1 Regiona Development and
Regional Inequality: An
Overview of the Brazilian
Economy

The present configuration of Brazil’s economic space is heavily rooted in
the development path followed by the country since colonial times. The
uneven distribution of wealth in the Brazilian territory is characterized by a
high concentration of resources in the Center-South portion of the country.
In the classification adopted in B-MARIA, in which the regiona setting
consists of three different regions — North, Northeast, and Center-South
(Rest of Braxzil), the latter comprises the more dynamic regions of the
Southeast and South, as well as the Center-West (Map 1.1). This
classification, heavily constrained by data availability, considers the
Southeast, South and Center-West regions as a single region, precluding
the analysis of each of these regions individually. However, the regional
delimitation still offers a great range of analytical possibilities focusing on
the less devel oped regions of the North and Northeast Brazil.

The degree of regional inequality in Brazil can be gauged from Table
1.1 below, which shows the proportion of the average per capita output of
each region to the national average per capita output. While the Northeast
presented, in 1994, an average per capita output 50% below of the national
average, and the North reached only 68.0% of the national average, the
other regions, especially the Southeast, showed indicators substantially
above the national average.

These differences in regiona wealth are accompanied by impressive
differences in regional social indicators as well, which can be summarized
by the poverty incidence indicator estimated by IPEA: in 1990, 40.9% of
the population in the Northeast were considered to be indigent, in contrast
to 13.9% in the North, 12.4% in the Southeast, 18.1% in the South, and
16.1% in the Center-West (Guimaraes Neto, 1995).

1 In B-MARIA, the North includes the followi ng states: Acre, Amazonas, Para, Rondonia,
Roraima, Amapa, Tocantins, and Mato Grosso.
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Map 1.1  Regional Settingin B-MARIA

Tablel.l GDP and GRP per capita: Brazil and Regions, 1994 (R$)

GRP/GDP per capita % of national

North 2299.94 68.0
Northeast 1635.13 48.4
Southeast 4490.83 132.9
South 3983.42 117.8
Center-West 3650.90 108.0
Brazil 3380.14 100.0

Source: |IPEA/DIPES

A more recent study, commissioned by UNO, provides further insights
into this issue. The estimates of the Human Development Index (HDI) for
the Brazilian states and rﬁgions reveal other aspects of regional inequality
in the country. The HDI"is a new way of measuring development which

2 The HDI is a composite of three basic components of human development: longevity,
knowledge and standard of living. Longevity is measured by life expectancy. Knowledge is
measured by a combination of adult literacy (two-third weight) and mean years of schooling
(one-third weight). Standard of living is measured by purchasing power, based on real GDP
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combines indicators of life expectancy, educational attainment and income.
One way the use of the HDI has been improved is through disaggregation.
Using disaggregated HDIs at the national and sub-national levels, for
instance, helps highlighting the significant disparities and gaps among
regions. Table 1.2 presents the HDI values for Brazil and its macro regions
for the period 1970-1996, and Table 1.3 shows the progress of its
dimensions over time.

Tablel.2 Human Development I ndex:
Brazil and Regions, 1970-1996

1970 1980 1991 1996
North 0425 059 0676 0.727
Northeast 0299 0483 0.557 0.608
Southeast 0620 0.795 0.832 0.857

South 0.553 0.789 0.834 0.860
Center-West 0469 0.704 0.817 0.848
Brazil 0.494 0.734 0.787 0.830

Source: UNDP (1998)

Tablel.3 Dimensions of the Human Development | ndex:
Brazil and Regions, 1970/1996

Life Expectancy Education Income

1970 1996 1970 1996 1970 1996
North 0484  0.706 0.567 0.777 0223  0.697
Northeast 0.323 0658 0433 0714 0142 0452
Southeast 0.532 0.730 0.702 0875 0625  0.966
South 0588 0753 0688 0870 0384  0.957
Center-West  0.516 0726 0614 0860 0.277 0.959
Brazil 0.461 0.710 0.611 0825 0411 0.954

Source: UNDP (1998)

per capita adjusted for the local cost of living (purchasing power parity, or PPP). The HDI
sets a minimum and a maximum for each dimension and then shows where each country or
region stands in relation to these scales — expressed as a value between 0 and 1.
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Throughout the period, it is clear that al the regions presented
improvements in their HDI values. However, the relative situation did not
change, with the North and Northeast showing performances
systematically below the national average. The analysis of the evolution of
the dimensions of the HDI in the regions reveals an overall improvement. It
is interesting to notice that the income component for the less developed
regions (North and Northeast) more than tripled in the 1970-1996 period,
but income continued to be the dimension with the greatest differential to
the other regions. Nevertheless, the other two dimensions, life expectancy
and education, which represents closely the human capital in the regions,
still offers significant gaps among regions.

This chapter includes two other sections. The next section introduces a
brief discussion of the dynamics of regional inequality, followed by an
historical review of the process of spatial formation of the Brazilian
economic territory.

Economic Development and Regional I nequality

Economic development is spatially unequal everywhere. At the national
level, it is always possible to identify more developed and less developed
regions. In general, aimost all socio-economic indicators of development
apply in the same direction; leading economic regions present higher
standards of economic and human devel opment.

The description of the patterns of regional inequality and the process of
economic development has been the focus of attention of prominent
economists (e.g. Myrdal, 1957; Hirschman, 1958; Williamson, 1965;
Alonso, 1968; and more recently, Krugman, 1991b; and Barro and Sala-i-
Martin, 1995). It is agreed that, at the early stages of the development
process, growth is, in the geographical sense, necessarily unbalanced.
Because of agglomeration externalities, there can be little doubt that an
economy, to lift itself to higher income levels, must and will first develop
within itself one or several regional centers of economic strength
(Hirschman, 1958, p. 183). Historical evidence confirms these hypotheses,
be it verified for developed or less developed countries (Williamson,
1965). In some cases, it dictates the directions of regional policies. For
instance, the concept of growth poles (Perroux, 1955), worldwide utilized
in the formulation of regional development projects, is based on the
conflictive idea that the “cake” hasto grow beforeit can be split.

In the analysis of regional disparities, it is usually assumed that the
regional dualism is initially determined by geographical and historical
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accidents. Thus, the initial pattern of regional concentration encountered in
different countries depends on particularly favorable natural conditions for
the economic activities concentrated in a given location which give the
specific region competitive advantage at a certain period of time.

Myrdal (1957) and Hirschman (1958) were interested in the
interregional interactions derived from the growth process in a region and
their implication to national development. Once growth takes place in one
locality, the interaction of two different forces will determine the
movements of the national economy towards/against regional inequality.
First, there will be atendency towards inequality. Given theinitial dualistic
setting, expansion of the rich region increases inequality through
migration, capital movements and trade. Selective migration takes place,
draining skilled labor force from the poor regions; capital also tends to
migrate to the growing regions, driven by higher rates of return connected
to agglomeration economies; regional specialization in manufacturing
goods in the expanding region, protected by tariff barriers, creates a
deterioration of the terms of trade unfavorable to the peripheral area,
generating recurrent interregional trade deficits.

These effects were called by Myrda “backwash” effects, also
characterized by Hirschman as “polarization” effects; they work in a
cumulative way in a process of circular causation, and might be
strengthened through the interplay of non-market forces as well. Actions
by the government can also contribute towards regiona inequality. If
government policy is intended to maximize national growth, the regional
alocation of public investments will be concentrated in the rapidly
developing region, in order to meet the demands for public infrastructure
by the private sector. In addition to direct investment in social overhead
capital, the favored regions tend to benefit_from implicit regional policies
carried out by the central government.* This has been the case of
protectionism policies that benefit the growing industrial regions,
precluding the poor regions from the consumption of similar goods from
abroad, at lower prices.

The second force has beneficial effects to the backward areas. The
“gpread” effects, also denominated “trickling-down” effects, operate as
positive spillovers of the expansion from the centers of economic growth to
the other regions. Regiona integration might arise from the regional
division of labor; as the peripheral regions supply the central regions with
agricultural products and raw materials, conditions for growth start to be
created in the former from the income generated in those sectors. Thus, the

% These are essentially macroeconomic or sectoral development policies whose differential
regional effects depend on the regional economies’ structures under consideration.
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spread effects from a center of industrial expansion to the other localities
and regions, operating through increased demands for their products and in
many other ways, weave themselves into the cumulating social process by
circular causation in the same fashion as the backwash effects, in
opposition to which they set up countervailing changes (Myrdal, 1957, pp.
43-44).

However, more important as a growth stimulator in the less developed
regions is the action taken by the government. The trickling-down effects
generated by market forces are very unlikely to overtake the polarization
effects in the early stages of the development process. The lack of
economic infrastructure that facilitates the flows of goods, such as
transportation and communications, represents an obstacle for the
operation of the forces for the centrifugal spread of economic expansion in
developing countries. Free play of market forces in those countries, thus,
has an inherent tendency to create regiona inequalities. In this case,
deliberate economic policy comes into play to correct this situation. The
interference by the state, in order to reverse regional inequality, takes the
form of provision of social overhead capital for the physical integration of
the regional markets, tax incentives, and, in some cases, direct investments
in productive plants.

The interaction of the adverse and favorable direct economic
repercussions from the rich regions to the poor ones will determine the
direction of regional inequality in the national economy. Empirically,
Williamson (1965) did not reject the long-run hypothesis that the early
stages of national development generate increasing income differentials, as
the spread effects are very weak. Somewhere during the course of
development, as the forces for the centrifugal spread are strengthened due
to improved transportation and communication systems, and higher levels
of education, for instance, the disequilibrating tendencies diminish, causing
a reversa in the pattern of interregional inequality. Thus, instead of
divergence in interregiona levels of development, convergence becomes
the rule, with the backward regions closing the development gap between
themselves and the already industrialized areas.

As far as the effects of business cycles are considered, industrialized
regions are more affected by changes in the path of economic growth, i.e.,
boom periods are led by the dynamic sectors in those regions, which are
also more intensively affected by recession periods. If during a boom
period the relative strength of the spread effects increases, the emergence
of the depression period drives regiona inequality down, as the poor
regions are less susceptible to the cyclical changes and have received
stimuli to grow in the previous period. Even though depression decreases
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the strength of the spread effects, its pervasive effects are felt less
intensively by the lagging regions, which benefit from a less integrated
economic structure. This fact suggests a cyclica pattern of regional
concentration, with short run implications, where the differential behavior
of the regions lies on the dEIferentiaI intensity of the expansion/depression
phases on those economies.

The circularity story was recently reinforced by Krugman (1991b),
embodied in a smple yet rigorous model. More important than providing
new ideas to the debate on the emergence of regional inequalities, his work
brought up the attention of mainstream economi csﬁ issues neglected for a
long time, with some exceptions, by the profession.

Finally, the subject of regional inequalities has returned to the stage
under the impact of the New Growth Theory. The incorporation of growth-
determining factors endogenous to the regions (e.g. human capital,
information, R & D, institutions) helps to explain the pattern of regional
growth, emphasizing the role of such non-traditional locational factors in
determining differential regional growth. Economic growth is not
constrained by decreasing returns to capital and, therefore, there is a
possibility for regional inequality to increase over time. Using this
framework, many country studies proliferated in the last years trying to
analyze the problem of convergence and divergence of regional income
levels over time. The results challenge the traditional inverted U-shaped
hypothesis, showing that regional disparities have increased in mature
economies (e.g. Amos, 1989; Barro and Sala-i-Martin, 1995). Studies for
the Brazilian economy (Azzoni, 1995; Zini Jr. and Sachs, 1996) point to a
recent convergence of regional income without any reliable indication of
its future trend. In the next section, the path of regional inequality in Brazil
is examined in the light of historical developments and the theoretical
background outlined above.

4 See, for instance, Guimardes Neto (1996) for empirical evidence in the Brazilian case. The
study shows that, up to the 1980's, whenever the Brazilian economy experienced rapid
growth, the Northeast followed the increasing trend, but in a slower pace, increasing
regional imbalances; in recession periods, the adverse effects were felt less intensively by
the Northeastern economy.

5 In general, the rediscover of the spatial dimension by economists has greatly ignored the
work developed in the field of Regional Science. Some of the contributions of researchersin
the field are documented in Malecki (1991) and Higgins and Savoie (1995); other sources of
information are the specialized academic journals.
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Regional Inequality in Brazil

The process of spatial formation of the Brazilian economic territory can be
divided into four different stages. First, as early as the colonial times until
the first decades of the twentieth century, development was based on the
external linkages of the regional economies through international trade.
Before the sources of economic growth became internalized with the
industrialization process, economic growth was induced by exports of
primary products. Regional growth was constrained by the availability of
export commodities. Internal linkage effects would not expand further than
the surroundings of the production and commercialization geographical
centers.

At that time, the pattern of regional concentration was determined by
the location of primarily export-oriented products, in these regions.
Alternate growth cycles benefited the regions where the production of
export commodities took place; they included the sugar cycle in the
Northeast, the gold and the coffee cycles in the Center-South, and the
rubber boom in the North. However, the historic shifting of favored
economic regions came to an end in the early years of the twentieth
century, when the emerging industrial sector in the Center-South of the
country established its position as the leading region of Brazil’s economy
(Baer, 1995).

In general, it is assumed that geographical and historical facts determine
theinitial concentration pattern in a country. In the case of Brazil, it can be
argued that the facts determining the North-South dualism took place in the
late nineteenth century. As Denslow (1978) observes, the economic
differences between the Northeast and South of Brazil could not be easily
perceived in the 1870's. At that time, the economy of the Northeast was
heavily based on the exports of sugar and cotton, while the South depended
on its coffee exports. Export revenues in both regions were very similar.

In an open economy depending on external linkages derived from trade
of a few primary products, as was the case of Brazil in the last century,
external exogenous shocks dictated the trends of national growth. At the
regional level, the export composition, or more precisely, the leading
regional export products — sugar and cotton, in the Northeast, and coffee,
in the South — were strongly subject to the fluctuations in the international
markets. In addition, supply-side considerations were somehow important
to determine the spurt in coffee exports vis-a-vis the relative stagnation of
the Northeastern exports.

From 1840 to 1910, coffee demand increased by an average of almost
5% per year. Increases in demand for coffee in the last half of the last
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century and the first decade of this century were accompanied by supply
responses from Southern producers. British investments in infrastructure,
the better human capital of the European immigrants, and the technological
progress in the sector established Brazil as the main world supplier of
coffee. The weight of coffee in the country’s exports increased
dramatically bringing prosperity to the producing region; the incoming
revenue was decisve in speeding development and finance
industrialization in the region. Moreover, trade policies carried out in the
last years of the nineteenth century included a serie of currency
devaluation and tariff protection, benefiting coffee exporters and the
incipient manufacturing sector in the S&o Paulo area (see Baer, 1965).

On the other hand, the development in the Northeast lagged behind in
that period. Sugar production faced competition of substitutes (sugar beets)
and, more strongly, competition of Caribbean cane sugar, that took over the
US market. Regional production, hampered aso by the decrease in
international prices, did not follow the new technological developments of
the sector, resulting in declining shares in international markets; sales
shifted towards national markets in the South. World demand for cotton
amost stagnated in the last decades of the nineteenth century, and the
producers in the South of the United States, with better technology and
lower internal transportation costs, dominated the main markets in Britain.
The production of the Northeast shifted towards the markets of the South,
where a protected textile industry emerged. By the turn of the century,
internal trade became an important component in the uphold of the
productive structure of the Northeast.

In the first decades of the twentieth century, regional dualism was
already established in the Brazilian economy. Estimates from the Inquérito
Industrial, for the year 1907, show that the Southeast accounted for 58.2%
of the total industrial output; the Northeast had a share of 16.7%, and the
North 4.3%. In 1900, the population shares for the Southeast, Northeast,
and North were, respectively, 44.5%, 39.0%, and 4.0%.

The second stage in the process of spatial economic formation in Brazil
is characterized by an increasing share of the industrial sector in the GDP.
Industry became the leading growth sector, bringing about important
structural changes in the economy. However, the Southeast was the main
beneficiary from the industrialization process, which contributed to a
higher degree of regiona concentration. This is a transitional period in
which the economy, primarily agricultural and based on the coffee sector,
with arelatively high degree of free trade, embarked on a path of inward-
oriented growth, with arigid control of the external transactions. Until the
1930's, agriculture was still the leading sector of the economy, presenting
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higher rates of growth. Spurts of industrial growth were common in the
three decades preceding World War 1I; by the early 1930’s, the industrial
sector aready presented consistent higher rates of growth, leading the
national economic devel opment.

Regional equity was not part of the country’s development agenda, and
central government policies contributed to worsen regional imbalances. In
the 1920's, the formulation of coffee support policies, whose main
beneficiaries were the producing regions of the South, represented one of
the main government actions. In one of the first attempts at planning in
Brazil, in 1942-43, the Cooke Mission provided the first analysis, for
policy purposes, of the Brazilian economy from a regional point of view.
Efforts should be concentrated in the South, so that spread effects would
operate towards the other regions (Baer, 1965, 1995). That seems to agree
with the implicit beliefs of policy-makers in the import substitution
industrialization era.

When import substitution industrialization expanded, especialy in the
post World War |l period, the regional distribution of income in the
country became more concentrated. In the 1950's, the focus of attention of
the central government was the development of the industrial sector in the
Center-South in order to solve balance-of-payments problems and promote
an industrial complex. It harmed the less developed regions of the country,
which subsidized somehow the industrialization process. By facing
protection walls, these regions were constrained to the consumption of the
more expensive manufactures produced in the South. In the case of the
Northeast, which continued to depend on its exports of primary products to
generate foreign trade surplus, an artificial deterioration of its terms of
trade was imposed by its interactions with the Center-South, characterizing
an income transfer towards the latter (see Furtado, 1963, and Baer, 1965,
1995).

Efficiency concerns were trandated into government actions in the
period. For instance, the main goal of the Plano de Metas (1956-60) was to
increase the rate of industrialization of the country, and it did not contain
any explicit regional concern. The net result was to accentuate the regional
concentration of the economic activities in the Southeast (Maimon et al.,
1977). The country grew at high rates in the period, providing an example
in which the choice of investment in the leading sector of the economy, i.e.
the choice of maximizing national development, may tend to increase still
further the degree of regional inequality. By the end of the 1950’s, regional
disparities reached a critical level, calling the attention of the government
to the less favored regions, especially to the Northeast. In 1960, the
Southeast’ s share in the national population was 43.7%, and its sharein the
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national income 62.8%; Northeast’s share in the national income was only
14.8%, with 31.7% of the Brazilian population living in the region.

The period from the early 1960’ s to the 1980’ s represents the third stage
of the economic spatial formation of Brazil. The explicit concern of public
authorities with regional imbalances was manifested in actions such as
direct investments in regional development projects and tax incentives in
the poorer regions of the country. These efforts helped to reverse the
regional concentration trend, promoting more development in the North,
Northeast and Center-West.

Before 1960, the economic base of the North relied only on rubber
production as the source of external linkages. The rubber boom in the last
decades of the nineteenth century gave some push to the development of
the Amazon region. However, international competition resulted in the loss
of amost its entire share of the world market. Since then, regional
production, lagged technologically and locationally, survived from the low
revenues from its rubber exports. In the 1960's, motivated by the
appropriation and access to natural resources, and the occupation of the
territory, public authorities began to give more attention to the region.
Federal government intervention in the 1970’s, in the form of tax and
financia incentives to the private sector, public investments in
infrastructure (especially roads connecting the region with the rest of the
country), and direct investments of state enterprises, was crucia to the
development of dynamic spaces in the region. Even though environment
degradation and income distribution worsening accompanied the regional
economic growth, the issue of regional equity achieved positive results.
The regiona share in the national GDP increased from 2.16% in 1970, to
4.36% in 1985. In the same period, population share moved from 3.87% to
5.54%; GDP per capita grew from 44.7% of national average, to 73.64%.

Azzoni (1995) shows that the states of the North and Northeast
experienced increasing differentiation in terms of per capita income in the
last decades. In the case of Brazil’s North, growth in the region was
eminently uneven across space. Three dynamic areas, which benefited
directly from government intervention, can be identified (Buarque et al.,
1995). First, the western agricultura pole in Rondbnia, an area
characterized by a recent population settlement whose production is
oriented to the regional and national markets, became viable after the
access to the cheap lands was facilitated by public investments in
infrastructure in the region, especially in roads. Second, following the
basic orientations of the regional policies to the Amazon region in the late
1960's, which determined the creation of development poles and the
establishment of population settlementsin the region, a free trade zone was
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created in Manaus. The industrial sector benefited from huge tax incentives
and was responsible for a spectacular growth in the 1970's and 1980’s.
Today, the Zona Franca de Manaus, as it is known, presents an industrial
profile heavily concentrated in the electric and electronic sectors oriented
to the domestic markets outside the region, especially to the Southeast.
Finally, the third dynamic areain the region is located in the state of Para.
Even though the state has a mixed economy, with relatively strong
agricultural and industrial sectors, the mining-metal complex of Carajas
represents its most dynamic center. The existence of natural resources in
the region, valuable in international markets, attracted heavy government
investments in infrastructure, in a first stage, and, later, direct investments
by public enterprises in the development of an economic complex which
induced growth in the region. These three areas were the main sources of
economic growth in the North in the 1970’s and 1980's, and in the case of
Cargjas and Manaus, structural changes accompanied growth, in that the
share of the industrial sector in the North’s GRP increased from 15.1%, in
1970, to 39.8%, in 1985.

In the Northeast, government intervention contributed to growth by
providing the region with artificial locational advantages in the form of tax
and financial incentives. Direct investments of state enterprises also were
carried out in the region, especially in intermediary goods (petroleum
refining and chemicals).

Segmented regional spaces also appeared in the region, strengthening
the dual character of the economy; areas of intense modernization coexist
with traditional economic structures, reluctant to technical changes. On one
hand, the Northeast encompasses dynamic regional poles developed from
private investments reinforced by government incentives, as well as from
government investments; they include the petrochemical complex of
Camagari, the textile and clothing pole in Fortaleza, the mining-metal
complex of Cargés, in Maranhdo, which also encompasses part of the
Brazil’s North, and scattered areas of modern agriculture. On the other
hand, the sugar cane and cocoa plantations represent areas resistant to
changes, incorporating traditional methods of land cultivation with low
standards of productivity (Aradjo, 1995).

It is important to point out that the redistributive role the government
played through the federal fiscal system was a common practice in the
1970's and 1980's. As is apparent from Tables 1.4 and 1.5 below, the
regional shares of the central government revenues in the poorer regions
were recurrently smaller than the shares of centra government
expenditures in those regions. These figures suggest an effective
redistribution of public funds to the North and Northeast over the period.
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Table1.4 Brazil: Regional Sharesof Central Government Revenues

1970 1975 1980 1985 1991
North 1.4 15 17 2.2 2.3
Northeast 10.0 8.2 7.2 8.3 9.9
Center-South 838.6 90.3 911 895 878
Source: SUDENE, Boletim Conjuntural, August 1996, p. 397

Tablel.5 Brazl: Regional Sharesof Central Gover nment
Expenditures

1970 1975 1980 1985 1991
North 3.2 25 3.0 35 3.6
Northeast 134 10.9 10.3 104 11.2
Center-South 834 866 867 86.1 85.2
Source: SUDENE, Boletim Conjuntural, August 1996, p. 400

The pioneering efforts by Rolim et al. (1996) provide a more complete
interpretative scheme on interregional flows in Brazil, based on available
statistics on trade balance, government accounts, investments by the public
sector, and savings. The preliminary results for 1985 are summarized in
Table 1.6, and reinforce the character of interregional government transfers
suggested above. Even though the analysis covers only one year, it can give
a rough idea on how interregional flows were oriented in the years
preceding 1985. The repeated pattern of government fiscal transfers
depicted in Tables 1.4 and 1.5, together with the estimates of interregional
and international trade balances for the Northeast and North in the same
period, suaoort the following generalization of the results presented in
Table 1.6.> The North and Northeast presented trade deficits recurrently
over the period. In the case of the Northeast, the perennia interregional
trade deficits were partially compensated by international trade surpluses,
indicating a transfer of foreign exchange earnings to other regions of the

% The Northeast presented arecurrent surplus in the international trade balance in the period:
1970 (US$229 M); 1975 (US$796 M); 1980 (US$707 M); 1985 (US$1,692 M). In the same
period, the North achieved repeated deficits: 1970 (-US$27 M); 1975 (-US$173 M);
1980 (-US$312 M); 1985 (-US$55 M). Even though estimates for interregional trade flows
are not systematically available, it is acknowledged that the Northeast presents historically
deficitsin relation to the rest of the country (Araljo, 1995).
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country. The continual overall interregional trade deficits of these two
regions had to be financed by public and/or prljilvate savings, so that the
conditions for macroeconomic balance were met.

The conjecture, taking 1985 as a typical year, is that the transfers of
federal resources to the Northeast, for instance, had to be greater than the
trade gaps in order to compensate the interregional flows of private capital
oriented towards other regions. Even though the figures show a net outflow
of private capital from the Center-South, |ess aggregated figures, for 1985,
show a tendency of net private capital gains to the states of Sdo Paulo and
Rio de Janeiro, as well as the Center-West. The orientation of public
capital to the less developed regions has often been offset by the flight of
private capitals. Rolim et al. (1996) argue that this represents the synthesis
of bad alocation of government funds from the point of view of an
efficient regional policy. However, it might be argued, based on the
previous discussion, that government transfers to the North and Northeast,
during the 1970's and early 1980's were necessary to build the social
overhead capital in those regions in order to strengthen the potential spread
effects from the Center-South and create self-reinforcing mechanisms in
the regions to generate their own sustainable growth. In other words,
government transfers might have achieved a greater relevance in the less
developed regions by creating the necessary infrastructure to foster
development and attract, in a second moment, private investments to
directly productive activities. This hypothesis would be better tested by
looking at estimates of investments in the region; if it is somehow relevant,
the relation between the share of public investments in the target region to
the share of public investments in the country should show an increasing
trend during the 1970’ s with an inflection point after the necessary time for
the economic infrastructure to have matured. From the estimates for the
Northeast, however, an increasing path in the share of public investment in
the region, compared to the national average, is apparent from 1973 to
1989 (Figure 1.1). Even though there seems to be a declining tendency
towards the national average in the first years of thel990's, empirical
evidence to support the conjecture on the existence of a change in gearsis
very weak.

" This condition establishes that income inflows should equal outflows, in equilibrium.
Thus, if aregion presents trade deficit with the rest of the country and the rest of the world,
in equilibrium, it has to be compensated by net inflows of resources from government
expenditures and/or private investments (see Rolim et al., 1996)



Regional Development and Regional Inequality 15

Table1.6 Interregional Flows by Regions, 1985
(in Cr$billions)

North  Northeast  Center-South

1. Interregional trade balance -2016 -13071 15088

2. International trade balance -207 4383 56573

3. Government current account balance 4208 13651 -117273
4. Government capital account balance 2269 16874 80470

5. Allocation of government resources 6477 30525 -36803
(3+4)

6. Private capital flows (1+2+5) 4254 21873 34898

Source: Rolim et al. (1996)

Figurel.l Northeast: Ratio of the Public Sharein Regional
Investment to the Public Sharein National Investment
for Capital Creation: 1973-1993
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Hence, in the three first stages identified here, there was clearly a
pattern delineated, initialy, by increasing spatial concentration, followed
by a reversion in this tendency in the last decades, as can be seen from
Figure 1.2. It should be mentioned, however, that the decrease in regiona
inequality has been accompanied by a remarkable increase in the
concentration of both intraregional and personal income distribution in
those regions, in the same period (Azzoni, 1995 and 1996).

Figure1.2 Brazl: Time Path Relating Regional Inequality and GDP
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Source: Author’s calculations using data from Anuério Estatistico, severa years.

Finally, the fourth stage encompasses deep structural changes in the
Brazilian economy. After 1988, with the new Constitution, the central
government was hampered by a profound loss in its revenues to the state
and municipal governments. Nevertheless, the fiscal crisis reached all
levels of government, decreasing their financial capability for carrying out
new investment ventures. The lack of investment in economic
infrastructure increased the average cost of production; producers were
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facing increasing costs due to the inefficient mechanisms of trade and
transportation, which lagged technologically. A new paradigm of
development had to be defined, in the context of increasing globalization,
high rates of inflation in the country, and the fiscal crisis of the State. In
1994, the Brazilian government introduced a so-far successful stabilization
program in order to stop inflation. This action, together with trade
liberalization measures introduced since the early 1990’ s, made the country
more attractive to foreign investments again. Direct investments in high
linkage industries, such as the automobile sector, increased in the last
years. Brazil is now going through a new expansion cycle, whose
directions should be analyzed carefully.

Estimates of regional sharesin the GDP for the period 1985-1994 show
an unchanged picture in the decade. North’s share oscillated dightly
around its average 4.75%, the same occurring to the alortheast (average of
14.10%) and the Center-South (81.15%) [Table 1.7].*Regional inequality,
as measured by the Williamson's coefficient, also presented a stable
behavior (Figure 1.2).

Tablel.7 Regional Sharein GDP

North  Northeast Center-South

1985 4.36 13.93 81.71
1986 4.52 14.18 81.30
1987 4.65 14.09 81.26
1987 4.80 14.10 81.10
1989 5.06 14.29 80.65
1990 5.02 14.02 80.96
1991 4.89 14.15 80.96
1992 4.63 13.90 81.47
1993 4.79 14.32 80.89
1994 4.82 13.97 81.21

Source: IPEA/DIPES

The effects of the new growth cycle of the Brazilian economy have
generated renewed debate on the future of the regions. The stable regional
setting shown above is not likely to persist; estimates from the national
accounts point to a weak tendency of regional divergence of state per

8 Disaggregated estimates for the Center-South show that there was a gain of approximately
2% for the Center-West, in the period, in the same proportions of the loss of the Southeast
(Lavinaset al., 1997)
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capita income after 1992 (Lavina et al., 1997). The possible reversal of the
secular tendency of regional income convergence established in the late
1960's coincides with the changes in the economic environment of the
economy.

At the macro regional level, similar questions are raised (Figure 1.3).
Will the regional concentration continue its downward path, as implied by
the inverted U-shaped curve hypothesis, which states that, during the early
stages of development, the per capita income of regions becomes more
unequal, but during the later stages, more equal — as suggested in the
Brazilian case up to the mid-1980's? Or will there be a new concentration
period, suggesting a cyclical pattern, with aternating cycles of regional
inequality expansion and contraction?

Figure1.3. Brazil: Alternative Paths Relating Regional I nequality
and Economic Development

Regional inequality

Economic development

In this context, the main objective of this book is to examine the effects
of the changing economic environment of the Brazlian economy on the
patterns of regional concentration and structural changes. Trade
liberalization policies, the infrastructure component of the Custo Brasil —
the extra costs of doing business in Brazil —, and the new industria
investments will be examined through the use of simulation exercises,
focusing on their impacts on regional inequality and structural changes.
The simulations will be carried out using an interregional computable
general equilibrium model, described in Chapter 3. Before, modeling issues
are discussed in the next chapter.



