin 1988, Boschma 2016). In fact, first of all, the
capabilities of innovative services are higher in the urban centres, Secondly, the demand of services
is concentrated in the urban areas, since in these areas the citizens are characterized by higher
income levels, greater education level and due to demographic factors often have more time for
leisure services than the population in no urban areas.

Territorial proximity allows connecting the individual demand of the people, but also connects the
companies and allows the access to those complementary capabilities, which are required in the
development of the supply of modern innovative productions. Finally, territorial proximity allows a
tight interaction between the demand and the supply of innovations.

In this network perspective, it seems that the modern post-industrial city is not characterized by
high rise buildings, the business headquarters or also the existence of large garden and parks for a
better environment, while it is especially characterized by the increasing mobility of people during
the work and in the free time and by the increasing diversity of the people and the companies,
which belong to different sectors, scientific disciplines, cultural backgrounds, regional and national
origins, different income brackets and social groups. These tight linkages between people are
crucial for the circulation of information, the creation of new knowledge and for socialization
purposes, which are key factors for a better quality of life and well-being.

Therefore, the concept of “smart cities” should not coincide with the use of advanced technologies
in the cities, but rather indicate a new development strategy of the cities aiming to promote the
creativity (or smart specialization) or the creation of new innovative productions and of innovation
networks in the local economy and community. These changes determine the existence of new
opportunities for private and public investment in the cities and may thus play a key role in
increasing the national aggregate demand, the GDP and the employment level.

In a policy perspective, cities may represent the material and immaterial platforms of the processes
of innovation and internationalization due to their endowment of higly qualified competencies and
the capability to facilitate the collaboration between different and complementary actors (Lundvall e
Johnson 1994, Cappellin 2010). In fact, the existence of well-structured production and innovation
networks, of material and immaterial infrastructures and of a well-developed and stable institutional
system allow a decrease of the transaction costs and of the adjustment costs to innovation
(Cappellin 1988). That allows a greater flexibility and speed of the process of change, to accelerate
the process of political decision making and to decrease the time of policy implementation.
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Therefore, a large European investment program (European Commission 2010 and 2014) aiming to
promote the economic recovery should start from the hundreds existing large and intermediate cities
in the European territory. An investment program focused on the quality of life of the European
citizens would be capable to have a significant and immediate effect on the GDP, but it would
require the adoption of a modern multi-level governance approach and a great empowerment of
local and regional self-government (Cappellin 2009). In fact, investment policies in the various
cities should be based on a bottom-up approach, since to stimulate the creativity and the design
capabilities in the development of high quality services and infrastructures would require to
mobilize the demand, the ideas and the active participation by the citizens and the various social
groups. Therefore, the local and regional institutions should create those immaterial platforms, such
as forum, foundations, task forces, planning centres, which are capable to create the “missing links”
between the complementary capabilities of different local actors, such as the users of the new
services, the universities and research centres, the large public utilities companies and other private
and public partners, leading to the development of interactive learning processes and the creation of
new knowledge networks.

3. Conclusions

According to orthodox macroeconomic policies the long term economic growth depends on the
evolution of the aggregate supply side of the economy. Paradoxically, the aggregate supply in a
macroeconomic model does not explicity consider the companies and the sectorial structure of the
economy, but just the labour supply function. The continuous downward shift of the labour supply
schedule and the increase of the cost competitiveness of exports in the international market could
lead to the increase of the GDP (very similar to a “mercantilistic” perspective). These policies
underestimate the role of the demand in the internal market and the various long term factors acting
on the consumption and investment functions.

According to the Harrod-Thirdwall’s model, the growth of an economy is limited by the export
growth and the balance of payment constraint. The model of internal demand led growth presented
in this article is different since it indicates that innovation affects the investments and these latter
promote the GDP growth and allow to partially remove the constraints of the balance of payment,
both by expanding the exports and by redirecting the internal demand toward the domestic
productions thus reducing the imports. Therefore the growth of GDP is a function of innovation in
the companies and of changes in the needs of the consumers, rather than only a function of the cost
competitiveness of exports.

According to the model of internal demand led growth presented in this article, if the condition (m
> ky/ky) is satisfied, macroeconomic and industrial policies and regional policies can succeed to
increase both the GDP and the surplus of the balance of payment by developing the internal market
and the share of the domestic sector in the national investment. In fact, macroeconomic policies,
industrial policies and regional policies should aim to increase the share of investment in the
domestic sectors (s), if the productivity of capital expenditure in the domestic sector (k) is high and
if the propensity to imports (m) is high, as a greater production of the domestic goods may decrease
the import of the international goods, and if the effectiveness of investment on the competitiveness
of exports (k;) is low.

The recent evolution of the European economy indicates that the slow growth of investment is the
cause of the slow growth of GDP and that investment should not only be oriented to the aim of
improving the competitiveness of exports, but also to the aim of expanding the production of those
domestic goods and services, where the demand of citizens is continuously increasing and new
innovative efficient productions for private firms and for public institutions are possible. Thus
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industrial and regional policies should promote a dynamic balance between the new demand
expressed by the innovative consumers and the new supply created by the innovative firms.

The investments should be oriented to those productions which aim to respond to the increasing
needs by the European citizens of new modern goods and services and of better infrastructures,
especially in the largest European cities. In particular, investment policies in Europe should be
addressed to fill wide gap between the demand and the supply in the following modern productions
and markets: 1) housing, 2) mobility, 3) health and education, 4) leisure and culture, 5) energy and
environment, 6) advanced manufacturing productions, which produce the intermediate goods which
are driven by those final productions.

In conclusion, the strategic priorities for an economic policy aiming to the recovery of the GDP
growth rate in the European Union (Cappellin et al. 2014 and 2015) are not lower labour costs for a
greater international competitiveness through an “internal devaluation” strategy, but rather the
increase of the productivity of the economy through the reconversion or diversification towards new
smart specializations, the relaunch of the medium and long term strategies of innovation and
investment by the private companies, a change in the structure of the credit and financial sector,
which should provide capital to the companies rather than just invest in financial assets, and finally
the concentration of a large share of national investments in the cities, in order to respond to the
new emerging needs of the citizens.
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