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| Introduction

This article discusses regional policy in Brazitdgsing mostly in the instruments of
regional promotion under the responsibility of federal government. We present them in
the context of the evolution of regional inequalitythe country, as well as that of the main
ideas and theories proposed to solve them. Evaluafiresults is an important component

of the present article.

Brazil is a country of inequalities. It has onelod worst records of personal income
inequality in the world. Gini Coefficient, basedtime 1999 “PNAD” household survey, is
0.587, while in Mexico and the USA, for comparablata, they are 0.536 and 0.445,
respectively (Bourguignon, Ferreira and Leite,2008) this country, the 10% richest
people receive 50% of total income, while the 5086rpst people receive less than 10% of
total income. Although estimates vary, around 3@%e Brazilian population lives below

the poverty line.

Regional inequality is also high. Income per cajpit the Northeastern region, the
poorest in the country, is only one third of thattlee Southwest, the richest region. The
former concentrates 58% of national GDP, whilel#tir only 13% implying a Northeast-
Southeast per capita income ratio of 46% in 2000s TS a bit better than in 1970, when
Northeast-Southeast per capita income ratio was, @t since 1985 the situation has
stopped improving. In some dimensions it deterematotal share of the Northeast in the
national GDP in 1985 was 14%. Winners here areréngaining regions, especially the

Center-west.

Social indicators in the Northeast region are agmificantly below the national
average. Its illiteracy rate is at least 3 timaghkr that of S&o Paulo, child mortality rate is
twice as large as that of the Southeast (54.5 peustnd and 26.3 per thousand,
respectively), life expectancy four years shoréerl income inequality is much worst. In
this case, the Theil Coefficient of Ceara, Bahid Bernambuco is 0.80 while that of S&o
Paulo only 0.55 (Ferreira (2000). Fifty per centtioé Northeast Population lives under

poverty



Not all are bad news. From 1970 to 2000, GDP peitaan the Center-west region
relative to the national average went from 68%Q@0%. In the Northern states of Para and
Amazonas, they went from 24% and 34%, respectively}7% and 103%. Dias (1999)
shows that ratio of the Northeast Index of Humawvdlgpment, IHD, to Brazilian IHD
goes from 0.45 in 1970 to 0.74 in 96. Many auth@fzzoni(1994), Ellery and
Ferreira(1996) and Ferreira(2000)) had found tranf1978 to the present there is strong
evidence of convergence between interstate incamegpita, either of the “beta” type and
of the “gamma” type. This can be partly attributedregional policy (e.g., Diniz(2000)
support this view) although some (e.g., Maia Go2@@2)) disagree

This article is organized in four sections in adhitto this introduction. The next
section discusses the main facts and ideas in IBagdput regional inequality and the
proposed solutions. Section three presents inlde&imain instruments and policies, past
and present, for regional promotion in Brazil. fegents a detailed outline and review of
policies, their motivation, financial mechanismgd of incentives, groups benefited, etc.
Of course, comparisons between policies are dorenvaippropriate. In addition, policies
that are not explicitly designed to correct reglatigparities, but may have an impact on it,
are also examined. Given the importance of fisea between states in the attraction of
business, we have in this section one example;ake of “Regime Automotivo” and Ford

Company in Bahia, which mixed federal and statertiges.

Section Four presents a succession of evaluatiercises of the effect of regional
policies in the poor regions of the country. Wetldat from different viewpoints. We ask if
they have any impact on the observed convergentweebre poor and rich regions; we
examine their effect on interstate GDP level; waoreeconometric results in the literature
on tax and credit incentives and regional perforcegat different levels) and we study the
evolution of social indicators. We also attempt, stho at a theoretical level, some
counterfactual exercises In this sub-section we Bkt would have happened in the
absence of a particular intervention (e.g., Sudéneg Trade Zone of Manaus), instead of

what happened after the intervention, and theneotumje possible scenarios. Finally,

% Some authors, Azzoni (1994) and Maia Gomes(208®),1960 data. However,1960 GDP data is not too
reliable.
* This will be tackled later, in Section 4.



Section Five presents some concluding remarks.eTisealso an appendix with summaries

of the main instruments of regional policies stddiesection three.

Il Regional Policy in Brazil: Facts and Theories

Regional policy in Brazil in its modern form can toaced, initially, to the work of
Celso Furtado in the “Grupo de Trabalho para o Beslgimento do Nordeste, GTDN
(“Working Group for the Development of the North&aSudene (1967)) written in the late
fifties. Inspired by the theories of Cepal and Itlain America’s Structuralist School, this
document transposed to the regional level the idefaghis group for the relative

underdevelopment of the countries in the continent.

Using the concept of center-periphery, Cepal pdintet that poverty in Latin
America was, in essence, a problem of terms oftdidadvantage that would not allow
countries in the region to accumulate enough ressuinternally. Hence, investments
would remain below the necessary to produce fasttly, unless there was some form of
public intervention. The government main role skdobk the creation of the necessary
conditions for industrialization, given the struetishortcomings of agriculture. Hence,
import barriers were erected to increase the catiystess of domestic production.
Subsidies and many forms of transfers to the matwifag sector were, at least
temporarily, fashioned and aggressive investmemigrams in infrastructure and in

strategic sectors, mostly industrial and publititutiwere implemented.

Furtado transplanted these ideas to the North-Souitalance in the country. His
policy recommendation, and the one that inspirex dreation of Sudene in 1960, was
industrialization, of course, but in radical terribs document defended a form of import
substitution with respect to the Southwest and atraatarky. It was that or either misery

or migratior?, as agriculture or services would not be able ggaesnough growth to lift

® Why migration was not acceptable is not explaifédst probably because this tradition thinks @ th
region as an unit and not of its isolated individuss the relevant unit. However, migration endajmg an
important factor in the country. For instance, mitvan 40% of the natives of the Northeastern sthte



local population out of poverty. The reason wag teams of trade favored the South

(among other reasons because of barriers to ttadatianal level and devaluation, which

increased even further the prices of intermediatedg imported by local business and so
raised the demand for Southeastern goods), implyiregpermanent transfer of resources
from the Northeast to the South.

The “substitution” idea was, in practical termsfaasible, given scale problems,
local demand and funding. It was later replacea Ioyore modest view of complementarity
between local production and that of the rest efdbuntry. However, citing Diniz (2001),
“albeit policy changes after the 1964 coup, ...,eRpectations of poverty reduction in the
Northeast resulted in the persistence of the Irdi@gnosis that gave origin to the creation
of the Sudene (e.g., Furtado’s GTDN) and its usthedbasis for governmental action in
the region for the design of the policies and ities that in essence prevail until the

present.”

Hence, more than any modern “market failure” apgioghe origin and maybe the
current essence of regional policy in this couttaye Cepal’s center-periphery arguments
as its intellectual backboheNote however, that although Furtado's GTDN omeReebish
(1949) seminal article do not mention Rosensteid&Ro (1943) or any coordination
argument, numerous analysis of regional policyater years implicitly used arguments
close to those. As we know, this view in essenderds multiple equilibria: without
coordination no isolate firm will invest, local ghaction and employment will be small, so
will demand and market size. On the other hanthahy sectors adopted increasing return
technology, they could each create income that avinel a source of demand for other
sectors, increasing their market and making incalgtation profitable. In this context, of
course, industrialization is welfare improving. ldenthe need for a “big push” (Murphy,
Shleifer and Vishny, 1989) from the government, itee need of public coordination of

investment decisions. This could be made via ineestor planning (or both).

Paraiba lived, in 1999, out of the state (PNAD Hdathat may not help to decrease regional imbalamaee
surely contributed to the reduction of personabime inequality in the country

® Castro(1971) and Cano(1976) are other relevaateates that, although do not follow strictly Fddafind
in historical imbalances of the exchanges betwkerSbuth and North the reasons for the relative
underdevelopment of the latter.



We could not find, however, in the literature oreevin surveys (Diniz(2001),
Bacelar (2000) and Dias (1999)) any argument tkpliatly justified the need of policies
for the reduction of regional inequality based aordination failures a la Rosenstein-
Rodan (1943) or “Big Push” style arguments. Muah dpposite: Dias (1999) still explains

regional imbalances using center-periphery argushatthough in a sophisticated fashion.

Hence, inspired by Furtado’s GTDN document, modegional policy in Brazil
started in 1960 with Sudene, which for some timerdimated all actions of federal
institutions in the Northeast region and was alssponsible for the management and
operation of various incentive mechanisms. Polnsgruments included tax and investment
credit, long-term financing, infrastructure constran (especially roads and energy) and
income tax reductions for business in the regionl1974, a similar agency, Sudam, was
created for the Amazon region, with analogous aihjes. Before that, in 1967, a free
trade zone and industrial district was establishedhe Amazon, based in the city of
Manaus, mostly financed by tax incentives. In @tase not only regional imbalance but
also the strategic objective of occupation of arptgnregion were the key objectives.
Another important mechanism of regional promotioraswcreated in 1990: the
Constitutional Funds. These investment funds colB86 of income and industrial taxes
and use them to finance, at subsidized interess ratvestment in the North, Northeast and

Center-West.

The volume of resources involved in these programs never small. From their
creation to March 2002, total credit of the Conmsititnal Funds reached more than US$ 10
billions. Tax credit directed to the Free Trade @arfi Manaus is estimated to be US$ 1.2
billion in 2003 alone. Finor and Finam, investmartentives schemes funded by income
tax deductions, averaged from 1995 to 2000 more @@ million dollars a year, before
they were shut down under accusations of corruptstimated value of total tax breaks
(Secretaria da Receita Federal, 2003), and assdciagional development program (not
including Free Trade Zone of Manaus) in the cursezdr is 2.6 billions of Reais, almost
US$ 900 million. And this do not include, for instz, loans at favored condition by

BNDES, a federal development bank.



Furtado’s GTDN document stated that regional iniguavas the most serious
problem in the country. Is this true? And how sasi@ problem? In fact economic activity
in Brazil is concentrated in a relatively small fpam of the territory. In 2000, the four states
located in the Southeast Region, which occupy @dB6 of the country’s area, accounted
for 57.8% of the Brazilian GDP and 43% of the pagpioh. The Northeast, by contrast,
occupies 18% of the area, accounted for 28% ofpthulation but only 13.1% of the
Brazilian GDP in 2000. This situation was even warghe past (table 1.)

Table 1. Regional GDP per capita relative to
the national average

Region 1970 2000
North 0.58 0.61
Northeast 0.40 0.46
Southeast 1.52 1.36
South 0.96 1.19
Center-west 0.68 1.01
Piauf 0.21 0.29
Sao Paulo 2.06 1.54
Distrito Federal 1.79 2.25

Source: IBGE, Contas Regionais do Brasil

In Section 4 we will deal in detail with these daltais enough to say now, that
although relative inequality reduced from 1970 @®@, distances are still large. Piaui, the
poorest state in 1970 and the second poorest i gter Maranhao) is 5.3 times poorer

than S&o Paulo, the most important state, in ecantarms, of Brazil.

Personal income data from PNAD — a household surwdwse data are
considerably more reliable than regional GDP datése show large disparities, but less so.
In 1999, average hourly income of a Brazilian workes R$15.87, but that of a worker
living in the Northeast was R$12.33 and in Piasf R$ 8.97. In contrast, hourly income of
a resident of the Southeast region was R$17.12aadvorker living in Sdo Paulo was R$
18.66. Hence, the difference from S&o Paulo toiRFsawow only 2.1 (Figure 1)
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Regional income difference may be the result of yrfators, but it surely reflects
educational differences, especially when considepersonal income. And the disparities
in this dimension are huge. For instance, educatiatiainment of the adult population in
2001 in Sao Paulo was 75% per cent above that afii R6.9 years and 3.9 years,
respectively) and while less than 6% of the adaoftsSdo Paulo cannot read or write,
illiteracy rate in Piaui is almost 30%. There isgtate in the Northeast region where this
rate is below 21%, while the country average is 18%e return from education in Brazil,
estimated by standard Mincer equation, is above, Iiéaning that on average one more

year of schooling implies ten percent more income.

Many have noticed (e.g., Barros, R. P. and Mendofi@5) and Menezes-
Filho(2001)) that educational differences are thamrcause of income inequality and
poverty in Brazil. It has been observed too thateoyou control for education and other
relevant factors, the contribution of the regionirtequality is relatively small. Some (e.g.,
Azzoni, Menezes and Leite (2000)) go even furtimel, aising simulations with micro-data,
contend that once you control for education andasifucture differences, there is no

residual left to be explained by regional factétewever, investment in human capital was



never seriously considered in this country as &pb reduce regional imbalances and the
emphasis was given to physical capital accumulatiotustrialization and infrastructure
investment. The first two were financed by a numifedifferent credit and tax incentives
schemes, all of which with some form of explicitiowplicit subsidy. In Section 4 we will
see that the record of these policies is, at lmeisted, something already pointed by Maia
Gomes(2000) and Pesso0a(1999). Although certairig/takattract business to poor regions,
40 years of regional policy in Brazil, were noteald reduce decisively income disparities
across states and regions. Given the establish&dbktween poverty, personal income
inequality and education, one is left wonderingtifs not time to change the focus of
regional policy from subsidy to physical capitalcamulation to mass investments in

human capital.

[l - Instruments of Regional Policy in Brazil

[1l.a - The Constitutional Funds

On September 1989 the Brazilian Congress enacted 1827 - based on a
constitutional article - which created the Constitutional Financing Fur{Bundos
Constitucionais de Financiamento”) respectively, tfee Northeast — FNE -, the Center-
West — FCO — and the North — FNO. These funddiaamced through a percentage of
income taxes (both from firms and individuals) atgb of the tax on industrialized goods,
3% in both cases. Of the total resources, 60% twdbe FNE, and the rest is evenly
divided between the FCO and the FNO. These ressaneetransferred from the National
Treasury to the Ministry of Integration (“Ministérda Integracdo”), which later reallocates
them to the operating banks, which are the Banchaoeste (FNE), Banco da Amazénia
(FNO) and Banco do Brasil (FCO).

" The Brazilian Constitution is extremely compreheashaving 250 articles, .For instance, it notyonl
stresses general principles of the national tatesy$®ut legislates in detail the responsibility of
municipalities, estates, and the Union and alsalisteibution of revenue among them.



After the extinction of Finor and Finam, to be sa&adin section Ill.b, the
constitutional funds became, probably, the mosbirtgmt instruments of regional policy in
the country. Their declared objectives are the ewsva and social development of the
corresponding regions, through the concessionariddo local entrepreneurs. Preferential
treatment is given to what are called “mini” andha!” agricultural producers and “micro”
and “small” companies, to activities that use laeaV materials and are labor intensive and
also to basic food production. Special attentiosdaand environmental procedures is also

taken into account.

From September 1989 to March 2002, the loans giamith resources from these
Constitutional Funds had reached, in today’s valoese than US$ 10 billidramounting
to an average 0.8 % of total GDP of the 3 regiarsyear. About 980 thousand operations
had been completed with these resources in the paned. Table 1 below presents the

total yearly transfer from the Treasury to the feynid the 1989-2001 period:

Table 2: Total Resources of the Constitutional BudS$ 1000)

Year/Fund FCO FNO FNE Total
1989 53,097 53,097 159,290 265,483
1990 164,815 164,815 494,447 824,077
1991 132,637 132,637 397,918 663,192
1992 124,865 124,865 374,593 624,323
1993 158,525 158,525 475,575 792,626
1994 149,809 149,809 449,428 749,046
1995 153,902 153,902 461,707 769,511
1996 144,609 144,609 433,835 723,054
1997 149,246 149,246 447,744 746,236
1998 151,738 151,738 455,210 758,686
1999 156,348 156,348 469,046 781,742
2000 174,381 174,381 523,151 871,913
2001 210,701 210,701 632,101 1,053,504

2002 (*) 79,711 79,711 239,134 398,556
Total 2,004,386 2,004,386 6,013,179 10,021,950

Sources: National Treasury Secretariat -STN and/ihéstry of National Integration.
(*) January to March 2002

8 In Brazilian currency, R$ 23.278 billion at Mar2f02 prices.



As one can see from the table above, until 200Grdnesfers to the Constitutional
Funds remained relatively stable, around US$ 730omiper year. Out of this value, US$
450 million went to the Northeast fund and the was divided between the FNO and the
FCO.

The loans from the Constitutional Funds were otfeae interest rates well below
market rates, and under extremely favorable camwtito local firms. Nowadays, these
rates differ from firm to firm, depending on theesiof the investment, sector and whether
the beneficiary has a good credit record or noe agricultural sector, for example, has
three rates: 6% for the mini-producer, 8.75% foralrto average and 10.75% for large

ones. These rates were negative in real termsQf,2% inflation in this year was 12.53%.

For the non-agricultural sector, loans have théowahg interest rates: 8.75% for
micro firms, 10% for the small ones, 12% for medisized businesses and 14% for large
firms. Again, given that market rates for loangtivate firms are today well above 48%
these rates imply huge subsidies from the goverhmeelocal enterprises. It is no wonder
that the Banco do Nordeste, which administers tbehéast Fund, accounts for more than
75% of all loans granted by the banking systemh@region. The conditions of its loans
are much more favorable than those of private bankisother public banks such as Banco

do Brasil. Its participation in overall agricultlicaedit is even larger, 88.3% in 2001.

The table below presents the official forecast leg amount of resources to be
allocated to the Constitutional Funds in 2003. As can see, most of the resources come
from income taxes (“Imposto de Renda” - IR) andytlaenount to a total of US$ 800

million. The rest comes from tax on industrializedgoods, “IPI".

° According to the Brazilian Central Bank, the agerapread over the CDI rate paid by firms was imddia
2003, 24.98%. The CDI is the base rate for loatwédsen banks and was, in the same month, 26.2%.



Table 3: Constitutional Funds: 2003 forecasts (US30)

FCO FNE FNO Total
Source
IPI 38,869 116,606 38,869 194,344
IR 119,996 359,989 119,996 599,981
TOTAL 158,865 476,595 158,865 794,325

Source: National Treasury

[1l.a.1 - The Northeast Constitutional Fund

In the case of the FNE, most of the resources iagetdd to the agricultural sector,
a trend that has been accelerating recently. 11 59@ 1992, only 42% of the total value of
loans went to the farming sector, but in 1997 a@@8lthis proportion was twice as large.
From 1989 to 2001, 64.4% of FNE money went to tgecaltural sector. This can be
thought of as a compensation for FINOR, which wasthg an industrial fund. Until 2001,
except for the tourism sector, loans to the sersexor were not legally allowed, but there
is no such a restriction now. However, only 2.3%tld total volume lent has gone to

services and tourism.

Note that values in Table 3 are forecasted trasstethe Constitutional Funds. The
FNE resources actually Disbursed in 2002, as loartke private sector were less than a
fifth of this valué®. Even when we consider institutional and legabfgms that plagued
the Banco do Nordeste in the period, the forecashe table above is way over the loans
figures for 2000 and 2001. Hence, as stated ircanteinterview by a Bank director, the
loans may well end up above these numbers, givengart of the money available in
previous years was not used. The table below ptegba outlays by sectors from FNE
between 1994 and 2000.

19 Original values were in 2003 Reais: R$ 532 thodsain the case of FNO and FCO — and R$ 1,536
thousand in the case of FNE.



Table 4: Loan Values, FNE, 1994-2001 (US$ 1000)

1994 1995 1996 1997
VvC % VC % VvC % VvC %
Agriculture 269,243 73.7 307,617 76.9 402,861 80.4 259,740 74.7
Agro industrial 10,838 3,0 13,321 3.3 13,111 2.6 9,528 2.7
Industrial 83,532 229 72,197 18.1 74,370 148 66,921 19.2
Tourism 1,373 0.4 6,692 1.7 10,712 22 11,707 3.4
TOTAL 364,985 97 399,828 100 501,054 100 347,896 100
1988 1999 2000 2001
VvC % VvC % VvC % VvC %
Agriculture 311,737 85.8 225,653 78.4 176,367 69.5 64,427 48.5
Agro industrial 4,151 11 2,444 0.8 2,432 1,0 2,719 2.0
Industrial 45,207 125 53,239 185 68,744 27,0 62,692 47.2
Tourism 2,208 0.6 6,689 2.3 6,300 2,5 809 0.6
Com. & Services 2,255 1.7
TOTAL 363,303 100 288,025 100 253,843 100 132,903 100

Source: Ministério da Integracéo, VC: total valdeantracted loans.

As said before the FNE is heavily focused on thecaljure sector. Note that loans,
after reaching a peak in 1996, fell by almost mal2000. In the following two year this
figure fell even furtheér. Moreover, while total outlays declined in theipd, resources
directed to the rural sector remained relativelbl. As a proportion of sector output, it
fluctuates around 3.8% (if we ignore 1990, itstfiygar of operation) in the case of

agriculture and 1.1% for industry, as one can s@a fTable 4 below:

1 Apparently, this fall in credit volume is due &ghl problems and the informal intervention, in BiNB, by
the Central Bank in 2001. This may have reduceg#ue of operations of the bank. More on this leter
Section 4.



Table 5: FNE loans as a proportion of sector output

Year Agriculture Industry
1990 1.7% 0.5%
1991 3.5% 2.5%
1992 2.1% 1.9%
1993 7.1% 1.2%
1994 3.5% 0.7%
1995 4.3% 0.7%
1996 3.7% 0.8%
1997 2.6% 0.5%
1998 3.3% 0.3%

91-98 mean 3.8% 1.1%

Source: Ministério da Integracédo and IBGE
The loans of FNE are relatively concentrated instades of Ceara, Bahia and to a

certain extent, Pernambuco. They received betw888 and 2001, on average, 18%, 26%

and 14% of the total FNE resources, respectivelypre can see from the table befow

Table 6: State-by-state breakdown of FbdEhb

FNE Share GDP Share

Maranhéo 7.40% 6.50%
Piaui 8.00% 3.70%
Ceara 18.10% 15.40%
Rio G. Norte 7.60% 5.90%
Paraiba 6.90% 6.10%
Pernambuco 13.90% 20.60%
Alagoas 6.20% 5.10%
Sergipe 5.50% 4.30%
Bahia 26.40% 32.50%

100.00% 100.00%

Source: Sudene;

Note, however, that the participation of Pernambaicd Bahia stands below their
participation in the Northeast GDP. Of course, oam expect, for political reasons, that
FNE loans do not directly reflect GDP participatiaspecially because the fund was

created to reduce regional inequality. Hence, postia@es should receive a proportionally



higher piece of the pie. However, the under-reprieg®n of these states looks too
disproportional, at the same time that those oliP&nd Sergipe go in the opposite

direction.

Of course this could be compensated by other fimahsources, such as FINOR or
even with BNDES (National Development Bank) loaireated to the region. With respect
to FINOR, that is not the case. Between 1990 ar®bh 18ccording to Sudene data (cited by
Monte and Tavora Junior (2000)), Bahia got only 2&f4he total FINOR money and
Pernambuco 18% (in this case closer to its GDPe$hbr both cases Ceara got credit well
above its participation in the regional output Y@ the case of FINOR. This may reflect
the fact that Banco do Nordeste is located in fexta Ceard’s state capital, and so more
vulnerable to political pressure from this statafscials. When one takes into account that
agriculture production in Ceard is extremely snthik over-representation, especially with
respect to FNE, which mostly finances the rurat@edints at political influence. One of
the main reasons is that in past years, the he&@hiéo do Nordeste was “appointed” (in
the sense of traditional naming rights) by the gooe of Ceara or local politicians. Of
course, these facts may partly (or entirely) réfkbe competence and aggressiveness of
local bureaucrats in obtaining FNE and FINOR fufids

Finally, FNE has a bimodal distribution, by sizeestablishment. This is so because
60% of the contracts, in value, are earmarked foallssize firms, while 31.5% goes to
large firms. As for the balance of investments, 368fresponds to large firms, and of

these, almost half are in the industrial sector.

A particularly serious problem in the FNE perforroars its rate of non-performing
loans, 31% in 2001, very high by any standard. écti®&n Four we will discuss this

problem.

12We excluded loans to Minas Gerais and Espiritd@amunicipalities, which are part of the Sudergare.
Proportions are corrected to add up to one.

13 Against this political view of regional credit amntration is the fact that Piaui, a state wittpatitical
clout at the national or regional level, receivedsiderably more than its share of FINOR and FNBeyp



[1l.a.2 - The Center-west and North ConstitutiorRahds

The main objective of the FCO, as for the FNE amMOFfor their respective
regions, is to contribute to the economic and salgaelopment of the Center-West region,
by financing activities in industry, agroindustfgyming, mining, tourism, commerce and
services. The FCO'’s area takes in the Federalti€isind the states of Goias, Mato Grosso

and Mato Grosso do Sul.

Although the Treasury forecast of new resourcestferFCO presented in Table 2
is something around R$ 534 thousand, the upperdotiresource application established
by the fund board is 2.5 times that (R$ 1.276dmil)j the difference coming from resources
left idle from previous years and from the retum loans and investments. This figure,

however, is unlikely, as it is far above recentayg from the FCO.

Similar to the FNE, the vast majority of total lsaftom the FCO are directed to
agricultural activities. For instance, in 2001, diteto the industrial, agro industrial,
infrastructure, tourism, commerce, and servicessscbsorbed only 29.6% of total credit.
Of these, only 15% went to industrial enterprised @% to infrastructure. Likewise, 60%
of loan values went to small firms, while 20% weatlarge ones and another 20% to

medium-sized firms.

As opposed to the FNE, there does not seem to malmlance between state GDP
and FCO loans, especially if we ignore the Fedé@iatrict (DF), which is basically
Brasilia. The DF GDP corresponds to almost 40%hefregion GDP, but this is in most
part expenses related to the public sector. Witk ¢brrection, there is high correlation
between relative GDP and FCO loans, although Gelesives a bit less than its share and

Mato Grosso a bit more.

The official figures for the number of jobs crehtey the FCO are 270
thousand from 1990 to March 2002. This is the estnof direct employment created by
FCO loans; there are no figures for indirect empiegnt. On average, fund money allowed

the creation of 22 thousand jobs a year at a dosStS§ 6,700 each. As a comparison, the

8% and 10%, respectively, as it represented in D387 4% on the regional GDP. Moreover, in 2004 an
2001, the proportion of FNE credit going to Ceagérdased considerably.



FNO, which receives the same volume of transfemnfthe National Treasury, generated
15.6 thousand jobs a year (from 1990 to 1999). Heatleast with respect to job creation,
the FCO is more efficient. As for the FNE, there no separate estimates for indirect and

direct job creation, and the methodology for therfer is not clear.

Another dimension in which the FCO is more effi¢idran the other funds is in the
proportion of non-performing loans. The qualitytbé credit from the FCO is way above
that of the FNE and FNO. As we saw before, 31%heflbans from the FNE should be
classified as non-performing in 2001, while thismber for the FNO was 13.2% in 2002.
From 2001 to 2002, of all outstanding FCO creditdy 1.5% on average was classified as

non-performing. Of that, more than 90% is crediagmicultural activity”.

Part of the explanation for the better credit gyadf the FCO may be related to the
fact that regional banks — BASA and BNB, adminidtes FNO and FNE respectively.
These banks tend to be influenced by local elitesoliticians, and so are more indulgent
with late payers and less strict with respect smlguarantees and collateral. The FCO, on
the other hand, is managed by Banco do Brasil, lwhithough a federal bank like BASA
and BNB, is not locally controlled as are the latteo. Much the opposite, in recent years
the influence of local politicians over Banco d@aBit has decreased considerably, so that it

can use better practices in managing the FCO.

Finally, the FNO received from its creation untd around US$ 2 billion, the
same amount as the FCO and one-third of that redddy the FNE. As said before, these
resources are transferred by the National Treasuaycorrespond to 0.6% of total revenues
from income taxes and tax on industrialized go@&lmilar the other two constitutional
funds, the FNO credit goes mostly to agricultucivaties, as 65% of their loan operations
were concentrated in this sector from 1989 to 2Q@Kewise, 55% of the loan volume
went to small firms. In 2001, however, 50% of thed:t went to large firms and in 2002
more than one-third. The total volume of loans meted in 2001 and 2002, was R$ 462

million and R$ 609 million, respectively.

 This is a recent trend, however, as in 1998 ar@® Xore than 20% of the loans were not paid indull
were in arrears.



FNO loans were heavily concentrated in the stat®arfi. On average, this state
took 48% of the total FNO credit since the progmmreation (51% in 2001), but Para
represents only 37% of the regional GDP. The stifenazonas, in contrast, received only
7.4% of the credits, but its economy has the sameeas that of Para. This imbalance may
be a compensation for Manaus Free Trade Zone crellich is mostly allocated in the

state of Amozonas.

lll.b -Fiscal Incentive Programs, Sudene and Sudam

The recent history of fiscal incentives in Brazibr fprivate investments in
economically backward regions of the country begaith the creation of the
Superintendéncia de Desenvolvimento do Nordest®)BEBE (Northeast Development
Superintendency) in 1959, through Law 3692. Subsetty) in 1966 the Superintendéncia
de Desenvolvimento da Amazbénia — SUDAM-- was cikdir the Amazon region.
Another program was instituted, the Grupo de Re@agé® Econdmica do Estado do
Espirito Santo — GERES (Group for Economic Recowdiihe State of Espirito Santo), to

manage that state’s Economic Recovery Fund — FUNRES

Decree-Law 1376 of 1974 was another mark in theotysof development
incentives, creating two huge investment prograflAM for the Amazon region and
FINOR for the Northeast regibh These programs were based on tax incentives,hwhic
were used to constitute the investment funds fer pnograms. In 2001, Provisional
Measure 2148 extinguished the three regional investment fundscussed above
(FINAM, FINOR and FUNRES), except for certain pidfe set up under Art. 9 of Law
8167 of 1991, which were previously approved. Theme Provisional Measure

extinguished Sudene and Sudam.

5 Sudene and Finor area of operation also includedNbrth of Minas Gerais and Espirito Santo, tvaoest

located in the Southeast Region.
16 Provisional Measures are issued by the Presidengnain in effect for 30 days, during which Corsgrean enact them. If not, the President can eeissu

them every 30 days. This use of what amounts écwtive fiat is controversial, but does allow ataier degree of action in the face of a very fragio

Congress and party system.



The resources for the two regional funds came ftam options by companies
throughout the country, while for FUNRES this otdpk in companies located in the state
of Espirito Santo. They were allowed to earmarkauh8% of their income tax to the fund
of their interest (for FUNRES the limit was 25%heTloption for the fiscal incentive was

made on the annual tax return delivered to the laé&evenue Secretariat (SRF).

The beneficiaries of the Funds’ investments weespectively, projects and
investments considered strategically important North (FINOR), Northeast (FINAM)
and state of Espirito Santo (FUNRES). The sectonsidered as favored according to Art.
5 of Law 8167 of 1991 were adjusted annually angt@ped by the Deliberative Councils
of the Regional Development Superintendences (SUDdAM SUDENE and GERES, for
Espirito Santo).

lll.b.1 - Operational mechanism of the Finor, Finand Funres

Resources for the investment funds came from aneafsmt of 18 percent of
corporate income taxes. Companies throughout tbetoowould declare their interest, the
Ministry of Finance would issue at the start of leaear a special edict provisionally
establishing the percentage of “real profit” focame tax purposes and the schedule for
early release of the resourtesThis edict was what guided and authorized theoNat
Treasury Secretariat (STN) to transfer in advaheeestimated resources each month to the

Funds.

As the resources are transferred by the STN toFtheds, the operating banks,
complying with release from the Sudene and Sdd#for FINAM AND FINOR) or from
GERES (for FINRES), pass them on to the beneficampanies for application in the
fostered projects. The resources are releasedsagssnance of the shares of the companies

in the case of own projects, or of debenturesenctise of third-party projects.

YThis is because companies generally pay an estinateper month and often have a credit at theoénd
the fiscal year based on the final calculation.

8 These assumed responsibility for project evaluagiod for recommending approval for beneficiary
undertakings by the Deliberative Councils



Upon physical implementation of the project, thep&intendencies issue the
corresponding Certificados de Empreendimento Imptim (Cls) and the shares obtained
by conversion of debentures are sold in specigiang’. Before the changes instituted in
2001 by Provisional Measure 2058, there were atseaonvertible debentures, issued at

the time of release of the resources, but onlyeetdble upon their maturity.

It is at the time of these special auctions that shares held by the Funds are
exchanged for the Cls originally issued by the FRumd favor of the participating
companies that chose the 18% deduction option. eThpsrations were regulated by the
Comisséo de Valores Mobiliarios — CVM, the Brazili@ecurities Commission, and were
carried out on regional stock exchanges. Traditiprthis operation implied significant
subsidies for the project owners because the daotaf these Cls was very low in the
secondary market. They could in effect buy baekrtbwn shares at a steep discount. This

was an important attraction for regional investméftdre on this on Section Four.

Table 7 presents the total transfers from the Tmga® the Funds. On average,
resources allocated to Finor were marginally latban those to Finam. In the case of the
latter, they were around 68% larger than thosenefRNO from 1995 to 2000, but Finor

values were never above those of FNE. In March 200Tunds were extinguished.

Table 7: Transfers from the Treasury to the Redibnaestment
Funds (US$1000)
1995 1996 1997 1998 1999 2000 2001

FINOR 366,898 400,303 434,218 353,825 181,595 234,455 50,833
FINAM 362,266 155,960 238,671 298,301 221,449 300,572 37,808
FUNRES 12,988 14,922 21,154 11,492 10,235 9,112 1,733
Total 742,152 571,185 694,043 663,618 413,279 544,139 90,374

Source: Secretaria do Tesouro Nacional

The table below presents the distribution of tremueces of Finor across states. As
we can see , there is a relative asymmetry fagdiearda, Paraiba and Maranh&o, that got

more than its share of resources, and hurting Bahia

91n later years the rules changed as not all tlemsed resources could be transformed in sharé¢<3G#
would have to be paid in money. As noted by Maian®s(2002), this almost never happened as very few o



Table 8: Resources Allocation: Finor (1995-01)

Total Northeast

Alagoas 4.4% 4.9%
Bahia 11.5% 12.7%
Ceara 16.9% 18.0%
Maranhao 9.2% 9.6%
Paraiba 12.0% 13.0%
Pernambuco 21.3% 23.2%
Piaui 6.0% 6.5%
R. G. do Norte 7.2% 7.7%
Sergipe 4.2% 4.4%
N/ Minas Gerais 7.3%

Total 100% 100%

The resources of Finam, on their turn, were heastlgcentrated in the states of
Mato Grosso and Para, which received around 26% 3ifb of total resources,

respectively.

lll.b.2 - Adene, Ada and the new Development Funds

The same provisory decree that extinguished Sudet&udam, and the tax

options to FINAM, FINOR e FUNRES, created substisuregional policy agencies and
programs. They were the Agéncia de Desenvolvimedto Nordeste (ADENE,
Development Agency of the Northwest) e Agéncia desdhvolvimento da Amazdnia
(ADA, Development Agency of the Amazon) and theyll vile responsible for the
management of the Development Fund of Northeasttaneklopment Fund of the North,
respectively.As opposed to the previous investriemds, the current ones are not financed
by fiscal/tax incentives but by Treasury resour¢tence, the amount of funds allocated to

them is now part of the federal budget, which igraped by the Congress.

In 2001 the resources allocated to the Northeamt fuere close to U$ 200 million
and that of the North fund, U$ 130 million. In 20®2ese values were, respectively, U$225

the inconvertible debentures were ever repaid.



million and U$ 150 million. In future years the fimendowment will follow, in real terms

(and local currency, of course), the values of 2002

The resources of the Fundos de Desenvolvimentoatddste e da Amazonia stay
in the Treasury account, which contrasts with Fiand Finam. The operator agency of
these funds will be, respectively, the Banco dode¥ste and the Banco da Amazdnia. Their
functions now are much more limited when we comparieir previous role in Finor and
Finam. They have only, first, to supervise andexify the regularity of the projects and in

second place suggest the releaseof the finansialirees of the projects

In summary, there are two main differences betwten present institutional
framework and the previous one. First, the fund®uweces are part of the federal budget
and do not come from tax incentives, Second, theeypstays with the Treasury, which
releases them direct to the projects approved éygencies. The control from the central
government is much stricter now, and the room femtrseeking behavior and even
corruption are much smaller. Moreover, there ardnidden subsidies now, as opposed to
the Finor/Finam system that in fact transferredéasums of public money to private firms,

although it was not suppose to.

An important point here is that, in fact, theserames and programs are not yet
operative. As stated by Maia Gomes (2002), the filisector of EDENE was only
nominated in the end of 2002, and even the phystakcture and headquarters of the
agency were not set by this date. This left opdmes room for pressures in favor of
restoration of SUDENE and the new president prodhise campaign that this agency
would be back under his administration. Howevegrg¢hs no budget money for such, and
even if SUDENE is re-opened is not likely that Haane type of programs of the past will

be reinstalled.



[11.b.3 — Other fiscal incentives

There are other Fiscal incentives for the North@ast North region of lesser (or

difficult to estimate) importance.

The provisory decree n°® 2199-14, of August 200Tjddel that firms in this two
regions, that operated in sectors strategic forréggonal development (defined by law),
which have projects previously approved (by a simlaw) for installation, expansion,
modernization or diversification will have the riglo a reduction of up to seventy five
percent of their income tax owed. The definition sifategic sectors is very broad,
comprising most industrial sectors, tourism, sorgebasiness sectors, some agricultural
sectors and infrastructure. There is a time sparhi® benefit (at most ten years) and the

program will be extinguished in 2013.

The same decree decided that new projects would Bmaller discounts in the
future, which will be of 37.5% (until December 32003), 25% (from this date to
December 31, 2008) and 12.5% (from the end of 2018 December 31, 2013).

There is also a program of “deposit for re-investthevhich allows firms in the
same priority sectors as above to deposit 30%sahdome tax due, added of 50% of own
resources, in the regional development bank andthesse funds to the acquisition of
equipment and modernization investment. The investrprojects have to be approved by
the BNB and BASA, depending of its region.

[1l.c - Banco do Nordeste

Banco do Nordeste do Brasil S.A (BNB) is the depaient bank for the Northeast
Region, as well as for the north part of the stafelslinas Gerais and Espirito Santo. The

bank was founded in 1952 with objective to fomdm tevelopment of the Northeast



region that, devastated by the constant drouglighenscarcity of steady resources, lacked

a consistent planning and financing sources (BNIBOX.

Nowadays the bank added to its objective techmissistance and training, or some
support to it at least, of clients and firms invedvwwith one of its many credit programs. In
that sense the bank goes a bit further of beinghpls financial intermediation business or
even a typical development bank. It has some relse@adition (more in the past than
today) and its research department, ETENE, wasrgrortant regional reference in the

sixties and seventies.

The Bank exerts the administration of the FNE amad the operator of the FINOR,
and its portfolio administrator. It is also the ewwor, in the Northeast, of federal financing
programs with some regional impact (for instanc®T Feredit directed to small business

and some BNDES credit lines).

The bank has also operated with credit lines, theeto specific programs, partially
created with loans from The World Bank and IADBorarThe World Bank, for instance, it
was granted a loan of US$ 400 millions in 1994 ¢odpplied in tourism projects, and
another one of US$ 100 millions directed to thaficing of machinery imports. In a less

extent, the bank also issued medium term bondseimternational credit market.

From 1995 to 2001, the total credit from the bawmeraged 2.4 billion reais,
something around 1.8 billion dollars. However, afeaching a peak of 2.8 billion dollars
in 1998, the total credit fell to only US$ 800 naits in 2001. Although currency
devaluation played a part here, the fall in loaarency was also evident and large, from
R$3 to R$1.8 billions. This last figure amountdtd5% of to the regional GDP?

Recession may explain a share of this fall. Howepart of the explanation has to
do with the financial troubles the bank had in plegiod. In 2001, the central government
decided to increase the social capital of the BaikR$ 936,0 million for R$ 3,596.00
million. The central government, as its main shalger, subscribed the stock issued by
the BNB, totaling R$ 2,556.22. In consequence lidsé measures of patrimonial
adjustment, the institution suffered, in 2001, asl@f R$ 2,542.7 million (around US$
1,215 million). The reason for all this is that thenk was forced by the Central Bank to

register as non-performing loans 31% of its creatd without the injection of treasury



money the social capital of the bank would be negafThe general perception is that

credit control and general accounting procedureg wensiderably below usual standards.

In any case, and as said before, the bank sty ikar the main source of credit in
the region. Of its total loans, 62% is directedhe rural sector, 25% to the manufacture
sector and 8.5% to infrastructure projects. It apgEs mostly with the private sector, as only
8% of its total credit goes to the public sectdnie BNB has around 1,400 million clients

and in the last eight years 98 percent of the dip@imwere done with small firms.

In addition to programs connected to Finor and FHE,Bank has a large number
of programs with well-specified objectives and wotee Among them, the most important
are: Crediamigq direct to micro businesses, it was created in81&9d since then had a
total volume of loans of R$ 539 million and 720 ukand operations, and its average loan
size is close to 300 dollars. It's the largest pang of this type in the countrygrodetur,
directed to tourism projects in the region. Thisdihas a US$ 800 million endowment, half
of it comes from an WorldBank loan. It financesastment in hotel, resorts, parks and
other touristy facilities and also infrastructurecls as airports renovation®ronaf a
program aimed at family farming busine€®dula da Terraa program to support land
reform, etc. There is also a relative importangpam, Farol do Desenvolvimento, which is

based on clustering ideas.

As any official institution, the Banco do Nordestenot free of political injunction
and influence of local forces. In the previous ge#lne governor of Ceara — member of the
same party of the president Fernando Henrique Gardappointed the BNB president.
The current president was an indication of the lllcanch of the Labor Party and is a
college professor with no previous experience enfthancial sector. The same is true with
the Basa, Banco da Amazonia. Its president waspaofficial in Acre, a small state

governed by the Labor Party and, likewise, no erpee in financial markets.

Overall assessment of the institution is not ary @ask. In the recent past it has
decentralized its operation and increased its facusmall to medium sized business. It
went from 46 thousands clients in 1995 to 1.4 onli in 2002 Crediamiggq its program
for micron firms is the most important in the cayntwith an impact on the informal

sector. Likewise, the Farol do Desenvolvimentoprogram and the introduction of



Development Agents — bank officials responsible ardiy for credit operations, but for a
number of technical and training actions - had Iguaepositive impact on local business
throughout the Region. This all contrasts to thelwesive emphasis on large business in the
past and reduces the room for rent seeking. Ottoggrams with well-defined target, such
as the already mentioneBrodetur, apparently have been very successful (tourism

infrastructure in the region has surely improvethia last few years).

However, as we will see in Section IV.C, bank opers were far from efficient in the
past, due either to political injunction or simglyb-par administrative procedures. The rate
of non-performing loans of the FNE was 31% in 20&d that of large firms way above
this figure. Informal intervention by the Centrahiik, and a new administration, suggest an
improvement in its banking practices. Another peal this time structural, is that half the
money of the FNE has to be directed by law to t®emi-Arido” region, a dry and distant
area. This, of course, hurts the performance ofbiwek. Summing up, even hard-line
opponents recognize that the Northeast would bestweithout than with the bank. The

room for improvement, however, seems large.

lll. d - Zona Franca de Manaus

Probably the most important tax incentive prograniBrazil is the Zona Franca of
Manaus (ZFM - Manaus Free Trade Zone), establiblyetthe federal government through
Decree 288 in February 1967. Its objective was {ahtb create in the Amazon region an
industrial, commercial and farming center. Its maiachanism is tax incentives, granted
initially for 30 years, and its physical area enpassed more than 10 thousand km?2,
centered on the city of Manaus (a deepwater infaottion the Amazon River). Its declared
objective was to integrate the Amazon region todgbenomy of the rest if the country, as
well as job creatiofl. In August 1968, Decree 356/68 extended the hisnédi all the

Western Amazon states, taking in Amazonas, AcredBoia and Roraima.

20 Moreover, also “to improve the security level foaintenance of its territorial integrity” a seasomarry
of hard line nationalist sectors of the Braziliatisty.



The ZFM is based mostly in tax incentives for firtosated in its region, and its
main mechanism is abatement or exemption of taxesingorts and industrialized
products. With respect to the former, there is oalypartial rebate if the products
industrialized in the Manaus Industrial Pole (Pfgr, “P6lo Industrial de Manaus”) leave
the ZFM for any point in the country. In this capacking material, intermediate inputs and
other imported components pay the usual importstdreontrast, the exemption of the tax
on industrialized products is total for all the sfendises produced in the PIM, regardless
of whether their destination is internal consumptieale in any point of the country or

export.

The agency responsible for managing the programaterea methodology to
calculate the of the ZFM. Table 8 below presents @éktimates by Suframa, the agency
responsible by the administration of the ZFM prograf total tax exemption in 1997-
1999:

Table 9: ZFM: Annual Tax Exemption (US$ million)

1997 1998 1999
Import Tax 693 401 375
Tax on Industrial Goods 1824 1357 1131
Total 2517 1758 1506

Source: Suframa

Although, as one can see, there are large fluctogin the estimates, on average in
that period tax exemption was more than US$ 1l®bik year. The official forecast for
2003 is something around US$ 1.2 billions (Seciztda Receita Federal (2003)).

The ZFM had a considerable impact in terms of jaation, exports and attraction
of industrial firms. It is today the main locatiaf electronic equipment factories in the
Brazil, although some of them (especially compyteaase merely assembly lines for
imported parts. The table below presents the eoluif employment by industry in the

Manaus industrial Pole:



Table 10: ZFM: Employment by Industry

SUBSECTOR JOBS

YEAR 1998 1999 2000 2001 2002
Electrical, electronic/IT 26,831 21,902 25,870 28,100 28,147
Watches and clocks 1,615 1,526 1,407 1,456 1,496
Motorbikes 5,147 4,943 5,709 6,566 7,702
Thermoplastics 2,680 2,572 2,933 3,609 4,201
Beverages 1,482 1,151 928 1,105 1,166
Metallurgy 1,258 1,102 1,400 1,531 1,665
Metalworking 404 274 435 505 896
Woodworking 2,971 2,571 2,391 2,182 1,933
Paper and Cardboard 615 660 874 1,113 1,234
Chemicals 392 472 526 679 751
Textiles 86 82 64 470 475
Non-metallic minerals 536 526 650 554 365
Optics 863 850 1,049 1,121 1,150
Toys 351 204 175 464 506
Disposable Lighters, Pens and Razors 1,700 1,587 1,577 1,734 1,584
Others 2,644 2,673 2,891 3,526 4,057

TOTAL 49575 43,095 48,879 54,715 57,328

Source:Suframa

By far the largest employers in the Manaus Indak®ole are the electronics and
computer sectors, followed by motorbikes and ptastAs for revenues, the electronic
equipment, computers and motorbike sectors weponsible, respectively, for 36%, 17%
and 16% of the total sales, which is approximaté8$ 10 billion. The remaining revenue
is relatively dispersed, except for the chemicalsa, which is responsible for around 9%

of total revenues.

In Section 4 we will present an evaluation of thandus Free Trade Zone. For now
it can be said that in terms of business attractiordirect and indirect job creation it is
indeed a success story. It also had an impact@®wdbupation of the Amazon. The costs,
however, are not small. Moreover, it is hard orteumpossible to be replicated, not only
because of the costs but also because there ialgyatot scale for other industrial districts

in the country such as the one in Manaus.



lll.e - BNDES

The BNDES, Banco Nacional do Desenvolvimento EcdonénSocial, has no
mandate on regional policy. It is a federal develept bank and the main source of long-
term credit in the country. Its volume of operatieached R$ 38,153 million in 2002, more
than US$ 11000 millions, and something around 14#atonal credit.

There are, however, four regional programs in tlaakbPrograma Nordeste
Competitivo (for the Northeast Region and north of EspiritsmtBaand Minas Gerais),
Programa Amazobnia Integradé&for the Amazon Region, except ZFM, and parts of
Maranhao) Programa Centro-Oestéor the Center-West Region) and a program fotspar
of the Rio Grande do Sul State.

These four programs are in fact a collection ofdbés and advantages, associated
with the main lines of credit of BNDES, offered business located in these regions.
Hence, there are no programs in the bank expliciégigned for regional action. What
these programs in fact do is to offer in some caswealler interest rates, longer debt
maturity, and greater participation of the finamgin the total value of the investments. For
instance, thdBNDES Automaticgrogram, that offers credit lines up to R$ 10 iwnls,
increases its maximum participation in the totalestment financed from 80% to 90% in
the case of firms located in one of the areas®fégional programs. The same is true with

FINAME, the main credit line for machine and equgh

Another noteworthy example is that of Finen. Tkisiiline of credit for loans above
R$ 10 million that can be used, for instance, makquisition of machines and equipment.
This limit falls to only R$ 1 million in the casd oompanies located in the areas of the
regional programs, Moreover, in this case the financan directly be pled to the BNDES
rather than to financial intermediate licensed hg bank (e.g., a commercial bank),
reducing loan cost, as there is one spread lebs fmaid by the borrower. There is also a
small interest rate advantage, and no firm sizdtliin one of the export-financing

program, the8NDES-Exim Pré-embarque.



The BNDES has a number of licensed financial ineshaites that operate some of
its line of credit. In 2002 they were responsilie dround 46% (R$ 15,721 billion) of all
resource outlays of BNDES. The regional banks, BB BASA, are small players in this
case. The first, in the same year, processed ofily R million of loans from BNDES

credit lines and the second only R$ 36 million.

However, although BNDES’ regional program seemietatimited, the impact of
the bank in the poorer regions is not necessambglls The evidence is that total credit from
the BNDES for the Northeast and Center-West regismot only large, but also superior
to that of the regional funds. According to numbiersAguiar Monte and Tévora Junior
(2000) the total credit from the BNDES to the Nedht Region in the 1990-98 period was,
on average, four times larger than that of Finat &r8 times larger than FNE loans. In
1998 these numbers jumped to almost 6 and 3 tiarger, respectively. Likewise, in the
Center-West region according to numbers in Monté&leto and Maia Gomes (1998),

BNDES credit was three times larger than FCO ciiedite years from 1990 to 1995.

The Credit-GDP ratio in Brazil is very small, arouR5% as compared to 60% in
Chile and almost 80% in North Korea (Lisboa andeBtkman, 2002). In this sense, the
importance of the BNDES is considerable, more sariderdeveloped regions. At least
until the implementation of institutional reformioaving the development of the Brazilian
financial system - at least to levels comparableéhtwse of Latin American countries -
BNDES will remain a key player in the long-term aitemarket. Note, however, that there
was never a comprehensive evaluation of its pedoo®, among other reasons because it
does not publish detailed numbers of its operat@md costs. As loan rates are below
market (but less so than in the BNB) one couldklohalternative uses of these funds, but

this exercise would need access to protected data.



lIl.f - Regional Impact of National Policies

l1l.f.1 - “Regime Automotivo” and Ford Motors in B&

Regime Automotivo is an investment and export progwith special regimen of
importation. In this program, an industrial companstalled in the country or newcomer
that commit itself to investment and export targei$ have the authorization to import

industrial goods, inputs and even vehicles und#uced import taxes.

The system was created in 1995 (Provisory Decrel)R3/95, turned into Law n°
9449 of March 1997) and grants some minor spececartives for the Northeast, North and
Center-West regions, in addition to the benefitsicmn to the entire country. It is directed
to the auto industry, including cars, trucks, busesctors and other agriculture vehicles
and parts. In the case of the regions above, dt ialsudes two wheel vehicls Its main
objectives were to maintain and modernize compaaelsplants already established in the

country, attract new firms and to promote sectqoetx

It is not clear what is the regional impact of Begime Automotivo, if any. We can
infer that the concentration of motorbikes productin the ZFM makes uses of its benefits,
but there is already, in this area, exemption giarhtax for local production intended to
the international market. Except for the ZFM we it have information of any other
motorbike factory in the Northeast, North and Ceftest regions. Moreover, as the
benefits are the same to all states, the decisio®@If for plant location end up being state

and municipal level tax benefits (Arbix and RodegtPose, 1999).

In this sense, the state of Parana was able tcatdrnumber of car factories, and
Minas Gerais a Mercedes-Benz plant, mostly becafisexemptions of local taxes (in
general for 10 years), infrastructure investmentl & certain cases, direct loans and land
donation. As the benefits of Regime Automotivo &aplequally to every region and state,

it might at most partly explain the volume of intresnt but not its distribution.

1 That was the only regional incentive we could findhe legislation.



With respect to state benefits and “fiscal war” agpcstates, one of the most
noticeable case is that of the Ford Motors planBahia. This factory was originally
supposed to be built in the state of Rio Grand&wlo However, the government elected in
1997 tried to renegotiate the deal between the eompand the previous governor,

claiming that the conditions were too generoud-and and too expensive for the state.

According to the original contract, the State ob Rirande do Sul would lend Ford
R$ 210 million (around US$ 200 million), at extrdgnéavorable conditions (no monetary
correction, 6% interest, 15 years to pay and 3dd paying) and expend another R$ 234
million in infrastructure, public works and the dikThere was also a BNDES loan of R$
500 million assured and exemption of local taxeslfd years. When Ford did not accept
the new conditions proposed by the state, it mategroject to Bahia. The advantages
offered by this state were similar to the origioaks, but most likely better (e.g., now there
is 12 years of exemption of local taxes). Of coutkes is an extremely expensive policy
for the country as a whole. Arbix (2001) estimates the cost for the State of Rio Grande
do Sul of each employment created in the GM factor@ravatai was US$ 172 thousand,
and the total contract is similar to the Ford dddlis is 5 times above the cost of an

employment, in terms of tax breaks and fiscal itiges, in a GM plant in Tennessee.

Note that the tax reform currently under discussiothe Congress will in practice
ban fiscal war, as they will take out of the stidite power to modify most of the relevant

local taxes as well as the capacity to grant exempt

[11.f.2 - Trade Liberalization

There are not many studies investigating the impaictthe Brazilian trade
liberalization at the regional level. As it welldnn, the trade liberalization process began
in Brazil in 1988. This was rather timid at firstjth the elimination of redundant tariffs,
but after 1990 the pace of reform accelerated.g@lntitative controls were definitively
eliminated and a timetable was established fofftegduction. By 1997, nominal tariffs

were on average one-tenth as large as in 1987.ae tow strong evidence (e.g., Ferreira



and Rossi (2003)) of large and widespread prodiztimprovement after barriers to trade
were drastically reduced. The data also reveakas®s in import penetration in almost all
manufacturing sectors, of (at least) temporary cgdn in employment and some sector

reallocation of production.

The evidence of the regional impact of trade libeaion is far from abundant.
Souza e Barreto (2001) tests the impact of nomiaaiff on Northeast industry
productivity. Their stylized facts are similar toose of the country as whole. During the
eighties productivity decreased at large annualsrée.g., labor productivity fell 3% a year
in the 1986-89 years). By the beginning of the tasethis trend is partly reversed and
from 1992 on it is observed a general increaseroflyctivity. On average, total factor
productivity and labor productivity grew at 3 panta year across manufacturing sectors.
This change of behavior coincides with trade libeaéion. Econometric results confirm
the association between trade liberalization arwlyetivity growth. The authors regress
productivity measures on nominal tariff and theinested coefficients are negative and
significant at the usual levels. They show thateduction of 1% of the nominal tariff
implies increases around 3% to 3.7% in the rategrofvth of labor and total factor

productivity.

Nogueira e Rosa(2000) presents some stylized fastsg industrial data from the
IBGE, and a simple structural break model to ingas¢ the impact of trade liberalization
on production, productivity and labor cost. Theydfithat there is a break in the output
trend in 1990 (“liberalization date”) in the Nords and South Region, as well as in the
states of Sao Paulo, Rio de Janeiro and Minas S&dtlawever, this change is not enough,
in the case of the Northeast and Rio de Janeirimvirt the negative trend estimated from
1985 to 1990. They also show that the manufactuseciors of Sdo Paulo and South
regions grew in the whole period at rates above riagonal average, implying most

probably a “reconcentration” of industry activity some of the traditional industrial areas.

When examining sector reallocation, the articlevshthat the Northeast increased
its participation in some traditional industriess proportion of the nationwide textile
output goes from 14.7% in 1985 to 29.9% in 1997 amcthe leather industry its

participation jumped to 18%, from 11%. As for S&l®, the broad picture according to



the authors is a reduction in its share in traddlondustries (with the exception of the
Perfumes and Soap industry) and an increase ishiése in technology and capital-
intensive industries. There is also some weak egel¢hat the South Region is specializing

in traditional industries such as furnitiffe.

The same authors estimated a strong structurak bre@roductivity after trade
liberalization. In all states and regions they hakata, the productive decline estimated
before 1990 turn into positive growth after thigedaAs in the previous paper, and previous
evidence using nationwide data, one cannot rejeat trade liberalization improved
industry efficiency in all regions and some sta@se noteworthy fact in their estimates is
that productivity growth rates after trade libezation are basically the same across states

and regions.

Finally, Canedo and Ferreira (2001) shows thah@1988-1995 period there is an
increase, across states, of labor productivity etspn in the manufacturing. Of the 20
industries investigated, 12 of them display incesasf productivity dispersion in the
period, and two have no noticeable change. Onepéirceis the textile industry in which
the dispersion measure (Theil’s index) was halagtie period. Movements inside regions,

and not across regions, caused most of the estimmateease in productivity variability.

2 Note, however, that the data used in the papeireh8l97. After this year, a considerable number of
automobile plants were installed in the region.



IV — Tentative Evaluation

IV.a - Impact on Income Levels

IV.a.1l - Northeast

There is now abundant evidence (e.g. Azonni(19B#&ry and Ferreira(1996), Ferreira
(2000) and Maia Gomes(2002)) of convergence oé giat capita gross domestic product
levels. Ferreira (2000) shows that the coefficeintariation of interstate output per capita
falls from 0.645 in 1970 to 0.494 in 1995. Othespdirsion measures such as Theil's index
also reveals a decrease in income disparity astasss in the period. At the same time, per
capita GDP in the Northeast as a proportion oBfrezilian per capita GDP goes from 0.40
in 1970 to 0.49 in 1985 and decrease slightly #60n 2000, according to regional data
collected by the IBGE. Finally, Ellery and Ferreinads evidence of-convergence, from

1970 to 1990, across Brazilian states althougtspleed of converge is relatively small.

The decrease in dispersion of per capita GDP cdoelohterpreted as resulting from
the regional policies implemented in the countrgcei 1960. However, this can be
guestioned at different grounds. Ferreira (1996 tha first study to point that most of the
observable converge of income per capita occuneeh 1970 to 1985. In the following
years one observe either a small increase of digpeor no trend at all, depending on the
data or methodology. Hence, as point out by Maien€(2002), the first period is the one
for which regional policy can claim to have beerccassful. Likewise, in the period

immediately before, there is no evidence of conercg.

It is difficult, however, to disentangle the impa€ regional policy from that caused
by other policies implemented in the country in Hane period. For one, investment in
infrastructure experimented a sizable increase ftmsixties on, and the relative impact in

the Northeast was greater than in the rest of thmtcy. For instance, paved road in the



region went from a mere 2000 km in 1960 to 42000987, and the participation of the
Northeast went from 15% of the country total to 25%kewise, its installed electric
generation capacity went from 343 MW in 1960 to3D®W in 1998 (from 7% to 18% of
the country total) and investment in telecommuricet and ports were vastAt the same
time, investment from public companies also inceeas the region. The Il PNB, the
ambitious development plan of the seventies, falgeme decentralization of investment
and one of the results was the Camacari Petrol-@aénfPole in Bahia. All these
investments represented a boost from the demara aidregional output and also an

attractor to private investment, as they incredsedeturn to complementary factors.

Another possible problem of interpreting convergerevidence as the result of
regional policy is the fact, pointed out by Maiar@es(2000), that GDP growth rates of the
Northeast, from 1960 to the present, is the smaleong all regions. While GDP increased
in the region 5.4 times in the period, it increasedtimes in the country as a whole. As we
know, the Northeast is the main target of regiguicy, which aimed - by attracting new
business and boosting investment - mostly to irs@&aDP levels and not GDP per capita.
Hence, the good performance of the Northeast mgeaf growth rates of GDP per capita is
due only to out-migration. In other words, GDP papita increased faster in the Northeast
than in the country as a whole because labor popnlancreased at a slower pace, mostly
due to migration. This is, of course, what one daMXpect. Factors flow to regions (in this
case, mostly the Southeast) where the return io $kevices is higher and regional policy

was not able to stop this movement.

Finally, the creation of the constitution funds rnayised as natural experiment. As
said before, these funds where created by the C@88titution and implemented in 1990.
They represented a considerable increase of resoaxa@ilable to regional promotion. The
resources allocated to the FNE were almost alwbhgsethose of the previously existing
FINOR. Hence, one could expect a sizable impadboal economies. Although this is not
a perfect “before and after” set up (it coincidathwirade liberalization), it is a relatively
controlled experiment as most policy and institaélochanges observed after 1990 had a

comparable impact across the country, or at least weant to have.

%3 Telephone terminals went from 5% of the Braziliatal to 15%. All these numbers are from Diniz(2D00



Five years after the introduction of the FNE in M@&theast, the GDP of the region
was 17% higher. But in the Southeast it was 16%édrigin the South 22% higher and in
the whole country the number is 16%. The samaigsifrwe consider the whole 1990-2000
period, as the performance of the Northeast is ordyginally better than the performance
of the country as a whole, while that of the othegions benefited by the constitutional
funds is way below the country average. Hencejrtieduction of this new instrument of
regional policy did not improve the GDP behavior tbé affected regions. It did not
improve their record with respect to the partshaf ¢country not benefited by the new funds,
but neither with respect to their own past: theaghorecord after 1990 is much worst than
that of 1970-1985.

In summary, it is doubtful if one can associate vewsgence evidence and the
reduction of dispersion of per capita GDP to reglopolicy. The relative good
performance of the Northeast in the 1970-1985 isstimodue to out-migration, the
introduction of new sources of financing had nable impact and there were several other
sources of expenditures (such as infrastructuresimvent) that may well surpass the

impact of Finor and FNE on local production.

IV.a.2 - North and Center-West

One could easily infer that without the incentiveasd exemptions of the ZFM,
almost none of the business and jobs currentlytéocan Manaus would continue there,
given the distance from the main cities of Brandidhe lack of local demand, and also the
absence of road links to the rest of the countiye Tmportance of the ZFM for the
economy of the state of Amazonas can also be ofddrom the participation of the
manufacturing sector in the state GDP. AccordingBGE numbers, in 2000, 45% of the
value added produced in this state came from theufaaturing sector. This number is
considerably above the national average, twicagelas the industry participation in the
output of the states of Rio de Janeiro and Ceadstate well known to be aggressive in

granting fiscal benefits to attract business —amalve that of Sdo Paulo (Brazil's economic



powerhouse). Given that almost 100% of the seattivity is located in the PIM, a huge

share of this value, if not all, is the resultlod incentive schemes created around the ZFM.

The conclusion, at least from a partial equilibristandpoint, is that the impact of
the incentives scheme of the ZFM is positive. Retaper capita of the region went from
58% of the national average in 1970 (Ferreira (20@072% in 1995, and in the Amazonas
state it goes from 72% to 102% in 2000. Total regicdGDP went from 2.2% to 4.7% of
national GDP. Annual growth rate of per capita GBRhe 1960-1999 period, 3.57%, is

almost one point above the Brazilian rate.

One cannot disagree that the benefits are lardet biso has to be say that the cost
is sizable. The official forecast of the Ministr§ Binance is that the tax benefits of the
ZFM in 2003 will be R$ 3.6 billions, something analu1.2 billion dollars (Secretaria da
Receita Federal, 2003). This is a very expensiegram, and a value 50% above the total
estimated expenditures of all the other regionakligoment programs. As seem before, the
direct impact on employment is not too large, astnad the companies in the Manaus
Industrial Pole are capital intensive. Nonethel@sajtracted labor force from out of the
region, as population growth in the state of Am@owas twice as large as that of Brazil.
Hence, as one could expect, the benefits went ypaotlindividuals that were born
elsewhere, and so transfer programs that are wssy dgpensive could generate similar

benefit without the cost of migration.

The Center-West region experimented fast growthhe recent past. In fact, in
absolute terms its GDP growth rate was the higlaesong Brazilian regions (Maia
Gomes(2000). In per capita terms growth was alsorassive, 3.66% a year. Being a
frontier region it benefited from its relative bardness and from infrastructure
investment (e.g., Brasilia in the sixties and rokdesr on). It became in the seventies and
eighties a very dynamic agriculture region and pposed to the Northeast its relative
catch-up did not stop after 1985. Its GDP per eapatative to national average went from
0.68 in 1970 to 1.01 in 2000 (but less then 0.8Brésilia is not considered). There is not
much evidence that this good performance is thdtregregional policy, which was never

relevant in the region. The importance of the pubéctor in this case is much more linked



to direct investment, consumption and credit vaditional sources than to credit or tax

incentives ( Monteiro Neto and Maia Gomes (1998)).

IV.b - Econometric Evidence of Policy Performance

IV.b.1 - Impact on labor productivity and total fac productivity
growth

Souza and Barreto (2001) use 1995 FNE contracesafuthe manufacturing sector
(at an industry level similar to the 2-digit levg$ classification) to test its impact on labor
productivity and total factor productivity (TFP)ayrth. Both productivity measures are
constructed with PIM;Pesquisa Industrial Mensal{Monthly Industry Survey) and PIA,
“Pesquisa Industrial Annudl(Annual Industry Survey) data from the IBGE, tBeazilian
public statistics buredli In both cases, there was no evidence that FN@itsread any
significant impact. In fact the opposite was trag|t could not be reject that the coefficient
of FNE credit in all regressions was different fraero. Moreover, in the 24 regressions

they report, the coefficient of FNE had the wroimgsi.e., was negative.

These authors also test the impact of FINOR onrlabaductivity and TFP growth
for the 1985-1995 period. Productivity measures @estruct as explained above, and
FINOR data is the average transferred for each faatwring sector. As in the case of the
FNE regression, the coefficients of FINOR creditumoe were never significant at the

usual levels and had the wrong size in all models.

Of course, these regressions are open to the astiesm: FINOR and FNE money
may be endogenous — less efficient sectors temggttonore money — so that OLS may be

inappropriate; there are too few observations; pcadity measures are not corrected for

24 The authors used two measures of productivity:lmsed on “total work hours employed in production’
and the other “total labor force employed in prdthre" There is no information on value-added tguistry,
so they used output (in constant prices) as a ploxijhe TFP series, capital was constructed frovestment
data using the perpetual inventory method.



cyclical factors and are not constructed with vaddded. However, results are very robust
and in no FNE or FINOR regressions were found cloggeing relevant to the evolution of

industry productivity in the Northeast. Hence, hietobjective of these funds is, in any
sense, to reduce the gap between the manufactseictor of the region and that of the
more developed Southwest region of Brazil, or tonpote efficiency, Souza and Barreto

(2001) show that the funds are not doing their job.

IV.b.2 - The Impact on Gross Domestic Product Level

Monte and Tavora Junior (2000) investigates theachmpf FINOR, FNE and
BNDES credit on Northeast states’ GDP. They wonkéti pooled time series and cross-
section data of the 9 states of the region, withtiime span of the database varying with
financing source. We have, hence, in this case €idtffnations in which cross-section and
time series observations were piled together. Tler®t much with respect to diagnosis
tests or robustness checks in the paper. (e.qy.,dindd but did not test if the pool model
was more appropriate than fixed-effect or randofeetfmodeling). The regressions are in

levels, which tend to favor positive res@its

As opposed to the results in Souza and Barretol(2@®e regressions in Monte and
Tavora Junior (2000) support the view that regiofuslds have a positive role in the
performance of the Northeast economies. The authorseparate regressions for FNE,
FINOR and BNDES credit in total GDP, industrial GBRd agricultural GDP. In all cases,

the impact of the funds was estimated to be sicpnifi at the usual levels and positive.

As the regressions are in levels, we cannot ineerpstimated coefficients as
elasticities, so interpretation of the resultsiféallt (for instance, the estimated coefficient
of FINOR credit is 2000 times as large as that NERNn the total GDP regressions). The
authors are cautious in the interpretation of thesults, but in the conclusion they end up
implicitly associating the estimated correlatioretvileen state or sector output and credit

from the regional funds as causation. Howeverast e can only say that the regression



results could not reject, for instance, that thisra positive association between FINOR
credit and industrial output. The regressions may well be capturing inverse causality,

as richer states tend to receive a large fractidgatal credit.

IV.C - Non-Contracted Transfers and Hidden subsidie

An indication that FNE money is not being used caédfitly is the rate of non-
performing loans. Until 2000, due to unorthodox acting practices, this rate always
fluctuated around 2%. However, in 2001 the CenBahk forced Banco do Nordeste
officials to record all overdue loans as non-perfiog. Previous to that most bad credits

were considered “under renegotiation” althoughaict they were never paid back.

As a consequence of the Central Bank interventiom,rate of non-performing loans
jumped in 2001 to 31.29%. In other words: one duhoeee loans will probably never be
repaid. The rate with respect to large firms reach& to 80%. This is of course a huge
transfer of public resources to private hands witlamy benefit to society. The situation is
so bad that firms that have paid their previousigoan time get a discount in the interest

rates of their new loans. Credit quality with resge FNO is also very bad.

With respect to Finor, it was said before that shares auctions implied sizable
subsidies. This is so because project owners cbuld back their own shares using
Investment Certificates — issue to companies thtgdfor the 18% tax deduction - bought
at a discount in the secondary market. In fact @a(1990) calculated that, in a sample of
1988-89 auctions, 87.7% of shares were broughheysame firms that issued them using
C.l.’s obtained in the secondary market. In theesatudy, it is shown that the secondary
market value of the C.I.’s was, on average, aroB@% to 40% of its nominal value.
Hence, out of every 100 Reais of shares issuedring in the region and bought by BNB,
only 60 to 70 Reais were paid back.

% |n any case, this article as well as Souza andeBa(2001), which also lacks robustness and disigno
tests, give us a first approximation of the trugynitude of the impact.



This was an important subsidy, not declared, howdves maybe an indication that
more than incentives those are transfer programsinCany case, that the design of the
contracts was far from efficient and the size ahsfer is way above the official figures.
Moreover, Finor subsidies and FNE non-performingnk benefited mostly large firms,

which are capital intensive, aggravating the alyeadful income concentration in the

region.

I\V.d - Social Impact

In Brazil, regional policy almost never includeccisd policy measures. In fact, the
latter was not part of the former not only in teraigolicies but in theoretical terms too,
and the two lived very different and separated @sorh this country. Regional policy was
associated with industrialization, and so with mtoges to investment or to the attraction of

business, while social policy would deal with ediuarg health, sanitation and the like.

Of course, in the long run, one would expect thawved functioning policy of
regional promotion would have an impact on socidldators, especially poverty, even if it
did not include direct actions to improve thesddatbrs. Hence, a first question one should
answer before trying to link regional policy anaisbindicators is if the social condition of
the poor regions had a relative improvement inléise decades. The record is mixed when

one compared the Northeast, the preferred targetegbnal policy, to the rest of the

country:

* llliteracy: 20 years ago the Northeast had the mioest records among all Brazilian
states and today it still has. Of course, thoseyaess of large improvements, but
the relative gains of this region are smaller ttteat of the rest of the country. On
average the nine states of the Northeast experadend2% decrease in illiteracy,
while in the remaining states it fell by 49%. Andgiill the case that illiteracy rate in
the region is twice as big as in that of the rdsthe country (17.7% and 8.99%,

respectively);



* Schooling: the Northeast region has a relative goedord with respect of
educational attainment of the adult population. $tages in the region experienced
the highest increases in the 1981-2001 period. ,Natwever, that they came from a

very low threshold (2.4 years, state average) hed $till have the worst record.

» Life expectancy: The Northeast states had the @tviigures in 1991 and in 1970.
On average, these states experienced a 26% impeovemainst 23% of rest of the
country, not a too positive assessment. In 1988ekpectancy at birth in the region
(65.14 years) was still five years below that & South Region.

e Good performance in IHD: 73% improvement in the980period, against 58%
improvement in the rest of the country. Accordingtias (1999) the IHD ratio of
the Northeast to Brazil goes from 0.45 in 1970.#%10n 96.

* Poverty: in the country as a whole, poverty hadresed continuously in the last
decades. As measured by the ratio of poor peoplleeirpopulation it decreased in
all regions. However, according to numbers in M@ames (2002) the relative
decrease in the Northeast is smaller, as its i@tipoor people goes from 29%
above the national average (87.8% and 67.9%, ragelg to 78% (50.2% and
28.2%, respectively).

In summary, there are some isolated progress ané &lures. Given that regional policy
had no social targets, most probably the advaneee vaused by social policies especially
created with this aim. For instance, the reductibmfant mortality is well known to have
been caused by improvements in sanitation, educatna especially by the creation of
programs of neighborhood doctors and the extersiomedicine services to large fractions

of the population.



IV.e - A counterfactual: what if there were no SoeleSudam and

Regional Policy?

As seen in section A.1, the introduction of ongaxégional policy mechanism, the
Constitutional Funds, did not imply any relevanahe in the performance of the regions
they were suppose to benefit. That is a relativeddbefore and after” experiment and it is
particularly dramatic in the Northeast Region as BENE introduction coincided with a

decrease in regional growth rates.

However, one could always note that the relevamstjon is not what happened
after the introduction of a particular interventidsut what would happen without it. It
could be the case that the decrease of growth vaiakl be even larger without the FNE.
Of course, to give a proper answer to this questtenwould need a control group and a

perfectly designed experiment, something not albbslto us.

Note, however, that at least with respect to th@&lia Industrial Pole the answer is
straightforward: without the tax breaks of the ZEMre would not have an industrial pole
in the middle of Amazon. Transportation costs aighhlocal demand is irrelevant to
production, and labor force is mostly composed bgramts so that, without subsidies,

there would be no economic rationality for the kowaof industrial plants there.

The tough question, however, is if this is goodad. If the evaluation criterion is
local job creation and industry attraction, thesend question that this policy is a relative
success, albeit a very expensive one. Moreover, anthe main motivations for the
creation of the ZFM was the occupation of the Anmazamd from this viewpoint there is no

guestion that this policy was a success.

However, if the ultimate metric is the welfare bé&tBrazilian population (and not of
the now resident population of the Amazon), andnfi@ general equilibrium perspective,
the answer may well be that the net return of tlamalis Industrial Pole is questionable. As
we just saw, the cost is very high and direct jaation very low. A large part of the labor
force came from out of the state. Part of the congsalocated in the ZFM would be

located in the Southwest anyway. Even if it werarall part of them, that may not be a



problem. We would import some of the goods curgeptioduced in Manaus that the
country, without subsidies, could not compete maéonally. That would release
resources, capital and labor, to sectors in whiethave comparative advantage and the net
effect on jobs may well be positive, as these resesuwould be allocated to labor intensive
sectors. Hence, there could have a positive impaghcome distribution, as the subsidies
to capital and qualified labor would be reducedd also taxation to the population as a

whole - and employment of less qualified labor vdomicrease and their wages too.

Finally, there are not much technology spilloversnf these firms, as a large
fraction of them are mere assembly lines of immbpperts. Therefore, the gains in this

dimension are not very large

Can we make a similar argument with respect tooreipolicy in the Northeast?
The counterfactual here is a bit more complicatedal demand is large and transportation
cost in the region or to the markets in the sositlow. In this case, scale and coordination
arguments a la Rosenstein-Rodan might have madge sienthe sixties and earlier
seventies. Hence, without the “big push” from Swéms market failure would not be
corrected, firms would not be installed in the oegidemand would remain low, and the
region would linger in an equilibrium that is eveamrst than the current one. In other
words, without these instruments state GDP levelsldvhave grown even slower than the
actual (and modest) growth. How much slower is pa@noquestion, of course. There is a
bound in the GDP growth given by a compositionafféhe fraction of the manufacturing
industry in the regional output was small when theentive programs were installed.
Hence, it cannot be the case that the absencsaal fncentives to this sector would cut by

half the overall observed growth of the region.

Another argument could be made in favor of the padtpresent incentive schemes.
Wages in the Northeast, especially of unqualifegabl, is relatively lower than in the rest
of the country. In the recent past this is saitheathe main reason for the attraction to the
region of southern and southwestern firms in sud¢ibar-intensive industries as textiles,
clothing, fabric products, footwear and food. Fbede firms temporary subsidies from

FINOR or relatively cheaper credit from FNE or BN®Eay make the difference and pay

%6 Not all agree with this opinion. See Ariffin anijieiredo (2003) for an conflicting opinion.



for the reallocation costs. In the long to medium this will have an impact in the local

wages that would increase until equalization witeo regions.

There are some caveats, however. From a generiéibaqm criterion, there are no
gains for the country in displacing one firm fromeostate and paying for it to move to
another. As a matter of fact, there is a net |tiss (eallocation credits). Moreover, labor

eqgualization would be achieved naturally with migna.

With respect to “big push” or coordination argunsgnbnce you consider the
country as a whole, and its entire population,ghieis may be much smaller. Yes, it is true
that locally there would have less employment, lessiness and most probably a much
lower industrial output. On the other hand, resesirfgabor and capital) would be liberated
to be used in other regions where the return igeatly higher. Hence, one would observe
even more people moving out of the region, as abpibuld stay/migrate to the southwest.
Moreover, production in the south would have arraeXtoost as distortions would be

reduced with the cut in fiscal incentives.

The net effect on employment and incomes is dilfito guess. However, it is
certainly not the case that the welfare loss offraating Sudene, Finor and the like would
be equal, or even proportional, to the direct amdirect gains as measured by their local
impact. It is certainly much smaller than that,egivthe distortionary cost involved with the
tax and credit incentives and the alternative a$élse production factors. Norhtheast GDP
could be even smaller then today, but not necdgstxiGDP per capita. Moreover, with
migration the income of those born in the regionuldancrease anyway, whether they end

up living or not in the region.

Finally, the attraction of large firms with modetachnology to less developed
regions has an impact on traditional business.|dtter cannot compete, especially because
they do not receive any tax break, with the formarshe local markets so that a large
number of then simply close down. Given that theg labor intensive, the net effect on

local employment maybe negative, although totatlpetion most probably will increase.

In summary, if it is true that we cannot simply kao past performance of GDP or
GDP per capita in the region to assess the effaotiss of regional policy in the region, it is

not easy to construct a counterfactual were itsachs undisputable positive. There are



theoretical reasons that can be used in the defd@ntseimpact on output and employment,
but there are many solid counter-arguments thabsapounds on the total benefit for the

country as a whole.

V. Concluding Remarks

As we write this conclusion, the Brazilian Congressurrently discussing a project
of law that would direct to the North, Northeastl d@enter-West regions one third of all
credit of BNDES. This is something around R$ 1didyk (approximately US$ 3.4
billions), a lot of credit by any standard. It isora than total annual credit by Banco do
Nordeste, for instance. Most probably, even if appd, the law will be vetoed by the

presidency. At the same time, there are non-stgpiailks of re-creation of Sudene.

Old ideas die hard, especially when interest grdageefit from them. The record of
this type of regional policy in the country is,kast, mixed. Growth in the Northeast was
not faster than in the rest of the country andrnb®duction of new instruments such as the
FNE did not generated any relative improvement wedpect to the past or to the South or
Southeast region. Social indicators did improve, dmmetimes at rates slower than in the
rest of the country and as a matter of fact, regigolicy had no impact here. There are
successes, but not enough to significantly redheedistance between this region and the

rest of the country.

We have showed that past and present mechanismegiohal promotion in the
country are relatively expensive. The question hweul ask is if the country should not
reduce the incentives of the traditional sort atadt o use more creative mechanisms and
horizontal policies — infrastructure and educatiothat for sure have an impact in income

levels, are less distorcive and contribute to #wiction of income inequality.
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Appendix: Summary of policies

Constitutional Funds

e Created in 1989 these funds receive 3% of totabrimee Tax and Tax on
Industrialized Goods. 60% of the resources arectdiceto The Northeast Fund
(FNE) and the remained divided evenly between tletiNand Center-west

regional funds (FNO and FCO, respectively). FroraQlf 2001, average volume



of credit of the funds was US$ 780 millions. Fuparis charge below-market
interest rates, that go from 6% (small producethi agricultures sector) to 14%

(large industrial business).

Two thirds of the FNE money is directed to the agtural sector and almost all
the rest to the manufacturing sector. Ceara, Badmd, Pernambuco received,
between 1989 and 2001, on average, 18%, 26% andoi48tal credit. The ratio

of FNE share to GDP share is highest in Piaui, ggicstate in the region. 60% of
the contracts, in value, are earmarked for sma# §irms, while 31.5% goes to
large firms. In 2000, 31% of the outstanding loarese non-performing loans.

The FNE is managed by the Banco do Nordeste dalBras

Seventy percent of total loans from the FCO areatird to agricultural activities.
In 2001, only 15% of the credit went to industriahterprises and 7% to
infrastructure. Of total loans, 60% went to smaing, 20% to large ones and
another 20% to medium-sized firms. The officialufigs for the number of
directed jobs created by the FCO are 270 thousamad 1990 to March 2002, at a
cost of US$ 6,700 each. Non-performing loans ctilyes not a problem. The

FCO is managed by the Banco do Brasil

FNO credit goes mostly to agricultural activiti€®% of their loan operations
from 1989 to 2001. In the same period, 55% of thenlvolume went to small
firms. In 2001, however, 50% of the credit wentame firms. The total volume
of loans contracted in 2001 and 2002, was R$ 48Romiand R$ 609 million,

respectively. On average, the state of Para toék dBthe total FNO credit since
the program’s creation (51% in 2001), and the sthtdmazonas received only
7.4%. Direct job creation is estimated in 15.6 gand jobs a year (from 1990 to
1999), a worst record than the FCO. In 2002 13.2%tal loans were classified

as non-performing. The Banco da Amazoénia manageBNO.



FINOR and FINAM

Created in 1974, FINOR and FINAM were investmemidf for the Norheast and
North region, respectively. They were based on i@entives: companies
throughout the country were allowed to earmarkaifp8% of their income tax to
one of the funds. The option for the fiscal inceatis made on the annual tax
return. Resources of these funds were used forsiment in new plants and
expansion or modernization of new ones. Firms inicaljure, agribusiness,

manufacture, tourism and infrastructure were elgyib

The beneficiaries of the Funds’ investments arspeetively, new projects and
investments considered strategically important e North (FINAM, which
includes part of the Center-west region) and Nash€~INOR). There was also a
fund of less importance restricted to the statEsyirito Santo (FUNRES). From
1995 to 2000, resources allocated to the fundsageer US$ 600 millions a year,
55% of them directed to FINOR.

Resources of Finor, from 1995-2001, were relativelgcentrated in the States of
Ceara, Paraiba and Pernambuco (55% of the totdit)camd less so in Bahia. The
resources of Finam, on their turn, are heavily eotrated in the states of Mato
Grosso and Para, which received around 26% and 8fi%otal resources,

respectively.

In 2001, due to mismanagement and corruption ationsathe three regional
investment funds were partially extinguished, excépr certain projects
previously approved and one specific type of projaat was temporarily kept.
The funds were substituted by the FDNE, for thetiheast, and FDA, for the
Amazon, new funds whose resources are not fromirtagntives but direct
provision from the central government. The ideatasincrease control and

accountability. However, these funds were notlyeglerative up to the present.



Sudene and Sudam

Created in 1960, Sudene was the first and for nyaays the most important agency
in the country for regional development. Duringptéme years it was responsible
for the operation and management of incentive pmogrin the Northeast (and part
of Minas Gerais and Espirito Santo) and for therdioation of actions of every

other federal institution in this Region.

Sudene was extinguished in 2001, under accusatdnsismanagement and
corruption. At that time it was the administratdr EINOR. In its place it was
created a new agency, EDENE, not operative yet. & government is

considering recreate Sudene, but that is far frertam;

Sudam had similar task and was the regional dewsdop agency for the Amazon.
It was abolished together with Sudene and supppseglaced by ADA, not yet

operative.

Banco do Nordeste e Basa

Banco do Nordeste do Brasil S.A (BNB) is the depalent bank for the Northeast
Region, as well as for the north part of the stétilinas Gerais and Espirito Santo.
The bank was founded in 1952.

The Bank exerts the administration of the FNE a@ad the operator of the FINOR,
and responsible for the administration of FINORtfmdio. It is also the executor, in
the Northeast, of federal financing programs wittme regional impact (for
instance, FAT credit directed to small business somde BNDES credit lines). The
bank has also operated with credit lines, diredi®dspecific programs (e.g.,

tourism), partially financed by The World Bank aAdB loans.

From 1995 to 2001, BNB's total credit, in nomirexhis, averaged 2.4 billion Reais
per year, something around 1.8 billion dollarsaaliterms. However, after reaching



a peak of 2.8 billion dollars of credit loans in989 the total credit fell to only US$
800 millions in 2001.

BNB is responsible for more than 75% of all bandn® in the Northeast region. Of
its total loans, 62% is directed to the rural se@86% to the manufacture sector and
8.5% to infrastructure projects. It operates mosgtith the private sector, as only
8% of its total credit goes to the public sectdne BNB has around 1,400 million
clients and in the last eight years 98 percenhefdperations were done with small

firms.

In addition to programs connected to Finor and Fi{iE,Bank has a large number
of programs with well-specified objectives and itgedirect to micron business, to
tourism, to family business, land reform and atretaimportant program, Farol do

Desenvolvimento, which is based on clustering ideas

Banco da Amazbnia S.A. (Basa) is the developmemtk bfor the Amazon,
comprising all the North Region and part of Centest region. Its operational
structure is similar to that of the BNB, as it dsethe administration of the FNO

and was the operator of the FINAM, and its portd@dministrator.

Manaus Free Trade Zone and Manaus Industrial Pole

The Zona Franca of Manaus (ZFM - Manaus Free Tiamee) was created in
1967 with the objective to establish in the Amazmgion an industrial,
commercial and farming center. Its physical area eacompasses all the states

of the North Region but Paré.

The ZFM is based mostly in tax incentives, andritsn mechanism is abatement
or exemption of taxes on imports (partial) and stdalized products (total).

Total value of tax exemption from federal taxeR003 is estimated to be R$ 3.7
billions (around 1.2 billion dollars). There is @la partial abatement of state

taxes.



BNDES

Gross revenue of firms in the Manaus IndustriaeReds US$ 9 billions in 2002,
of which 12% is exported. Direct employment is Bdusands. In 2002 there were
220 new projects approved. Main industries instiallere Electronic, Computers,

Motorbikes and Chemistry.

The BNDES, Banco Nacional do Desenvolvimento Ecanér8ocial, is a federal
development bank and the main sources of long-t@edit in the country. Its
volume of operation reached R$ 38153 million dsllar 2002, more than US$
11000 millions

BNDES has no mandate on regional policy but it hasumber of specially

designed regional programs. They are in fact aecttin of benefits and

advantages, associated with the main credit lIMdBNDES, offered to business
located in backward regions (North, Northeast, €elifest and part of the state
of Rio Grande do Sul).

These programs offer in some cases smaller inteaéss$, longer debt maturity,
and greater participation of the loans in the tetlue of the investments. For
instance, FINAME loans - the bank main credit lfiaoemachine and equipment -

to these regions cover up to 90%, and not the &4l of the total investment

However, although BNDES regional program seemserdthited, the impact of

the bank in the poorer regions is not necessamills given the importance of the
bank for long-term financing across states andoregpf Brazil. The evidence is
that total credit from the BNDES for the Northeastl Center-West regions is not

only large, but also superior to that of the regidands.



