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What are the prospects for economic development in lagging sub-national
regions? What are the roles of public infrastructure investments and fiscal
incentives in influencing the location and performance of industrial activity?
To examine these issues, | estimate a spatial probit function for industrial
activity in Brazil that explicitly incorporates infrastructure and fiscal
improvements in the cost structure of individual firms. Using firm-level data
from a 2001 annual industrial survey and regional/ spatial data at the micro-
regional level, |1 find considerable firm-level cost savings from location in
areas with relatively lower transportation costs to large markets. In
comparison, fiscal incentives have modest effects on firm-level costs.
Although this suggests that firms benefit from locations with good access to
markets, it does not necessarily suggest that improving inter-regional
connectivity will help lagging regions. Improving inter-regional connectivity
implicitly reduces a natural tariff barrier so firms that currently serve large
markets and benefit from economies of scale can more easily expand into
new markets in competition with local producers. Thus, producers in the
leading regions can crowd out local producers, with detrimental effects on
production and employment in the lagging region.
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