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1. INTRODUCTION: SETTING THE STAGE FOR THE 
METROPOLITAN REGION OF SA0 PAULO’S 

RECOVERY STRATEGY 

1. S l o  Paulo, the largest metropolitan area in South America, faces the challenge of 
unleashing a process of  recovery under severe fiscal constraints. As many other large cities in 
the world, the Metropolitan Region of Si30 Paulo (MRSP) has been going through a process of 
change in their economic structure, characterized by de-industrialization, partially compensated 
by a rise in the services sector. There are two particular aspects in the ongoing process in 
Municipality of  Si30 Paulo (MSP). First, the decline in economic activity and the poor results 
obtained in some o f  the most important social indicators seemed to be particularly intense in the 
last 25 years. Second, the gravity of the fiscal problem i s  acute in the case o f  the MSP, which 
seems to impose severe limits to the possibilities and alternatives of public policy intervention. 

2. The problems faced by the MRSP are not unique in Brazil, since metropolitan 
regions have been the loci in which the impacts o f  slow growth and aggravation of  social 
problems have been more acute. Metropolitan regions such as the MRSP were at the heart o f  
earlier development strategies and have been suffering from mounting social problems in a 
context o f  limited financial resources. Brazil as a country i s  not going through a de- 
industrialization process. However, its metropolitan regions are changing their original vocations. 
This i s  particularly evident in the metropolitan regions of Si30 Paulo and Rio de Janeiro. 
Similarly, Brazil as a country i s  not loosing employment, but its metropolitan regions are, 
particularly the MRSP (Figure 1). Furthermore, while Brazil as a whole has seen a decline in the 
poverty rates, the trend in metropolitan regions has been an increase in the number o f  the poor; 
again, this was particularly evident in the MRSP (Figure 2). 

Figure 1. Brazil and selected metropolitan regions: 
unemployment rate, 1992-2004 (percent) 

Figure 2. Selected metropolitan regions in Brazil: 
poor population as a share o f  total population, 1992- 

2004 (percent) 

[ + Bras11 + Rio de Janeiro + Sbo Paulo ---- Cuntiba 1 1 l8 1 

4 1  I I 

1990 1992 1994 1996 1998 2000 2002 2004 2006 

35 1 -I+ Belo + Rio de Janeiro +Sbo Paulo -- Cuntiba 

10 -I I 

1990 1992 1994 19% 1998 2000 2002 2004 200 

Source: Based on PNAD/IBGE. Source: Based on PNADABGE. 

3.  S l o  Paulo’s indicators have been more negative than other metropolitan regions 
within Brazil, which indicates that it i s  suffering from an array o f  agglomeration 
externalities. Rapid urbanization combined with sluggish economic opportunities and rising 
unemployment rates resulted in a metropolitan area plagued with social problems, 
criminality, and a diminished capacity to compete with other regions in the attraction of  
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private investments. Currently, SBo Paulo i s  the largest and the slowest growing city in Brazil 
(1.4 percent average per year o f  GDP growth).’ Compared with the rest of metropolitan Brazil, 
SBo Paulo has witnessed above average unemployment rates. SBo Paulo’s economic decline 
occurred in the last thirty years with major economic recessions that hit the manufacturing sector 
in the early 1980s and the early 1990s. More recently, the shrinking of SBo Paulo’s economic 
base was particularly significant: according to Funduq6o Seade, the municipality of SBo Paulo’s 
share in the state’s GDP declined from 33 percent to 30 percent between 1999 and 2003, a period 
marked by the average low growth of the Brazilian economy. Currently, economic and quality of 
l i fe  indicators for Sgo Paulo are consistently lower than those of other large cities in Brazil. Out 
of the 49 metropolitan regions in Brazil, the MRSP has the highest population density (2,245 
inhabitants per km2), the highest housing rental prices, the fourth highest share of the population 
living in slums (9  percent), and the fifth highest share of the population living in informal housing 
(16 percent) (Cities Alliance, 2005). While some of the MRSP’s problems fall outside the scope 
of municipal control, there i s  much room for city-level improvements. 

4. The municipality o f  Si30 Paulo fiscal crisis, aggravated in the 1980s and 1990s, has 
furthermore limited the ability o f  the administration to cope with municipal problems. SBo 
Paulo’s successive budget deficits led to a large debt exposure at the end of 2005, when the net 
consolidated debt reached 223 percent of net current revenues, far above the Fiscal Responsibility 
Law (FRL) ceiling of 174 percentn2 This deteriorating fiscal situation was driven by expenditure 
increases, specifically current expenditures. The concern i s  that the lack of fiscal capacity has 
hindered the quality o f  basic infrastructure, which i s  an essential factor in attracting private 
investments and competitive activities. Other arguments consider that the lack of economic 
growth has eroded the fiscal capacity of the municipality, impeding i t s  ability to provide essential 
services and address the most pressing demands of the poor. Evidence suggests that some of  the 
concerns regarding the lack of adequate maintenance of infrastructures are indeed an obstacle for 
growth and competitiveness. In addition, the lack of job opportunities has certainly contributed to 
the increase in the incidence of crime and violence, magnifying the difficulties of establishing a 
business environment conducive to growth in the region. 

5. I t  i s  incorrect, however, to perceive SHo Paulo as a degraded area; SHo Paulo 
benefits from many advantages. Furthermore, it  i s  a transforming metropolitan area that, 
with the right policies, can confront the shocks caused by economic transition. SBo Paulo has 
many assets: a favorable geographic position, it i s  a natural hub for air transportation, it i s  close to 
the main port of the country, and it has proximity to agricultural and manufacturing production. It 
also has some of the most prestigious universities in the country, such as the University of SBo 
Paulo, which supplied the municipality with the highly qualified professionals needed to support 
the area’s rapid growth period. The attractiveness of the city and the region i s  recognized by 
entrepreneurs, which regard the city of SBo Paulo as having the best business environment in 
Brazil and value i t s  endowments as key factors for business l~cat ion.~ 

6.  Through an analysis of selected topics, this study aims to offer inputs for a 
successful recovery strategy for the city and the Metropolitan Region of  SHo Paulo. The 
study first presents an analysis of the underlying factors of the economic transition in the 

’ Ten million people in 2005 in the municipality o f  Slo Paulo, over 18 million people in the metropolitan 
area, one o f  the five largest cities in the world, and where one out o f  every 10 Brazilians lives. 

Complementary Law No. 10 1/2000. 
Sfio Paulo was recently appointed as the best city in Latin America to do business (America Economia, 

2006) and i s  frequently mentioned as a successful case o f  transformation for other metropolitan areas (e.g., 
the recent study about Rio de Janeiro by McKinsey). 
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MRSP, highlighting the factors behind the recent performance of  the MRSP in terms of  job 
creation and growth. Then, four inputs that would lead to a ‘recovery strategy’ for the 
MRSP were discussed in detail: ‘Improving Fiscal Performance and Creditworthiness’ assessed 
the current fiscal situation, revising the fiscal scenario, and the links o f  economic performance 
and fiscal spending. ‘Improving Competitiveness and the Investment Climate’ analyzes the 
business environment in the MRSP, using both direct surveys and an econometric model with the 
aim o f  uncovering the main strengths and weaknesses o f  the region in terms o f  attracting new 
investments. ‘Improving Service Delivery in Low-Income Housing’ carefully examines housing 
policies and programs, which, given the MRSP’s current economic transition and fiscal 
constraints, are key services responsible for improving the livelihood and opportunities o f  the 
poor. Finally, ‘Improving Institutional Partnerships’ discusses current and potential activities that 
improve partnerships among municipalities in the MRSP as well as within the different levels of 
government and the private sector. 

7. The key area in the recovery strategy i s  ‘Improving Fiscal Performance and 
Creditworthiness.’ Chapter 2 provides an assessment o f  the current fiscal situation, revising 
the fiscal scenario, and the links between economic performance and fiscal spending. The 
focus of the chapter i s  the municipality of Siio Paulo, who has been suffering a long period of 
fiscal distress that led to a very high level of indebtedness. Projection exercises for the evolution 
o f  fiscal accounts for the period 2005-2015 are presented. The main message o f  the chapter i s  
that, notwithstanding the challenges for the consolidation o f  the fiscal adjustment that i s  being 
implemented by the current administration, there are positive signs on the fiscal front, suggesting 
that the unavoidable adjustment to comply with the Fiscal Responsibility Law i s  feasible and can 
be implemented while maintaining minimum levels o f  investment expenditures. 

8. A second area of  focus within the recovery strategy i s  ‘Improving Competitiveness 
and the Investment Climate.’ Chapter 3 assesses the business environment in the MRSP, 
using both direct surveys and econometric models, to describe the factors that influence 
perceptions of  the business climate, factors that influence firm location within Brazil, and 
the differences between the manufacturing and services sectors with regards to firm 
location. Specifically, the study uses responses from a survey on 447 manufacturing firms, 
selected among the 1,642 firms interviewed for the Brazil Investment Climate Survey (ICs) 
carried out by the World Bank in 2003 and interviewed over the phone using a computer-assisted 
telephone interview system (the methodology i s  reported in Annex l), in order to assess those 
areas in which municipal governments must improve in order to raise competitiveness in the 
MRSP. 

9. A third area of focus under the MRSP recovery strategy i s  ‘Improving Institutional 
Partnerships.’ Chapter 4 explains that a confusing institutional framework, overlapping 
responsibilities, the lack of coordination across government levels, and little interaction with 
the private sector have hampered the MRSP’s ability to react to economic and fiscal shocks. 
The municipality of Sgo Paulo shares basic problems and challenges with surrounding 
municipalities, including traffic congestion, densification, deficiencies in the provision o f  basic 
services, slow job creation, and serious shelter and housing shortages. However, policy and 
urban planning coordination deficiencies between the Municipality o f  Sgo Paulo and the other 38 
municipalities o f  the metropolitan region, commonplace throughout metropolitan areas in Brazil, 
limit the MRSP’s ability to solve common  issue^.^ This chapter highlights the example of  inter 
and intra-municipal transport, which due to inefficiencies i s  currently resulting in significant 

See Chapter 5 on housing policies. 4 
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traffic congestion: over 100 km of congested roads at peak hours, low occupancy rates of 1.5 
passengers per car, and 3,200,000 cars circulating each day (Jacobi, Segura, and Kjellen, 1999). 

10. Finally, ‘Improving Service Delivery’ i s  the fourth focus area within the MRSP 
recovery strategy. The challenges of service delivery are illustrated in chapter 5 through 
careful examination of housing policies and programs in the Municipality of SHo Paulo 
(MSP). The housing sector was chosen because of  i t s  importance in the municipal investment 
budget and the coordination challenges involved, as well as being an area in which policies can 
have high social impacts. In addition, housing as an example of municipal service delivery i s  
particularly relevant for the MSP given the context described in chapter 2: loss of employment 
caused by de-industrialization, increases in the overall population and more specifically the 
proportion of the poor population, and fiscal restraints that limit the municipality’s ability to 
provide all the public services needed under these circumstances. The chapter provides 
recommendations to improve the efficiency and targeting of public housing programs in the 
municipality of SBo Paulo (MSP). The proposed improvements are based on a consolidated view 
of interventions of different government levels (Le., federal, state, and municipal) undertaken 
through various programs. 

11. SHo Paulo i s  a global city and in an increasingly competitive world, Brazil needs 
prosperous cities to compete. Brazilian cities contribute to economic output, host the majority of 
the country’s population (82 percent), and are the main recipients of foreign direct investment 
(FDI). Worldwide examples attest to the impact of good city management in enabling the 
emergence of new economic activities and expansion of  innovation. In an increasingly 
competitive world, Brazil needs to harness the potential of i t s  urban and regional competitiveness 
and promote i t s  cities to world class agents of growth and innovation. The difficulties faced by 
the SBo Paulo metropolitan region are complex, but through effective policies such as those 
emphasized in this report, negative externalities can be mitigated, institutional capacity enhanced, 
mobility increased, competitiveness improved, and adjustments to shocks facilitated. 
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22, There are ~ ~ ~ n i ~ ~ ~ n ~  c h ~ l l e n g ~ ~  In urban sewicu ~ r o ~ ~ ~ s ~ ~ ~  given the c ~ n c ~ ~ ~ r ~ t ~ ~ ~ ~  
of jobs, The MKSP has ti circular $ ~ ~ c ~ u r c  uith i ts  center located at the heart ofthe m ~ ~ ~ ~ ~ c ~ p a ~ i ~ ~  
o f  SBa Patilo. k4ap 1. I shows the ~ ~ ~ i n i ~ i p a l i ~ y  of  SBu Paulti uut~jned in red with the  est -job 
density located in its ar pa tided center and ~ u ~ * u n d e ~  by areas of low job ~ j e ~ s i t ~ .  The Southcrn 
part of tfic c i t j  does riot represent a concern, sirico i t s  p o p u l ~ ~ ~ o n  density is  low. However, the 

ern, Northern, and thc U’estcrn areas are densely p ~ ~ ~ ~ ~ ~ ~ e ~  despift. the luu a ~ ~ ~ ~ ~ ~ ~ l ~ r ~  uf 
jobs, The. p~)p~~lation from these areas o o t ~ ~ ~ ~ ~ e s  tu ello city ccnter, r e ~ r ~ s ~ n t i ~ ~ g  a s u ~ s t a ~ ~ ~ ~ a l  
c h a l l e ~ ~ ~ ~  for the ~ r ~ ~ s p ~ i ~ ~ ~ ~ o n  system arid higher ~ ~ a ~ ~ s p ~ ~  e x p ~ n ~ ~ ~ ~ r ~ s  for pcople l ib ing in 
those arcas. In fact, the 2002 arigin-desrinatiati matrix for the MRSP shows that inore than 30 
percent o f  the ~ ~ t ~ r j ~ e ~  daily trips that o r~~~nated  in p e ~ ~ ~ h ~ r a i  t~iu~~icipal~ties o f  the MRSP tiad 
ariotticr ~ u n ~ c i ~ a l i ~  as their ~ ~ s ~ ~ t i a t ~ o t ~ s ,  whife on15 10 percent o f  the trips ~ene~ated in the 
m~~nicipali~y of  SBo Paul0 tiad dcs t i~a~ iun~ outside o f  the city. Map 2.1 also shows that other 
urban areas, such as Campinas, which go beyond chc MRSP’s p ~ r ~ p ~ e r ~ e ~ ,  ~ a i ~ ~ t a i n  high job 
densities. 

23. Urban ad price dynamics thr 

purposes in S%u Parrlu’s Cieq Hall. Ideally i t  could hate  been ~~t~~~~ with census data in order to model 



tery  reduced prices and a Eo 
increases in land prices transla~e into increased walth for ho~~seh~lds who m e r  a time period 
~ r a ~ s ~ o r ~  that land into iricome ~enerat~oi~. The ~ ~ n i c i p ~ l ~ $ y  of  Sao Paufo seems to have a very 
c ~ n ~ e n t ~ a ~ e d  land price dynamic, ~ ~ ~ i c h  u n d e ~ ~ ~ i n e ~  pos$~bil~ties f ~ r  the city to ~cnerate sveafth 
and, therefore, s$ren~r~~en its d e ~ ~ i ~ n d .  These o ~ s ~ ~ ~ ~ r i o ~ ~ s  seem ~ o n s i s ~ e n ~  with Ghat is  ~ ~ i s ~ ~ s ~ e ~ i  
above it1 Figure I.7. In a context o f  reduccd e c o n o ~ i c  growth the conccn~ra~i~n of  wcatth in few 
areas could explain the low income dynamic, P u b l ~ ~  policy cF~al~en~es are j ~ c r c ~ ~ s ~ ~ ~ ~  given the 
~ ~ n c e n ~ r ~ ~ i o ~  o f  low inconle ~ ~ p u ~ a ~ i o n s  (5% ith increased social service. needs) rind the 
c o s ~ s ~ q ~ i e n ~ ~ ~ ~ ~  s ~ a ~ i ~ ~ ~ n ~  per capita fiscaf revenues. Tax revenues per capita grew w11y 0.8 percent 
per ~ n n ~ ~ i  in real terms between I995 and 2004. 'This low growth was iiot c o ~ ~ ~ p e ~ ~ s a ~ ~ d  by other 
fiscaf revenues, s i x e  total revenues grew 0.6 percent per a n ~ u ~  in real tcrrris o i c r  thc silnie 
period. 

Source: Bascd on City Hall Data. 

I S  



23. The 1970s marked the ~ n ~ e ~ ~ ~ n  paint far the process of c ~ n ~ ~ n t ~ a ~ i o n  of economic 
activity in the MRSP, which s t a ~ t ~ d  in the late XIX century, Vast f~ te r~~ure  exists ana l~~ ing  
thc rcasons behind the large d~~par i t i ~s  a r n o ~ ~ ~  ~ r a ~ j l i ~ ~ n  regions that resufted in a rich South and a 
poor North, Most e ~ ~ f a n a ~ ~ o n s  site the MRSP 8s the center o f  iveafth concer~tra~ion, F i ~ ~ h e ~ i ~ ~ o r e .  
~ ~ ~ e r e n c e s  across regions have not only been a subject o f  analyses but the cause of  s # ~ s ~ a n ~ i a ~  

c i t j  o f  Manaus in order to rcd 
2003). Although it t~oufd IIOE be e 

n: and. (iii) lower transpo 

once h’82i195 economic growth s 

lato XlX century. S i r n ~ ~ i ~ ~ n e ~ ~ ~ i s l ~ ,  the ~ r a ~ i l i a n  GDP per capita grew more than 3 percent per 
annL~r~ during the six decades between tfie 1920s and tfie 1970s. These two s i ~ ~ i u ~ t ~ n e o u ~  trends 
arc ~ a ~ ~ ~ c ~ l a r l y  s~~rpr~sing because after 1 ~ 8 0 ~  thc exact reverse process took pface. After 19813, 
e c ~ i ~ o ~ n ~ c  activity in the MRSP s r o ~ ~ e d  ~ r o ~ ~ i ~ ~ ~  and its share in the B ~ ~ ~ ~ l i ~ ~ n  e ~ o n o i ~ ~ ~  began to 
drop. During this same tirnc ~ c r j ~ ~ d ~  ~ r a ~ i ~ ~ a n  CDP per capita grot5-th st~gn~ted at less than I 
percent per year. Gitcn that tower ~ ~ o ~ ~ r ~ ~  i ~ ~ i ~ ~ ~ ~ s  h e r  rafcs o f  return on in~estiiien~s, rcduccd 
profits coufd have forcud firms to improve ef f i~ i~ncy,  a1 f the while ~ n ~ r ~ c ~ a ~  ~ c ~ ~ ~ r ~ L ~ l a ~ ~ ~ r ~  
~~eakene~ .  Thosc firms tiiat located outside the MRSP became more ~ o n i p e t i ~ ~ t ~ e  and gaincd a 
largcr share o f  thc market, This ~ ~ e ~ h 8 n ~ ~ ~  docs not e x ~ l ~ i n  why the ~ ~ S P  lost pa~icipation in 
the national GDP. I t  does tiowebet i ~ i ~ I s ~ r a t e  that the positive e ~ t ~ ~ a f i ~ i e s  o f  a city do not 
~ u f ~ ~ i e n ~ ~ ~  ~ o ~ ~ p c i ~ s a t ~  for reduced profits in order to n ~ a i n ~ ~ ~ n  focal activity growth. 

Note: Atisrage 
Source. Based on 

osc i s  rtat tivc but iilti road map 
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26. The hypothesis o f  size: i s  the MRSP oversized? The MRSP already hosts 18 million 
inhabitants. Size i s  both a potential representation o f  congestion and a large home market. 
Congestion affects economic activity through the increased competition among capitalists for the 
use o f  production factors, which imposes higher costs (e.g., higher land prices in business 
districts). This increased competition can also increase transaction costs, such as those related to 
the logistics of  transport. The home market effect refers to the buying capacity o f  the local 
demand, including the number o f  inhabitants and their average real income. This force i s  
expected to act positively since, in a large city, demand i s  also expected to be large. However, as 
discussed in Section 1.1, the MRSP observed concentration o f  profits from land valorization in a 
reduced income group, as well as high unemployment; both phenomena weakened the local 
demand or home market. The MRSP therefore i s  mostly facing the negative effects of size. 

27. Analyzing Brazil as a whole, there seems to be a negative relationship between city 
size and the concentration of  economic activity. Large areas lost participation in the 
manufacturing sector and this activity was taken on by small population agglomerates. After 
reaching a certain maximum population size, large cities could not sustain high economic growth 
rates. In fact, SBo Paulo’s economic growth rates were only 0.6 percent per year during the last 
three decades while small areas observed economic growth rates above 4 percent, However, this 
hypothesis i s  difficult to test given that there are only two ‘large city’ cases in Brazil - Rio de 
Janeiro and SBo Paulo. The argument i s  further weakened when considering the different 
geographic agglomerations or the varying definitions used for concepts such as ‘metropolitan,’ 
‘municipalities’ or ‘counties.’ A ‘large city’, for example, i s  usually defined as a conglomerate o f  
urban areas. I t  follows that every ‘large city’ would lead to different conclusions based on the 
specifics o f  the varying urban areas that comprise it. The MRSP i s  large, but the 39 municipalities 
comprising it are not. A simple solution could be to divide MRSP into smaller cities, but then, the 
opposite problem would arise: while size would not be the factor affecting competitiveness, there 
would be a need for a city’s institutions to behave consistently with its size. In fact, as discussed 
in chapter 6, coordination problems among metropolitan municipalities are substantial. 

28. Transport infrastructure that links firms to large markets has the most important 
external impact on firm-level performance. Transportation costs have been decreasing 
consistently since the late sixties, apparently affecting the capacity of  the MRSP to maintain 
economic activity. Using firm level data from the 2001 Annual Industrial survey along with 
regional data at the microregional level, Lall, Fundenbrug and Yepes (2003) found that firms 
located in areas that require relatively lower transport costs to reach large markets benefit from 
considerable cost savings.” Although their results suggest that firms benefit from being in 
locations with good access to markets, they do not suggest that improving interregional 
connectivity would necessarily assist lagging regions in the short-run. Improving inter-regional 
connectivity implicitly reduces a natural tariff barrier so that firms currently serving large markets 
and benefiting from economies of scale can more easily expand into new markets and compete 
with local producers. This would be detrimental for local production and employment in lagging 
regions but would favor producers in the MRSP. 

1.2.3 What i s  Happening at the Sector level? 

29. Global experience shows that firms kept their headquarters o r  high-skilled workers 
@&D) in their original cities rather than relocating them into new industrial centers. 

” See “Transport Costs, Fiscal Incentives and Industrial Performance in Lagging Regions: Evidence from 
Brazil” Submitted to Regional Studies. 
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Relocation of firms towards those new urban centers occurred in highly competitive 
sectors,such as clothing, furniture, toys, and cars; mid- and low-tech specific-inputs as well 
as land and/or labor intensive sectors left traditional large urban areas. Industries the 
remained are technology and skill-intensive and those that depend on proximity to research 
facilities, teaching institutions, business services, and financial markets (Yusuf, 2006). Potential 
sectors to be strengthened in traditional large cities are business services (e.g., financial, 
accounting), leisure, health, personal services, logistics, education, and research. 

30. From the sector analysis perspective, one alternative explanation to the MRSP’s 
structural transformation i s  that by 1970 it had some “wrong sectors” (i.e., the sectors that 
under-performed in the 1990s). Figure 1.9 shows the decrease in the share in value-added 
between 1991 and 2000 for the manufacturing sector by skill level. In the MRSP, sectors 
requiring medium-skilled workers witnessed a decreased in market participation that i s  much 
greater than the decrease that occurred within the low and high-skilled sectors. Looking at the 
share in employment, one notices that the decrease was less severe in every class, except for the 
medium-skilled manufacturing industry (Figure 1.10). This signifies that productivity (as value 
added per worker) was converging toward national averages in both the low- and high-skilled 
manufacturing industries (shares in both the value-added and the labor force dropped by 5 percent 
and 2 percent, respectively). For the medium-skilled sector the share in value added dropped by 
10 percent and the share in jobs dropped by 8 percent. Since the MRSP started with high 
productivity levels relative to Brazil as a whole, it i s  possible that some convergence either in 
productivity or in wages (which, in equilibrium, should be the same) within Brazil has been 
occurring. 

. 

Figure 1. 9. Industry sector: change in shares in 
value-added by skill level, 199 1-2000 (percent) 

- -  - -. _ _  6% T- -- 

m 
f 0% 

1 ,  ‘-2% 
........................ 

+Medium 

.......................................................... 

... ..... .......... 

< 1 2-3 CUR REC PA RJ 
Sorted by population size 

Figure 1. 10, Industry sector: change in job shares by 
skill level, 199 1-2000 (percent) 
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Source: Based on data from the Brazilian Ministry o f  
Labor. Labor. 

Source: Based on data from the Brazilian Ministry of 

3 1. Jobs losses in manufacturing do not seem to be compensated by the creation of jobs 
in other sectors. Figures 1.1 1 and 1.12 look at the services sector, which i s  divided in two 
groups: (i) business-related services (e.g., finance, insurance, real state, software, and 
consultancy), and (ii) personal services (e.g., lodging, restaurants, and bars). In terms of jobs, 
business services are the only aggregate sector in which the MRSP actually increased i ts  share of 
both value added and jobs during the period from 199 1-2000 (Figure 1.1 1). The share of  jobs in 
personal services for the MRSP decreased more than 1 percent (Figure 1.12). This i s  quite a 
contrast from the figures representing the manufacturing sector (Figures 1.9 and 1.10). In the 
manufacturing sector, the share in value added and in jobs i s  generally decreasing in size. Areas 
with populations below one million inhabitants and between one and two million inhabitants are 
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i n c r e a ~ ~ ~ i ~  their share in jobs and value added, while those areas with more than three miflion 
people are n i ~ i n ~ ~  k e ~ p i ~ ~ g  their shares in these tuo  areas constant, with the e~cept~on OS Rio dc 
~ ~ ~ i i e i r o  and the RIIRSP, whose shares in both areas o f  the ~ a ~ ~ ~ f a c ~ ~ r ~ ~ ~ ~  i ~ d u ~ t ~  arc decreasing 
~ p a ~ i c u l a r l ~  in total ~ ~ ~ ~ ~ ~ ~ - ~ d d e ~ } ,  

f 
Labor. 

32. While most areais did 

i n ~ a b ~ ~ a n t s ~  and from 

33.  

exodus OF firms from the 
and by closings of firms, 
in e m p ~ ~ ? ~ r ~ e ~ t  due to firm openings or closings; (ii) net increase in e i ~ ~ ~ ~ o ~ n ~ e n ~  due to h ~ s  
r ~ ~ i ~ r ~ ~ j n ~  in or out; and (iiif net increase in e ~ ~ ~ p ~ ~ ~ ~ r n ~ ~ ~ ~  due to firms that w r e  not in thc previous 
groups. r e ~ e ~ e d  here as i ~ ~ c ~ i r n ~ e ? ~ ~ s .  The table shows that reductions in e ~ p l ~ ~ ~ ~ i e n t  in the MRSP 
are not ~ ~ ~ ~ a ~ i i e d  by out ~ i ~ r a ~ i ~ ~  o f  firms. R ~ d u ~ t i ~ n ~  in e m p l ~ ? ~ ~ ~ ~ e ~ ~  within the MKWs 
n ~ a n ~ f a ~ ~ u r i ~ ~ g  sector are instead associated with losses t\ ithin i n ~ ~ ~ m b e r ~ ~  fimis that either 
reduced jobs or ~ ~ ~ ~ n i ~ i ~ ~ ~ y  closed. Ura~ i l  overall lust jobs only in scctors using ~ ~ ~ h - s ~ ~ l l e d  
u.orkers during the earty 1 9 9 0 ~ ~  tlihife the MRSP lost jobs in all m a ~ ~ ~ ~ ~ a c ~ u ~ i ~ g  sectors ~ ~ r ~ ~ ~ ~ h ~ u ~  
the 1990s. The increase in jobs in the scrtice scctors was comn~on to RrlixiI o.teraf1, but in thc 
MRSP i t  was b~~s in~ss  services that increased at rl higher rate t l ~ r o u ~ ~ o u ~  the ftrst part of the 
decade. 

fn terms of  job creation, the scwicc seetor, p 

ined by 
a ciccorn 



Table 1. 1.Changes in employment (percent) 

MRSP Brazil MRSP - Brazil 
Total Open In/out Incumb Total Open/ Incumb Open Incumb 

Close Close Close 
1991-1 996 

Manufacturing 
Low-skilled -21.6 -7.6 0.6 -14.6 -3.8 3.1 -6.9 -10.7 -7.7 

Medium-skilled -16.4 -4.5 -0.6 -11.2 -1.9 4.3 -6.2 -8.8 -5.0 

High-skilled -26.5 -9.7 -0.9 -15.8 -18.4 -7.7 -10.8 -2.0 -5.0 

Personal services 10.4 12.9 1.6 -4.0 16.2 14.9 1.3 -2.0 -5.3 

Business services 6.0 14 -2.7 -5.2 3.2 12.5 -9.2 1.5 4.0 

1996-2000 
Manufacturing 

Low-skilled -16.7 -8.2 0.0 -8.4 11.7 10.8 0.9 -19.0 -9.3 

Medium-skilled -15.1 -6.0 -1.5 -7.6 -3.9 3.8 -7.6 -9.8 0.0 

High-skilled -15.0 -4.1 -0.4 -10.4 -4.3 3.3 -7.5 -7.4 -2.9 

Personal services 11.6 9.7 2.5 -0.5 21.2 15.5 5.8 -5.8 -6.3 

Business services 13.1 12.6 1.4 -0.9 12.6 12.7 -0.1 -0.1 -0.8 

Source: Based on data from the Brazilian Ministry o f  Labor. 
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2. IMPROVING FISCAL PERFORMANCE AND 
CREDITWORTHINESS 

The city o f  S3o Paulo has been facing a severe fiscal crisis, which i s  relentlessly limiting the 
ability of the administration to cope with the problems of the city. Fiscal policy, comprising 
the management of revenues and expenditures, i s  one of the main instruments that municipalities 
have to address development issues. In the case of Ssio Paulo, fiscal imbalances have been 
deteriorating the provision of goods and services affecting the socio-economic environment. This 
chapter shows that, in spite of a sound overall fiscal performance of the MRSP, the municipality 
of Ssio Paulo, the largest of the MRSP’s municipalities, faces severe limitations and significant 
challenges in the fiscal front. Our assessment shows that, despite its high level of indebtedness, 
the fiscal adjustment for the municipality of Ssio Paulo can be obtained without severely affecting 
the municipality’s level of investments. Although the municipality of Ssio Paulo introduced fiscal 
adjustments in 2005 and 2006, the challenge i s  to take the appropriate steps in order to sustain the 
fiscal adjustment efforts without adversely affecting growth. 

2.1. THE OVERALL FISCAL SITUATION OF THE MRsP 

34. The fiscal accounts of the MRSP’s municipalities overall presented a more positive 
trend than that observed specifically for the municipality of S3o Paulo.’2 In fact, the fiscal 
performance of MRSP’s municipalities has been solid, since positive and large fiscal balances 
were obtained during 2000-2004. The total balance improvement was due mainly to the 
containment of expenditures, which grew by 6 percent, in addition to a reasonable performance of 
revenues (growth of 14 percent). More importantly and contrary to the Municipality of Ssio Paulo, 
in terms of current accounts, the municipalities of the MRSP were able to control current 
expenditures, which exhibited a growth of 3 percent during 2000-2004. It i s  important to point 
out that the MRSP’s municipalities have been able to generate large current account savings, 
which allowed them to increase investment expenditures by 25 percent during the same period 
without reducing primary surpluses, which followed an increasing path (Figure 3.1). 

35. As a result o f  the overall sound fiscal performance, the aggregate municipal level 
has complied with the fiscal limits established by the Fiscal Responsibility Law (FRL). 
Aggregate municipal FRL indicators were below the legal ceilings and presented a positive 
evolution. Net consolidated debt as a proportion of net current revenues, used for compliance 
with the FRL,, rose slightly, achieving 38.2 percent of net current revenues in 2004 (far below the 
legal ceiling of  120 percent). Personnel expenditures as a proportion of  net current revenues (45.9 
percent in 2004) were slightly reduced and below the ceiling of 60 percent. The fal l  of inflation 
contributed to a decrease in the weight of debt service expenditures as a share of municipal net 
current revenues, from 2.7 percent in 2002 to 2.2 percent in 2004. Finally, domestic credit 
restrictions constrained the municipal access to credit operations, which i s  clearly reflected in the 
low ratio of credit operations to net current revenues. 

36. The good performance at the aggregate level (MXSP) can also be observed at the 
individual level. I n  terms of  indebtedness, of the 39 municipalities that comprise the MRSP, 
only ,930 Paulo is above the legal ceiling set by the FRL and only two municipalities have an 

’* The In 2005, the Municipality o f  S8o Paulo represents about 33.68 percent and 38.70 percent o f  MRSP 
municipal revenues and expenditures, respectively (Source: Secretaria do Tesouro Nacional/STN). 
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38. High i n d ~ b t e ~ ~ n ~ ~ ~  ~ ~ n $ ~ i t ~ ~ e ~  the main problem of Sgo Paul~% ~ u ~ i ~ ~ ~ a ~  
~ o ~ e ~ n ~ ~ n ~ ~  at ihe end of 2005, net c o ~ ~ o l i ~ a t e ~  debt was equal to 223 percent of net 

d dcbf correctiort above c o ~ s u ~ ~ ~ ~ r  prim index 
(20 percent); and the d e ~ e r i ~ ~ a t i a n  o f  fiscal balances exprcssed in the ~ e ~ ~ e r a ~ i o ~ ~  o f  xiet b o r r ~ ~ ~ i ~ ~  
r~qu~renients  (I 4 percent) were r ~ ~ p o ~ ~ ~ b ~ e  for the debt increase (Table 2. I )." Alrtiost the entire 
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3.3. FISCAL ADJUSTMENT SCENARIOS: PROJECTION EXERCISES 

42. According to projection exercises, a strong fiscal adjustment needs to be 
implemented in ,550 Paulo in order to reduce debt and reach the FRL indebtedness ceiling. 
Four fiscal adjustment scenarios were simulated to show the feasibility o f  this task. The first one, 
the base case scenario, assumes (i) future current expenditure levels - except interest payments - 
from 2005 onward are equal to current expenditures in 2004 adjusted by inflation (IPCA) and 
population growth;I8 (ii) future investment outlays are equal to the average observed in the last 
f ive years, adjusted by inflation; and (iii) tax revenues grow according to nominal GDP growth. 
The second scenario shows what the necessary adjustment would need to be to guarantee the 
compliance o f  the indebtedness FRL ceiling in 2015 (as mandated by the own  FRL). In the third 
scenario, the adjustment would be enough to decrease the existing gap between actual debt level 
and the legal determination by ha l f  at the end o f  the current municipal administration (end o f  
2008) - the adjustment under this scenario would imply complying with the indebtedness legal 
ceiling in 201 1, In the fourth scenario, the required adjustment would guarantee the compliance 
with the debt level legal ceiling at the end o f  the current municipal administration in 2008. 

43. Except for the first scenario, in which S l o  Paulo will not accomplish the FRL limit 
in 2015, the other scenarios guarantee the accomplishment of this limit at different years 
(2015 for the second, 201 1 for the third and 2008 for the fourth scenarios), implying different 
degrees o f  expenditure reductions (Figure 2.3). Clearly, the second scenario involves the 
smoothest adjustment process, while the fourth one presents the tightest expenditure adjustment. 

Table 2,3. S l o  Paulo municipal government: evolution o f  expenditures structure, 2000-2005 
(million o f  2005 R$)] 

2001 2002 2003 2004 2005 
1,595 12,664 3,114 14,154 13,869 Total expenditures 

Personnel 
Current expenditures 

Employees 
Social security benefits 

Interest payments 
Other 

Capital expenditures 
Investments 
Debt amortization 

2000 
10,022 
8,677 
4,207 
2,728 
1,479 

558 
3,912 
1,345 
1,02 1 

158 

0,620 11,202 
4,877 5,020 
3,351 3,519 
1,526 1,500 
1,139 1,056 
4,604 5,127 

975 1,462 
591 1,081 
240 216 

1,253 
4,989 
3,521 
1,467 
1,079 
5,185 
1,861 
1,448 

223 

12,027 12,860 
5,280 5,165 
3,725 3,949 
1,555 1,217 
1,228 1,436 
5,519 6,259 
2,127 1,009 
1,677 612 

279 325 
Other 165 144 165 190 171 73 

Net current revenues 11,416 11,926 12,179 12,015 13,456 14,091 
Personnel expenditures (FRL) 4,585 5,316 5,539 5,439 5,721 5,647 
Personnel expenditures I net current revenues 40% 45% 45% 45% 43% 40% 
FRL ceiling: 60% 

Debt services' 716 1,379 1,271 1,302 1,507 1,760 
Debt services I net current revenues 6.3% 11.6% 10.4% 10.8% 11.2% 12.5% 
FRL ceiling: 1 1.5% 

Note: ' IPCA. 21nterest payments + debt amortization. 
Source: Own elaboration based on data from the Finance Municipal Secretariat. 

For inflation, GDP growth, exchange rate and interest rates, the market expectation from Central Bank 
Report - Market Readout for the next two years were used, and for population growth the IBGE estimation 
for Stio Paulo state was used (1.5 percent in 2005 to 1.2 percent in 20 14). 
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Figure 2.3. Slo Paulo municipal government: projections on net consolidated debthet current revenues, 
2005-20 15 (percent) 

Figure II: Net consolidated debt I net current revenue ratio 
(2005 - 2015) 
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44. The main implication of the results obtained in this projection exercise i s  that in all 
cases, even in the tightest adjustment scenario (fourth) which guarantees the 
accomplishment of  the FRL by 2008, the level of primary expenditures in 2005 and onward 
would be higher than the one observed in 2000. The projection exercise showed that the 
needed expenditure cuts are not too drastic, even acknowledging the changes in the quantity, 
quality and coverage of the public services currently provided by the Municipality. In every fiscal 
adjustments scenario, the level of total primary expenditures resulting from these expenditure cuts 
will remain higher than that observed in 2000. Thus, the fiscal adjustment effort required to return 
to a sustainable path for municipal accounts would impose less of a sacrifice than assumed at f i rst  
glance. In the second scenario (the smoothest scenario), primary expenditure would be 19 percent 
higher than i t s  level in 2000, while in the fourth scenario (the tightest scenario) it would be only 
1.7 percent higher. Thus, a fiscal adjustment that would guarantee the FRL accomplishment i s  
feasible, not implying large forgone expenditures. However, the rigidity of some expenditure 
items may turn this exercise into a difficult one in the short-term adjustment, implying higher 
expenditure reductions for other items (Table 2.4). 

Table 2. 4. S l o  Paulo municipal government: results o f  fiscal adjustment scenario 

Result Second Third Fourth 
scenario scenario scenario 

Required reduction on primary expenditures (%)I 9.4 13.7 22.6 

Year o f  compliance with legal indebtedness ceiling 2015 201 1 2008 
Note: 'Relatively to the base case scenario. 

Primary expenditures 2005 / primary expenditures 2000 1.19 1.13 1.02 
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2.4. POLICY CHALLENGES: SUSTAINABILITY AND QUALITY OF THE FISCAL ADJUSTMENT 

45. In  2005, the new municipal administration promoted a strong fiscal adjustment. For 
the first time since 2002, SHo Paulo was able to obtain positive fiscal balances, large enough 
to generate negative borrowing requirements. Primary balance increased from 5.6 percent of 
net current revenues in 2004 to 14.7 percent in 2005. The adjustment was based on revenue 
increases and strong investment expenditure cuts, while current expenditures continued to present 
an increasing trend. The current account balance experienced a small increase from 9.7 percent to 
10.0 percent of net current revenues from 2004 to 2005. In contrast, net lendinghorrowing 
presented a strong turnaround, passing from -2.9 percent to 6.8 percent of net current revenues 
from 2004 to 2005.” Additionally, the decline in the price index used to correct the debt and the 
good revenues performance in 2005 led to a considerable decrease of debdnet current revenues 
from 251 percent in 2004 to 223 percent in 2005, a larger decrease than the one projected in the 
tightest adjustment scenario according to the projection exercise above. Information through 
December 2006 indicates that the ratio was at 197 percent. This realized value i s  lower than the 
estimated in the fourth projection scenario for 2006 that was 202 percent; therefore, the 
municipality i s  doing better than expected even in the tightest scenario 

46. The high degree of indebtedness that the Municipality of Silo Paulo sti l l  faces 
demands the continuity o f  the current fiscal adjustment process and will depend on the 
ability of the municipal government to enhance its revenue collection capacity and to 
control the expansion of current expenditures. In terms of quality, the reduction in investment 
expenditures could affect the provision of local public infrastructure goods and the expansion of 
municipal service provision, resulting in negative impacts on local economic growth. Thus, the 
improvement of the quality of the fiscal adjustment will depend on the municipal ability to 
guarantee resources to finance investment expenditures. Strengthening the municipality’s ability 
to generate current account savings, increasing municipal revenues and containing municipal 
current expenditures would allow Sao Paulo to guarantee a sustainable path for i t s  fiscal accounts 
and to finance investment expenditures. The main challenges of  the municipal fiscal agenda, 
therefore, are the enhancement of tax collection efficiency and measures that will curb the 
increasing trend of current expenditures. 

47. Evidence shows that S l o  Paulo has greater tax collection efficiency than other 
municipalities; however, this does not mean that there i s  no space for efficiency gains on tax 
collection - as most Brazilian municipalities have very low efficiency of tax collection. SZo 
Paulo has a municipal tax burden -tax revenue as a percent of GDP- of  about 3 percent of GDP, 
whereas for the MRSP’s municipalities on average it i s  2.5 percent of GDP and for Brazilian 
municipalities on average it i s  approximately 1.6 percent of GDP. Figure I confirm that SZo Paulo 
has a per capita tax collection that it i s  higher than expected given i ts  per capita GDP (the same i s  
observed for the two main municipal taxes, the one on property (IPTU) and the one on services 
(ISS), when individually considered). However, most Brazilian municipalities have very low 
efficiency of tax collection. In fact, after being stagnated from 2000 to 2003, in 2004 and 2005 
the collection of municipal taxes exhibited a strong improvement (accumulated growth of 18 
percent in real terms, 10 percent above the growth of national GDP). The increase of the ISS tax 
collection (28.5 percent in the last two years) and the growth of user charges (22 percent) were 
responsible for the increase of municipal tax revenues, while the IPTU collection had a modest 
performance (increase of 6 percent) during 2004-2005 (Figure 2.4). 

In 2005, it was the first time since 2001 that net lendinghorrowing as a share o f  net current revenues was 
positive. 
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Figure 2.4. MRSP municipalities: tax collection efficiency, 2002 
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48. Efforts to control current expenditures can have significant effects on the generation 
of current account savings. Although the Municipality o f  STio Paulo was able to  keep personnel 
expenditures under control, measures to  improve the collection o f  social security contributions- 
in addition to the collection o f  social security contributions charged over retirement and pension 
benefits-would reinforce the control o f  personnel expenditures. More importantly, measures to 
contain the explosive increase o f  “other current expenditures” are needed. In fact, primary 
expenditure cuts should be focused on “other current expenditures” category given that it 
experienced the largest increase in the last years (60 percent since 2000). In other sub-national 
governments, measures adopted to improve the system o f  government purchases, such as the 
electronic auction, the system o f  cooperative purchases, and the centralization o f  government 
contracts have also promoted large savings. 

49. Maintaining infrastructure investments i s  the proper approach for a growth 
strategy. Many studies show that, at the national level, higher levels o f  infrastructure investments 
lead to higher growth. Chapter 3 shows that in the case o f  STio Paulo, f i r m s  perceive infrastructure 
to be one o f  Si50 Paulo’s main assets. Therefore, it i s  essential that STio Paulo maintain and 
improve i t s  favorable infrastructure endowment. This can be achieved through private sector 
participation, but, as it i s  widely recognized, public investments s t i l l  play an essential role. 

50. I n  order to create the conditions to manage fiscal challenges in the long-term, 
municipal expenditure management should be strengthened through the municipal 
planning system. The Si30 Paulo administration has taken actions to strengthen the processes o f  
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planning, budgeting, and expenditure execution. Specifically, two measures have been adopted. 
The first consisted in the centralization o f  all municipal planning responsibilities in the Municipal 
Secretariat o f  Planning (SEMPLA).” In order to synchronize planning, budgeting, and 
expenditure execution, the second measure transferred budget preparation and execution 
responsibilities from the Municipal Finance Secretariat (Secretaria Municipal de Finanqas, SMF) 
to SEMPLA Thus, SEMPLA i s  now responsible for the complete budget cycle - from the 
preparation of the municipal multi-year plans (Planos Plurianuais, PPAs) to the preparation o f  
the main budgetary pieces, the Budgetary Guideline Laws (Lei de Diretrizes Orqamentarias, 
LDOS),~’ the Annual Budget Laws (Lei Orqamentbria Anual, LOAs) as well as budget execution 
monitoring. 

2.5. THE AGENDA FOR THE LONG-TERM: A NOTE ON FISCAL RULES, DEBT, AND 
ASYMMETRY 

51. The high level o f  indebtedness of the municipality of  SPo Paulo (and a few other 
municipalities and states) has led to a series o f  suggestions to change the rules enshrined in 
the legislation put in place with the FRL and by the debt renegotiation agreements with the 
federal government. We believe changing the rules established in the current framework i s  not 
the case. First, the costs of  this change may outweigh the benefits o f  doing it, for the country and 
indirectly for Silo Paulo. Brazil has made impressive efforts over the last few years to strengthen 
its fiscal management by introducing a series of institutional measures, with the Law of Fiscal 
Responsibility being the most prominent example, a tipping point to a series of  cumulative 
changes. Thanks to that, Brazilian federalism i s  indeed different than it was before, most 
particularly because sub national governments must now obey a relatively hard budget constraint. 
A change o f  rules to accommodate Silo Paulo’s situation could trigger an undesirable demand to 
extend it to other units o f  the Brazilian federation, softening the budget constraint and, thus, 
threatening macroeconomic stability, which i s  widely recognized as the basis for sustained 
growth resumption. Second, as previously shown, Silo Paulo’s fiscal situation i s  manageable, with 
less cost than sometimes perceived, provided that a sound combination of expenditures control 
and revenues increase i s  put in place-as it has been the case recently. 

52. The case of  SPo Paulo does, however, draw attention to some aspects o f  the current 
fiscal framework that could be included in the medium and long-term agenda. One o f  these 
i s  to pursue sound fiscal policies by providing the incentives at the sub-national level to enforce 
contracts. The example from other large cities that have suffered from severe financial crises- 
such as Barcelona, New York and other north-American cities- i s  that these cities were rapidly 
rewarded by markets for implementing fiscal discipline in the form of debt rating upgrades and 
longer maturities, something that SBo Paulo (and the other Brazilian sub national entities) has not 
experienced. While this simply reflects the fact that the benefits from the fiscal effort were 
transferred upfront by the federal government to sub-national governments-in the form o f  a 
subsidy reflecting interest rate differentials-it i s  important to consider the introduction o f  
incentives mechanisms.22 Currently, the Fiscal Responsibility Law, the debt renegotiation 

*’ Previously, SEMPLA was dedicated exclusively to urban planning and each o f  the line Secretariats had 
responsibilities on their own sector planning. 
2 ’  LDO i s  a three-year rolling law that sets targets for fiscal balances, revenues, and expenditures, which 
should guide the preparation o f  annual budgets. 
22 As pointed out by Mora and Giambiagi (2005), the federal intervention was justified since the level 
reached by the sub national debt implied a threat to the country’s macroeconomic stability. The National 
Treasury absorbed a debt over 13 percent o f  GDP, granting a subsidy equal to the difference between the 
SELIC interest rate and the interest rates used in contracts (6 percent, in most cases, plus a price index). 
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agreements and administrative constraints on lending to public entities induced sub-national fiscal 
discipline out of force, not due to incentives that encouraged the adoption o f  more prudent fiscal 
stances. Given Brazil’s history of sub-national debt crises, mandated fiscal adjustment may have 
been an appropriate measure, but as Brazil’s structure of fiscal federalism matures and fiscal 
discipline becomes entrenched, a market-based approach may yield greater benefits. The FFU 
introduced some of the elements required to grant more autonomy to sub national governments to 
manage their debt, such as debt limits per municipality and state, the prohibition of debt 
refinance, and the greater transparency requirements. 

53. From the long-term perspective, there i s  a need to address the issue of  asymmetry in 
the fiscal framework of the country, The economic and social heterogeneity o f  the entities that 
form the federation i s  flagrant-for example, Bora, with 831 inhabitants, and Sgo Paulo, with 
10.6 million inhabitants are municipalities with the same roles. This heterogeneity hampered a 
clear definition of competences in the Constitution o f  1988. Furthermore the legislation 
regarding debt limits, as well as intergovernmental transfers, does not contemplate ways of 
dealing with the differences among m~nicipalities.~~ A long-run goal would be adapting the fiscal 
framework in Brazil in such a way that differentiation o f  responsibilities for a same level o f  
government i s  admissible, based on distinct economic situations, geographical endowments, and 
fiscal capabilities. A related issue i s  related to the difficulties in financing metropolitan regions. 
Despite some attempts to overcome financial challenges through better coordination of public 
actions-new proposals for dealing with a more constrained financial situation-institutional 
difficulties and the fragmentation of  available resources did not allow for significant 
improvements, leaving metropolitan regions with serious fiscal constraints. 

Intergovernmental transfers to municipalities already recognize asymmetry, as capitals o f  states are 
granted 10 percent o f  the fund. Intergovernmental transfers are large in Brazil, reaching almost R$100 
billion per year. The transfers occur, mainly, through two funds (FPM, for the municipalities, and FPE, for 
the states), without any efficiency criteria. In case o f  the FPM, cities below 5,000 inhabitants receive more 
resources on a per capita basis, while the populous peripheries o f  the metropolitan areas do not have 
resources to deal with severe social problems and the pressure generated by the accelerated growth of its 
populations. Reexamining the criteria of share o f  the FPM i s  an important topic in the fiscal agenda in 
Brazil. This issue will be analyzed by the Bank in a forthcoming study on fiscal federalism. 
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3. IMPROVING COMPETITIVENESS AND THE INVESTMENT 
CLIMATE 

This chapter assesses aspects the investment climate in the MRSP in order to help the region 
design strategies to both retain firms and attract new ones. Survey instruments used were 
developed and widely tested by the World Bank, including the recent sub-national Doing 
Business and the Investment Climate Survey (ICs) of 2003. A computer-assisted telephone 
survey of 447 manufacturing firms in Brazil was also carried out, with the aim of  assessing firm 
location decisions and updating some aspects of the ICs. The survey data are integrated with data 
from ICs for the same establishments. Together, these two databases provide rich insight as to 
why manufacturing firms decide to locate within or outside of the MRSP, in addition to what 
characterizes a good business environment for them.24 The analysis i s  complemented with results 
from a survey prepared by FundaqZo Seade, which provides insight regarding firm location 
decisions made by the MRSP services sector. 

54. The concept of  “Competitive City” i s  one that views cities as engines of  growth, 
promoting regional integration and an improved investment climate. The investment 
climate in a country or a region i s  the collective set o f  formal and informal incentives that 
set the “rules o f  the game” to which firms and economic actors must adhere. The investment 
climate i s  shaped by a wide variety of sources, including macroeconomic and regulatory policies, 
practices of public administration, and even deeply embedded institutional arrangements, such as 
those governing the security of property rights and the stability o f  governance. While firms can 
easily perceive and evaluate the “visible cost factors” of the regions they consider for their 
location, they cannot perform a similarly adequate analysis of the “invisible” strengths that these 
regions have. Therefore, a key element in bringing outside firms to a region i s  the ability of the 
local government “to analyze the match between the company-specific needs and the invisible 
strengths of the region” (Doeringer and Terkla, 1990:50 1). 

55.  City competitiveness requires having a clear vision o f  which resources a city can 
offer, in terms of both its human and physical dimensions, and knowing how it compares to 
other cities in the cost spectrum. The factors that make cities competitive are related to: the 
direct costs of doing business, the ski l ls of the local labor force and the availability of training 
programs, infrastructure and services (e.g., transportation, and information and communications 
technology), access to domestic and international markets, availability of business support 
services, and quality o f  environment and l i fe  (e.g., social welfare of people, peace and order, and 
local amenities). Finally, the competitiveness of a city i s  greatly influenced by the involvement o f  
the private sector and the support of good governance - the ability o f  the government to respond 
to systemic issues with a well-grounded vision. 

3.1. THE BUSINESS ENVIRONMENT IN THE MRSP 

56. The MRSP i s  widely recognized as having many assets that attract firms. The MRSP 
i s  a natural hub for air transportation, it i s  close to the main port of the country, and it i s  close to 
agricultural and manufacturing productions. In addition, it has characteristics of  a global city - 

24 The exercises developed in this chapter are benchmarking-based and do not provide the relative 
importance o f  each component o f  the business environment (which would require a detailed econometric 
analysis). 
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immigrants f rom a l l  over the world, with a skilled labor force.25 Most  o f  the country’s large 
banks, and telecommunications, technology, and media enterprises as wel l  as international f i r m s ’  
back-offices and software development operations (e.g., Citigroup and Hewlett-Packard) are 
headquartered in the city. Lastly, conferences and trade fairs have boosted the business tourism 
industry (SBo Paulo receives around 6.5 mil l ion travelers per year, o f  which nearly 75 percent 
come on business). 

57. Despite its assets, previous studies carried out by the World Bank - the Doing 
Business Report - present a negative picture with regards to the business environment in 
both the city and the state of S i 0  Paulo. When comparing countries, the Doing Business Report 
i s  actually comparing their largest business centers, as the methodology adopted in the report 
focuses on a hypothetical firm, defined in a very specific manner and located only in the 
country’s main business center. Compared to other cities in the world, SBo Paulo ranks 119 
among 155 large cities in the ease o f  doing business, an indicator that averages the rankings 
across the 10 topics covered in the Doing Business Report 2006. This i s  o f  course behind other 
major emerging markets: for example, most large Lat in American cities are better ranked, such as 
Santiago (25), Mexico Ci ty (73), and Buenos Aires (77). 

58. S i 0  Paulo also performs poorly when compared to other Brazilian cities. A new sub- 
national comparison involving 13 large cities in Brazil was recently carried out by the World 
Bank Group and shows that SBo Paulo also performs poorly when compared to i t s  peers within 
Brazil. The report shows that, overall, doing business in SBo Paulo i s  a diff icult process. Among 
13 Brazilian state capitals surveyed by the Doing Business in Brazil (2006), SBo Paulo i s  placed 
1 lth in the rank o f  the ease o f  doing business in the country - only better than Cuiaba (Mato 
Grosso state) and Fortaleza (Ceara state) (Table 3.1). The factors behind this l o w  ranking for o f  
SBo Paulo in the ease o f  doing business rank are related to the city’s poor performance in three 
indicators: (a) starting a business, (b) paying taxes, and (c) enforcing contracts. As examples, in 
SBo Paulo, it takes 152 days to open a business, which i s  8 times the length o f  time it takes to 
accomplish the same task in Belo Horizonte (Minas Gerais state), and a municipal operational 
license, which takes only 1 day to be issued in Porto Alegre (Rio Grande do SUI state), takes 120 
days to be obtained in SBo Paulo. 

Table 3. 1. Doing business in Brazil: where i s  easiest? 

1. Brasilia (Federal District) (easiest) 
2. Manaus (Amazonas) 
3. Belo Horizonte (Minas Gerais) 
4. Porto Velho (RondBnia) 
5. SBo Luis (MaranhBo) 
6. Porto Alegre (Rio Grande do Sul) 
7. Campo Grande (Mato Grosso do Sul) 
Source: Doing Business database. 

8. Rio de Janeiro (KO de Janeiro) 
9. Florian6polis (Santa Catarina) 
10. Salvador (Bahia) 
1 1, 5‘80 Paulo (S8o Paulo) 
12. Cuiabd (Mato Grosso) 
13. Fortaleza (Cearh) (most difficult) 

59. 
difficult city to pay these duties, only performing better than Belo Horizonte (Minas Gerais 
state). The fact that filling tax forms i s  very complicated in Siio Paulo i s  one o f  the causes behind 
this city’s poor performance - the three state capitals where filling tax forms i s  the most 
complicated are located in the states o f  Mato Grosso, SBo Paulo, and Minas Gerais. When the 
total tax payable as a share o f  gross profit was calculated, SBo Paulo’s value o f  148 percent was 

When the ‘paying taxes’ indicator was considered, SLo Paulo ranked as the Znd most ’ 

For an in-depth analysis of how important a skilled labor force was for Boston’s recovery, see Glaeser 25 

(2005b). 
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close to the national average (1 47 percent) - with the two possible outliers in the sample being 
Manaus (89 percent) and Rio de Janeiro (208 percent). 

60. Finally, SHo Paulo ranks as Znd most complex municipality in terms of the 
procedural complexity for enforcing contracts. Based on a developed index - SHo Paulo 
ranks only behind Salvador (Bahia state) (Figure 3.2).26 This means that Bahia and S ~ O  Paulo 
impose the largest procedural burdens on entrepreneurs, while Santa Catarina, Maranhao, Rio 
Grande do Sul, and Rondania have the most flexible procedures. On the other hand, access to 
justice i s  the cheapest in Sgo Paulo, where it costs about 15.5 percent o f  the debt value to enforce 
a contract - better than the national average o f  about 22.0 percent. The same process would cost 
the entrepreneur 48.3 o f  the debt value in Maranhao (Figure 3.3). From an operational standard 
point, efficient courts should be fast in their proceedings and enforcement. SBo Paulo has the 
fastest court ruling across the surveyed Brazilian states, where it takes 145 days for a judge to rule 
a case. This indicator also varies widely across states and reaches 4 years in Rio Grande do Sul, 
for example. 

Figure 3. 1.Time to start a business per state (days) 

RIO Grande do SUI 
Malo Grosso do SUI 

Source: Doing Business database. 

3.2. SOME ASPECTS OF THE INVESTMENT CLIMATE: COMPARING MRsP’S 
COMPETITIVENESS WITH OTHER REGIONS 

61. Other dimensions of  the business environment in the MRSP, such as 
infrastructure services and the quality o f  the labor force, are captured by firm level 
surveys. The Brazil Investment Climate Survey (ICs), conducted in 2003, combined with a 
follow-up survey focusing on location factors carried out in 2006 helped us adding further 
dimensions that are not covered by the Doing Business Report, like the availability o f  
infrastructure and the quality o f  the labor force. The ICs was carried out in Brazil in 2003, 
covering more than 1,600 manufacturing f i r m s .  The follow-up survey was conducted with a 

26 “Substantive law i s  similar to other French civil law countries and the Code of Civil Procedures i s  set at 
the federal level. However, the degree o f  formalism enforced in practice - strictly or with some flexibility - 
varies from state to state. The complexity index for the twelve states fluctuates between 63 and 82 - with 
100 indicating the greatest complexity. In  addition to excessive procedural formalism, judicial decision 
precedents play a role as important as the law itself. Frequently, judicial decisions are perceived to be pro- 
debtor”’(Doing Business in Brazil, 2006: 1 1). 
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sub-sample of 447 firms, located in the MRSP and in the main cities of three other regions of 
the country (Northeast, Southeast, and South). The analysis henceforth will be restricted to 
these firms and regions (see Annex 1 for sampling details). It i s  important to keep in mind that 
we are comparing a metropolitan region (SP) with larger geographical areas. The sample in 
these larger areas, however, i s  concentrated in large urban agglomerations. 
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Figure 3.2. Procedure complexity index per state 
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62. Instead of the most common perception-type indicators of  the investment climate, a 
series o f  hard data indicators was used in order to assess different aspects of  the investment 
climate. This approach follows Dollar et al. (2004), although the objective i s  not to compare 
investment climate in the regions, but only to use the comparisons as a way of complementing the 
assessment of the MRSP investment climate. To facilitate the discussion, the focus was on four 
categories: (a) infrastructure, (b) ski l ls and technology endowment, (c) government effectiveness, 
and (d) crime and violence. 
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63. Overall, the quality o f  infrastructure services in the MRSP is high in comparison to 
that of services provided in other regions. Infrastructure i s  one of the determinants of firms’ 
productivity and, thus, the quantity and quality of infrastructure constitute an important 
component of the investment climate (Dollar et al., 2004). Also, infrastructure i s  an important 
determinant of a firm’s location decision and productivity. The quality of infrastructure services 
can be measured as the share of total sales losses due to electricity outages or breakage during the 
transportation of products. When the MRSP i s  compared with other regions in Brazil, i t s  quality 
o f  infrastructure services i s  better than the quality of services provided in the non-MRSP, a result 
associated with the higher relative losses in the Southeastern region. In 2002, on average, sales 
losses due to poor infrastructure services reached 3 -42 percent of total sales o f  firms located in the 
MRSP, which was about 67 percent the average losses of firms not located in the MRSP. Also, 
sales losses in,the Southeast were almost 2.5 times the average losses in the MRSP (Figure 3.4). 
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64. Firms located in the MRSP hire more skilled workers than firms located in the main 
cities of  the other three regions. The MRSP has a comparative advantage with respect to other 
regions when skills and technology are considered. The share of  workers with college degree in 
firms located in the MRSP i s  significantly higher than in firms not located in the MRSP (a 
difference of almost 2.5 percentage points) - especially with regards to those firms located in the 
Northeast and the rest of the Southeast (Figure 3.5). High-skilled labor force can also be verified 
when the share of workers who frequently use computers i s  considered. Among firms located in 
the MRSP, around 23 percent of workers are computer-users, a share significantly higher than 
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Figure 3, 11, Selected r n c ~ r o ~ o t i ~ a ~  regions: Aterage 
2003 and 2005 (of 

ales lost due to crinic and violence, 
- 

Table 3. 2, ~ ~ e a n s  firnis deal with crime and violence, 2005 (percent o f  firms per rcgian) 

Means Region 
M RSP Non- South S ~ ~ t h ~ a ~ ~  ~ ~ ~ ~ ~ e ~ s t  

MKSP 
Hiring security guards 73.68 5 5  21j*** 53.57*** 55 83*** 56.43*** 

lectronic ~~~~~~~~~f 

72 07* 71 43 73.3 3 71 19 

69. I n  order to get a more c ~ m p ~ e t e  a $ s e s s ~ e n ~  of  the b u s ~ n ~ s ~  e n ~ ~ ~ r ~ n ~ e n ~  at the local 
level, it is useful to look at location factors. The business e ~ r ~ r ~ r ~ n ~ ~ ~ n ~  in thc MRSP portrayed 
by the Brazil ~ n ~ ~ ~ ~ ~ n ~ ~ ~ ~  Climate ~~~~~~ (ICs) may be c a n ~ ~ l ~ ~ e ~ ~ e d  by asking f irms specific 
~ t ~ e ~ ~ j o ~ ~  on focation factors, This wiff al low 11s to i ~ ~ e s ~ i ~ a ~ e  one ofthe key decisions for firms’ 
prafit ~ ~ ~ ~ ~ ~ ~ ~ ~ i z ~ ~ ~ ~ i ~  in the Isng run - and o w  
the Silo Pauio region tatel j  (see ~ ~ ~ t r ~ d ~ c ~ ~ a I i ) .  In order to reach a mort irr depth ~ ~ ~ ~ s s ~ ~ ~ ~ ~  of  the 
factors and policies that affect whcre f k m s  decide tu locate, questions about the drivers o f  
location d e c ~ s j ~ ~ n - ~ a k j n ~  were asked. 

t i  ~ a ~ i c ~ ~ ~ r l ~  itirpo 

3.3.1. Which Factors ~ n ~ ~ ~ ~ c e  Firm% Location in Brazil? 

71). Survey results show that the seven main factors ~ n ~ u e n c ~ n ~  firm ! ~ c ~ t ~ ~ n  d e ~ ~ s ~ Q n s  
(h) a clear land titling system, {c) easy commuti 

, ( f )  labor COS~S, and (g) land o r  10% r e n ~ / ~ ~ j l d ~ ~ ~  c 
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i t s  e n d o ~ ~ ~ ~ ~ n t  o f  i ~ ~ f ~ ~ s ~ r u ~ t u r e .  1 fobsever, the factors that most a d ~ e r s e ~ ~  affect the k11tSYs 
business cfimate (obstacles eo businc~s~ o ~ e ~ ~ ~ ~ ~ n s  and ~ r ~ ~ ~ ~ t h )  art r ~ l a t ~ d  to tax rates, cost and 
acce~s to ~ n a n ~ ~ ,  ~ o r ~ ~ ~ ~ ~ ~ o ~ .  and crime. Xn ather words, factors, sttcti as i ~ ~ f r a s ~ r u c ~ u r t ~  that 
strorsgty i r ~ ~ ~ t i e ~ c e  a firm’s l o c ~ ~ i o n  d e c ~ ~ i ~ ~ i  &re ~ ~ ~ f ~ r ~ i ~ ~  from the factors that the Firm considers 
in ~ ~ ~ s e ~ ~ i ~ ~  B region’s or city‘s b~isir iess ~ ~ ~ ~ r ~ n n ~ e n t .  Factors such as macro policies arid 
r e g ~ ~ l a t o ~  frarneu urks, uk ich nt’fece the “general area” o f  ~ o ~ a ~ i ~ ~ ~  (the ~ o ~ ~ t r ~ ~  represent the 
main ~ ~ ~ s ~ ~ c l e s  to doing business, ~ n ,  hile factors related to the “specific area” o f  l o ~ a ~ ~ o n  (the tit)) 
are the ones that most i n f l ~ e n ~ ~  firm location decision. This is ~ a ~ ~ ~ ~ ~ l a r l ~  et  iderit M hen the tu0 
rarihirigs - location factors arid obstacles to business - are ptaced in the same chart (Figure 3.13). 

Obstacies 
business 
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“extremely important” factors.32 Interestingly, neither labor issues nor quality o f  l i fe factors made 
the MRSP’s top-five l ist .  Additionally, in the Northeast, amenities and easy commute were at the 
top o f  the ranking. Labor issues only appear in the Southern rank, where workforce education, 
skills, and habits i s  the fifth most important factor, and in the Southeast, where labor costs i s  
ranked third (Table 3.3). 

74. In order to better assess these results, the difference in the proportion o f  f i r m s  that ranked 
a factor as “very important” or “extremely important” in each o f  the four regions was examined 
(see Annex 2 presents the results o f  the test with the corresponding levels o f  significance). The 
analysis illustrates that the share o f  f i r m s  in the Northeast that ranked factors as “very” or 
“extremely important” i s  nearly always statistically significantly larger than the proportion o f  
f i r m s  that ranked factors as such in the MRSP. Indeed, by looking at the survey responses, it 
became evident that, on average, Northeastern f i r m s  ranked factors as “very important” while 
f i r m s  in other regions, on average, ranked the factors as “important.” 

Table 3. 3. Top five location factors, by region 

MRSP South Southeast Northeast 
1. Clear land titling 1. Clear land titling 1. Infrastructure 1, Easy commute 
system system 
2. Infrastructure 2. Infrastructure 2. Easy commute 2. Amenities 
3. Proximity to 3. Amenities 3. Labor costs 3. Land availability 
consumers 
4. Land availability 4. Easy commute 4. Amenities 4. Infrastructure 
5.  Proximity to suppliers 5.  Workforce 5.  Clear land titling 5. Environmental 

Source: Location Factors Survey 2006. 
educationlskillshabits system regulations 

75. For firms in the MRSP, proximity to consumers, proximity to suppliers, a clear land 
titling system, and low cost o f  financing are the main drivers in the firms’ decision to locate 
there. Using survey responses, location decision factors were correlated with the f i r m s ’  location 
choice between the MRSP and alternate locations within Table 3.4 provides the results 
by location factor for  the MRSP when compared to alternate regions o f  the control sample as 
follows: (a) al l  other locations together, (b) only f i r m s  in the South, (c) only f i r m s  in the 
Southeast, and (d) only firms in the Northeast. The correlations found show preference for the 
MRSP (positive coefficient statistically different from zero), illustrating the fact that f i r m s  that 
value ‘proximity to consumers,’ ‘proximity to suppliers,’ a ‘clear land titling system,’ and ‘low 
cost o f  financing’ are more l ikely to locate in the MRSP. 

76. Factors such as workforce education and behavior, amenities, and commuting are 
negatively correlated to locating in the MRSP (negative coefficient statistically different from 
zero). Some o f  these results are somewhat surprising, notably workforce education and amenities 
(depending on how this expression i s  interpreted), as one could expect that f i r m s  located in the 
MRSP would particularly value characteristics such as cultural l i fe, schools, and the level o f  
education o f  the workforce.34 However, entrepreneurs in the MRSP consistently value other 

See, for example, Schumenner (1982, 1991) and Cohen (2000). 
A Probit analyses was done on each o f  the dataset using as depended variable a dummy equal to one if 

the firm i s  located in the MRSP or equal to zero otherwise, controlling for f i rms characteristics and location 
determinants. 

There i s  an endogeneity problem here that should have been corrected. A model controlling for all 
potential endogeneity i s  s t i l l  to be developed in the literature, we rather use here more stylized correlations 
rather than having a behavioral or causal model. 

32 

33 

34 
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factors such as proximity to markets and infrastructure more than those related to quality o f  l i fe. 
Results on entrepreneurs’ perceptions about quality o f  l i fe in SBo Paulo provide insight and 
support this assessment. The MRSP does not rank within the top fifty best quality o f  l i f e  cities as 
other large big cities in the world do. The city ranks 85‘h among 130 large cities in the It 
also ranks 11” out o f  the 27 Brazilian state capitals.36 

Table 3. 4. Correlation between location and i t s  drivers: MRSP compared with alternate Brazilian regions 

Factors MRSP vs. All MRSP vs. MRSP vs. MRSP vs. 
South Southeast Northeast 

City size 0.25 0.34 0.20 0.43 
Proximity to consumers 
Proximity to suppliers 
Workforce educatiodskillshabits 
Labor cost 
Firms in complementary sectors 
Infrastructure 
Land availability 
Clear land titling system 
Access to financing 
Cost of  financing 
Tax ratedfiscal incentives 
Tax administration 
Environmental regulations 
Level o f  crime 
Level o f  corruption 
Amenities 
Easy commute 

0.2 1 
0.30 
-0.45** 
-0.24 
-0.18 
-0.09 
-0.2 1 
0.30“ 

-0.10 
0.09 
0.18 

-0.17 
-0.25 
0.002 

-0.30 
-0.37** 
-0.51 * * * 

0.47* 
0.05 

-0.49”” 
0.001 

-0.30 
-0.02 
-0.02 
0.19 

-0.13 
-0.32 
0.28 
0.03 

-0.20 
-0.08 
0.02 

-0.39** 
-0.45** 

-0.02 
0.47 

-0.41 
-0.48** 
-0.23 
-0.23 
-0.18 
0.34 
0.05 
0.2 1 
0.27 

-0.60** 
-0.15 
0.09 

-0.30 
-0.52” * * 
-0.47** 

-0.006 
0.63* 

- O S * *  
-0.52 
0.08 
0.22 

-0.66** 
0.83* * * 
0.72”” 

0.14 

0.14 

-0.34 

-0.14 

-0.50* 

-0.94*** 
-0.30 
-0.97*** 

Others 0.77* 0.34 1.12 _- 
Constant -0.17 0.30** 0.62*** 0.86*** 
Observations 447 226 234 210 
Notes: *Significant at 10 percent. **Significant at 5 percent. ***Significant at 1 percent. 
Source: Location Factors Survey 2006. 

3.3.3. Location factors by sectors 

77. Low-technology firms value the location factors ‘amenities’ and ‘easy commute’ 
more than high-technology firms. The share o f  f i r m s  that ranked ‘amenities’ and ‘ease o f  
commuting’ as “very” or “extremely important’’ i s  statistically significantly higher in the low- 
technology sector than in the high-technology sector, at least at the 5 percent confidence level. 
This contradicts the generally accepted literature, which states that ‘quality o f  l i fe’  o f  a location 
can be particularly important for high-tech industries because for these industries there i s  a 
competitive advantage in having a content, productive staff o f  engineers. I t  i s  also interesting to 
note the low-tech and high-tech f i r m s  that participated in the survey named the same factors as 
being in the ‘top five’ location factors for their sectors. The difference i s  how these ‘top five’ 
factors were ranked (Table 3.5). 

Ranks 23 out of 70 cities in developing countries included in the same research (Source: Economist 35 

Intelligence Unit). 
36 Fundacfio GeOllio Vargas. 
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Table 3. 5. Top five location factors, by technology sector 

Low Technology High Technology 
1. Easy commute 
2. Infrastructure 2. Infrastructure 
3. Amenities 3, Land availability 
4. Clear land titling system 
5. Land availability 
Source: Location Factors Survey 2006. 

1. Clear land titling system 

4. Amenities 
5. Easy commute 

3.3.4. Advantages and Disadvantages of Firm Location 

78. Connectivity i s  seen as the main advantage once a firm locates in the MRSP. I n  the 
survey, when firms were asked “What are the top five advantages of  locating in the 
different regions of Brazil,” responses show that the main advantage of  locating in the 
MRSP i s  the ‘proximity to markets’ (consumer and supplier), followed by ‘infrastructure’ 
(Table 3.6). Considering the importance given to proximity to markets, one conclusion i s  that the 
advantage o f  infrastructure refers to transportation and communication services, which enhance 
connectivity. This i s  true for  al l  other regions surveyed, except for  the ‘Northeast, where 
infrastructure i s  listed as a greater advantage than the proximity to the consumers and suppliers. 
The last two advantages cited for  the MRSP are workforce education, which i s  considered one o f  
the strengths o f  the MRSP, given the presence o f  university and educational centers, and labor 
costs, usually understood to be one o f  the main reasons f i r m s  leave SBo Pau10.~’ More analysis 
should be conducted, but this may simply reflect the shift that took place in the labor market o f  
the MRSP, with the reduction o f  labor demand associated with the recent economic slow down. 
Finally, land availability-which i s  one o f  the main drivers o f  location decisions by f i r m s  (see 
Table 3.3)-appears as an advantage for al l  regions except the MRSP (ranked fourth in the South, 
and fifth in the Southeast and the Northeast). 

Table 3. 6. Five main advantages o f  firm’ location, by region 

MRSP South Southeast Northeast 
1. Proximity to 1. Proximity to suppliers 1. Proximity to 1. Infrastructure* * * 
consumers consumers 
2. Proximity to suppliers 2. Proximity to 2. Proximity to suppliers 2. Proximity to 

3, Infrastructure 3. Infrastructure 3. Infrastructure 3. Proximity to 

4. Workforce 4. Land availability 4. Labor costs 4. Labor costs 
educatiodskillskabits 
5. Labor costs 5. Workforce 5. Land availability* 5. Land availability* 

Notes: *Proportion o f  f i r m s  in the region i s  statistically different from RMSP proportion’s at the 10 percent 
level. ***Proportion o f  f i r m s  in the region i s  statistically different from RMSP proportion’s at the 1 percent 
level. 
Source: Location Factors Survey 2006. 

consumers* consumers 

suppliers*** 

educatiodskillskabits 

79. Infrastructure i s  also seen as a disadvantage for firms located in the MRSP and 
ranks as one of  the top two disadvantages in all other regions. Crime and violence, not 
surprisingly, are ranked higher in SBo Paulo. Tax ratedfiscal incentives are the most important 
disadvantages for the Southeast and the Northeast (and significantly higher than MRSP at the 1 

37 The survey asked the specific question “Why did the firm leave the MSRP?” Twenty-five f i r m s  
responded and the two most cited reasons were “land unavailability” (9) and “high labor cost” (5). 
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percent level), while they are only seen as the fourth main disadvantage in the MRSP and the 
South (Table 3.7). Not surprisingly, crime and violence are the second most important 
disadvantage for firms in the MRSP, while i t  i s  listed fifth in a l l  the other regions. The proportion 
of  f i r m s  that mentioned crime as main disadvantage i s  significantly lower in the other regions 
than in the MRSP (at the 1 percent confidence level). Finally, land availability i s  the third main 
disadvantage for the MRSP, while for the other regions it only appears on the list of  advantages. 
This finding indicates that land unavailability i s  one o f  the main weaknesses o f  the MRSP. I t  i s  
worth noting that some of the same factors are seen as both advantages and disadvantages by 
firms. Specifically, in the MRSP, infrastructure i s  ranked first by firms on the list o f  
disadvantages and third on the list o f  advantages. This may be linked to the adequate provision of  
some specific infrastructure service (such as transportation and/or communication services), 
while others are not. Proximity to suppliers i s  also a factor that was ranked second on the list o f  
advantages and fifth on the list o f  disadvantages by firms in the MRSP. 

80. Weighing the advantages and disadvantages, manufacturing firms still consider Si30 
Paulo the best place to do business in Brazil. The picture for the MRSP has been a mixed one. 
While there are aspects that can negatively affect business operations (e.g., land unavailability 
and high crime level), others can enhance firms’ competitiveness (e.g., proximity to consumers 
and suppliers, and infrastructure). When asked “In your opinion, which Brazilian state and which 
city have the best business environment?’ at least 15 percent o f  respondents named Sa0 Paulo - 
but there seems to be a clear tendency to cite their own location, as shown by the proportion of 
“others” (Figures 3.14 and 3.1 5).38 

Table 3. 7. Five main five disadvantages o f  fm location, by region 

MRSP South 
1. Infrastructure 1. Infrastructure 

2. Crime and violence 

3. Land availability 

4. Tax rates/fiscal 
incentives Incentives 
5 .  Distance from 

2. Distance from 
consumers* * * 
3 .  Distance from 
suppliers 
4. Tax rates/Fiscal 

5. Crime and 

Southeast Northeast 
1. Tax ratedfiscal 
incentives** * 

1. Tax ratedfiscal 
incentives** * 
2. Distance from 2. Infrastructure 
consumers*** 
2. Infrastructure 2. Access to finance*** 

4. Distance from 4. Distance from 
suppliers** suppliers* * * 
5. Crime and 5 .  Crime and 

suppliers violence* * * violence*** violence* * * 
Notes: **Proportion of firms in the region i s  statistically different from RMSP proportion’s at the 5 percent 
level. ***Proportion o f  f i r m s  in the region i s  statistically different from RMSP proportion’s at the 1 percent 
level. 
Source: Location Factors Survey 2006. 

3.3.5 Location Factors for the Services Sector in the MRSP 

81. I n  the services sector, proximity to clients i s  the main factor influencing firm’s 
decisions to locate in the MRSP. A survey done by Fundaqio Seade on firm location in the 
services sector (limited to the MRSP) offers a complementary picture to the one we just presented 
to the manufacturing sector. Also in line with the literature, quality o f  life, issues related to the 
space o f  production (Le., owning a building), infrastructure (i-e., telecommunications and 
transport), and business services follow in importance (Figure 3.16). This ranking has some 

38 A question on firm relocation for firms that have ever been located in the MRSP but le f t  the region was 
included in the questionnaire. However, there were only 26 respondents. In addition, the frequency 
regarding reasons firms had to relocate from the MRSP was very low. 
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similarities but also differences from the ranking in the manufacturing sector. Table 3.8 compares 
the top seven location factors for f i r m s  in both sectors in the MRSP. 

Figure 3. 14. Brazilian states with best business 
environment (percent) 

Figure 3. 15. Brazilian cities with best business 
environment (percent) 
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Source: Location Factors Survey 2006. Source: Location Factors Survey 2006. 

Figure 3. 16. Service sector survey: percentage o f  services f i r m s  that ranked factor as "important" or "very 
important" 
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Source: Fundaqfio Seade. 

82. The main location driver for the service sector i s  proximity to consumers, while for 
the manufacturing sector it is  a clear land titling system. The five main concerns for f i r m s  in 
the manufacturing sector located in the MRSP are related to land @e,, clear titling system and 
availability), infrastructure, and proximity to  consumer and supplier markets, while elements o f  
quality o f  l i fe (Le., size o f  the city and amenities) rank 6th and 7'h. In the services sector, however, 
proximity to consumers i s  the main factor driving the f i rm 's  decision to locate in the MRSP. 
Quality o f  l i fe seems to have more importance among f i r m s  in this sector than in the industrial 
sector. In general, connectivity with clients and employees seems t o  be another important location 
driver, as the high ranking for the factors proximity to owners' residencies, transportation, and 
telecommunications indicate. Contrary to the industrial sector, in which f i r m s  ranked business 
services the 1 lth most important location factor, f i r m s  in the services sector ranked these services 
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7". Finally, the factor fiscal incentives were ranked as the least important location drivers for both 
sectors (for manufacturing f i r m s  in the MRSP, fiscal incentives are ranked 14'h out of 18 factors). 

Table 3. 8. Top seven location factors: manufacturing and services sectors in the MRSP 

Manufacturing Services 
1. Clear land titling system 1. Proximity to consumers 
2. Infrastructure 2. Proximity to owners' residencies 
3. Proximity to consumers 3. Own real estate 
4. Land availability 4. Transportation 
5 ,  Proximity to suppliers 5. Quality o f  l i f e  to workers 
6. City size 6. Telecommunications 
7. Amenities 7. Business services 
Sources: Location Factors Survey 2006 and Fundup70 Seade. 

3.4. DETERMINANTS OF FIRM PERFORMANCE 

83. Proximity to suppliers, the quality o f  the labor force, and urban infrastructure are 
the main drivers of productivity in MRSP. Using the census o f  firms run by Fundu@o Seade in 
2002 in the state of SBo Paulo, total factor productivity (TFP) determinants were e~timated.~' A 
number o f  investment climate and location factors indicators drawn from the surveys were 
econometrically related to measures o f  productivity. Through the identification o f  statistically 
significant investment climate variables in these regressions, we tried to single out problems or to 
highlight positive elements that matter for competitiveness of firms in the MRSP. Table 4.9 
shows that the main positive determinants o f  productivity in the state o f  SBo Paulo (controlling 
for location differences) are proximity to suppliers, quality of  labor force, and urban 
infrastructure. 

84. Fiscal incentives and differences in quality o f  life have no positive effect on 
productivity. As expected, fiscal incentives have no positive association to productivity - the 
coefficient for municipal fiscal incentives i s  actually negative in the intermediate products 
sector.40 Differences in quality o f  l i fe seem to affect perceptions more than productivity. This i s  
important because results could lead to completely different policy recommendations. For 
example, when quality o f  l i fe  affects perceptions, policy making should aim toward changing the 
way people see the city, not the way amenities are provided. This seems to be the case, since 
quality o f  life, as perceived by entrepreneurs, seems to have no effect on productivity (Table 4.9). 

85. As far as the MRSP i s  concerned with persistent growth in the long-term, 
investments in urban infrastructure and qualification of  the labor force should be 
constantly made. Econometric results suggest that working on a public policy program to 
strengthen urban infrastructure and logistics (which, for example) would allow firms to make 
better use of the proximity to suppliers) as well as on quality and training o f  the workforce would 
be a more suitable strategy. These two mentioned factors are especially important in the attraction 
o f  firms in the high-technology and capital sectors, which take advantage o f  comparative 
advantages the MRSP as with respect to other cities and regions in the country. These advantages 
include higher availability of capital infrastructure and, as usually seem, high-skilled labor force. 

TFP estimated for manufacturing and service f i rms,  broken the sample by skill levels and by goods 

A similar result was obtained for the manufacturing sector in the country as a whole (see Chapter 3 in 

39 

durability. See Annex 3 for details. 

World Bank, 2005). 
40 
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Table 3. 9. Location determinants o f  total productivity factor 

E- . . - i . - -1” . .J 

+ *  1 
< -  6 - -  I - I ._ 

- __ .t --. I -  % -  Low land prices .. 

Qualification o f  labor force I 1 + *  

Municipal fiscal incentives - *  

Urban infrastructure + * *  , + *  
Access to transport system I 

- - - i  

Fiscal incentives (federal and state) 

Telecommunications 
r 
, 

1 
- -  : . -  

Quality o f  l i f e  1 

ObseFations- 

Notes: *Significant at 10 percent. **Significant at 5 percent. 

3.5. CONCLUSIONS AND RECOMMENDATIONS 

- 34! 424 243 ‘ 363 *: 257 ’ 378 ‘ 
i R-squared ! 0.90 j 0.89 1 0.86 ~ 0.90 1 0.87‘ 0.88 I 

i -  

86. The MRSP i s  seen as providing higher quality infrastructure in comparison to other 
regions of the country as well as having a comparative advantage when skil ls and 
technology are considered. The MRSP however, faces problems in certain dimensions of  
“soft” infrastructure, notably in business regulation. 

87. The analysis in this chapter reinforced the generalized impression that the high level 
o f  crime i s  perceived as a serious disadvantage of  being located in the MRSP. Beyond the 
social and human impacts of this agenda, the economic implications for the metropolitan region 
can be very important, as shown in this chapter. From 2002 to 2005, the share o f  total sales lost 
due to criminal activities increased by almost 4 times. Losses in the MRSP were significantly 
higher than those in the South and the Northeast regions only. When location factors were 
considered, the proportion o f  firms mentioning this disadvantage was significantly higher than the 
proportions for firms located elsewhere. To deal with crime and violence, most firms located in 
the MRSP either hire security guards or buy commercial insurance. Working with public policies 
to curb crime and violence i s  likely to be on the top o f  the agenda o f  public administrators and 
progress has been made in the State, the Metropolitan Region and the City o f  SBo Pau10.~’ 

88. The road map for action should include short-run measures to improve business 
regulation in the MRSP. The ICs 2003 shows that a significantly higher share o f  firms in the 
MRSP ranks the government in the provision o f  public services as “inefficient” when compared 
to other regions. Thus, one measure likely to yield results quickly i s  the initiative to reduce the 
number of  days to start a business in Si40 Paulo city - given that municipal requirements are the 
most onerous in the process o f  starting a business in Brazil. With the support of  the International 
Finance Corporation (IFC), the municipality i s  currently carrying out a program to reduce 

See World Bank (2006~7) to evidence and tentative explanation for the decline o f  the homicide rate in 41  

SBo Paulo between 1999 and 2004. 
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transaction costs o f  formality for f i r m s  by diminishing time and requeriments for operational and 
construction 

89. I n  a medium- to long-run perspective, attention should be directed to the main 
drivers of  firm’s productivity in the MRSP, notably urban infrastructure and the skil ls of 
the labor force. These are areas in which Si30 Paulo performs relatively well compared to other 
regions as shown by the ICs  2003 and the Location Factors Survey 2006. However, these two 
factors deserve continuous attention to reinforce the MRSP’s comparative advantage. 
Infrastructure requires particular attention because it i s  one o f  the most important location factors 
for f i r m s  in all regions. This i s  one o f  the important results o f  this chapter, as infrastructure i s  not 
regularly identified as a major obstacle to business growth in the ICs  reports, including that for 
Brazil. However, the Location Factors Survey 2006 highlights that entrepreneurs value the supply 
(and the quality) o f  infrastructure services when they make their location decisions. Also, 
programmatic investments in education and qualification o f  workers are very important, since 
high-skilled workers drive productivity o f  f i r m s  located in the MRSP (and the region already has 
a comparative advantage for this factor). Finally, efficient public policies to reduce crime and 
violence should also focus on the long-run and, as the year 2006 has shown, are urgent in the 
MRSP - not only for business development and growth, but also for the whole population. 

42 The project i s  being. implemented by a technical secretariat, formed by local consultants appointed to 
work with the MSP, and an Advisory Council that i s  composed o f  public and private sector stakeholders. 
The project design ensures active participation o f  the private sector in the implementation o f  reforms. 
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4. IMPROVING SERVICE DELIVERY IN LOW INCOME 
HOUSING 

A municipality’s capacity to effectively deliver public services l ies at the core of i ts  
responsibilities; successfully doing so i s  directly linked with the municipality’s ability to improve 
the quality of l i fe  for the residents of that municipality. Given the context described in chapter 2 - 
loss o f  employment caused by de-industrialization, urban growth marked by an increasing 
proportion of the low-income groups, and fiscal restraints that limit the Municipality of SBo 
Paulo’s (MSP) ability to provide al l  the public services needed under these circumstances- the 
improvement of housing programs in the MSP as an example of  improving overall municipal 
service delivery i s  particularly relevant. Besides tackling the challenges of  urban administration, 
urban congestion, and government coordination, housing i s  the key service responsible for 
improving the livelihood and opportunities for the poor. This chapter provides recommendations 
to improve the efficiency and targeting of public housing programs in the MSP. The proposed 
improvements are based on a comprehensive view of interventions at different government levels 
(Le,, federal, state, and municipal) being undertaken through various programs.43 Due to the 
institutional and political setting of Brazil, these interventions are generally loosely coordinated. 
Data on programs delivered under the previous municipal administration during 200 1-2004 are 
used to assess their effectiveness on solving the housing problems of  low-income  household^.^^ 

4.1. URBAN GROWTH IN THE MRsP AND ITS IMPLICATIONS ON HOUSING 

90. The MRSP i s  experiencing moderate overall population growth, while population in 
the central regions remain stable or  decrease and population located in the periphery 
continues to grow rapidly at annual growth rates above 5 percent. The 39 municipalities that 
constitute the MRSP house 19.1 million inhabitants. The MSP i tse l f  concentrates 60 percent of 
this population (10 million inhabitants). Overall, during the 1990s, the MRSP experienced a 
moderate population growth of 1.6 percent per year. The population of the MSP grew at the 
moderate pace of 0.9 percent per year. The MSP, due to i t s  size and shape (as Map 4.1 shows), 
includes not only the most central areas of the MRSP but also those areas that functionally belong 
to the MRSP’s periphery. These are the Northern parts of the city as well as the South where the 
water reservoirs of Guarapiranga and Billings are located (Mununciais are in southern red area in 
the Map 4.1). 

43 This chapter i s  based on the background paper Le Blanc, D. and E. Rottmann (2006). We refer the 
interested reader to it for more details and figures. 
44 The choice o f  this period i s  based on the availability o f  data on housing programs at all government 
levels. Whereas the analysis o f  the performance o f  housing policies should ideally be based on medium- or 
long-term data, interviews with officials from various levels o f  government, and financial institutions, it 
appears that most o f  conclusions o f  the study are robust to the particular time period considered. For 
analyses o f  housing policies followed by the municipality under previous administrations, see, for example, 
Marques and Torres, (2005, chapter 11). 
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not grow too rapidly. On the other hand, other areas have to cope with bigger population growth 
rates, like Guarulhos with a 40 percent increase in the number o f  households over the last 10 
years, with a budget comparable to or less than Santo Andrd’s. Concentration of deficient housing 
units in the low-income segments of the population i s  not a rare issue o f  the MRSP, it i s  rather 
consistent with the international experience and Brazil-wide studies. An illustration o f  the 
association between low income and reduced housing conditions i s  given by indicators of 
unsatisfied basic needs. More than half dwellings of households, in the MRSP, earning three or 
less minimum wages (MW) do not face any o f  the following four shortcomings: (i) lack of 
infrastructure; (ii) lack of a bathroom in the unit; (iii) overcrowding; and (iv) ownership 
problems.46 However, for households earning more than five MW, that percentage rise up to 80. 
In terms o f  access to basic infrastructure, 12 percent of total dwellings do not have access to street 
lighting, public water supply, sewerage system, or solid waste collection. However, this figure 
reaches 22 percent for households that earn below three MW (in contrast with 7 percent for 
households above five MW). 

4.2 THE MAIN ACTORS RESPONSIBLE FOR HOUSING PROGRAMS IN THE MSP 

93. The responsibilities o f  the MSP are divided between the Planning and the Housing 
Secretariats. The main role of the Planning Secretariat (SEMPLA), with its implementing 
agency (EMURB) and associated fund (FUNDURB), i s  related to regulation -including the 
development o f  planning and zoning laws- and infrastructure provision. SEMPLA manages 
municipal interventions in the city’s neighborhoods that have been identified as requiring 
municipal actions, such as the Special Zones of Social Interest (Zonas Especiais de Interesse 
Social, ZEIS). On the other hand, the Housing Secretariat (SEHAB), with i t s  implementing 
agency (COHAB) and associated fund (FMH), i s  responsible for the housing programs including 
the delivery o f  finished housing units, upgrading, and regularization. 

94. The State Government develops its programs through CDHU. During 2001-2004, 
CDHU commercialized around 3,800 units per year in the MSP, making i t  the largest public 
housing participant. This i s  a direct consequence o f  considerable and perennial para-fiscal 
resources, available to CDHU, from the additional ICMS tax. CDHU’s interventions in the MSP 
have predominantly consisted o f  supporting construction in association with communities or 
mutirao (43 percent of  the units delivered) and intervening in slums orfavelas and at-risk areas. 
The main product line o f  CDHU (Housing Complexes, Nucleus Habitacionais) represented 11 
percent o f  the commercialized units. Interventions in tenements or cortiqos, as well as in 
Guarapiranga reservoir, were negligible during the period, No other self-construction programs 
other than mutirGes were implemented in the MSP and in the MRSP. 

95. The Federal Government’s actions include Program of Subsidies for Housing in the 
Social Interest (Programa de Subsidios de Habitaqdo de Interesse Social, PSH) and the 
Program of Residential Leasing (Programa de Arrendamento Residencial, PAR). I t  i s  also 
the source of  subsidized credit lines for housing. Credit lines come either from the Government 
Severance Indemnity Fund for Employees (Fundo de Garantia do Tempo de Serviqo, FGTS) or 
the Brazilian System of Savings and Lending (Sistema Brasileiro de Poupanca e Empre‘stimo, 
SBPE). Credit from PAR and FGTS are managed and distributed by the Federal Savings and 

46 As a whole, in the MRSP, 25 percent of  households earn less than three MW. 
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Loan Bank (Caixa EconGmica Federal, CEF), which consequentially i s  a central player in the 
local housing field (World Bank 2002, 2005).47 

Box 2. The Financial Weakness of COHAB 

Municipal interventions in the housing sector have been hindered by the weak financial situation o f  
COHAB, the main operator of  the MSP’s housing programs. In the early 2000s, COHAB was technically 
bankrupt, with a large debt burden to CEF (FGTS). In addition, housing units delivered by COHAB in the 
past often lacked property titles, creating legal and social problems for the recipients. Currently, it i s  
estimated that 50,000 units built by COHAB for which payments have been completed are s t i l l  lacking 
property titles. 

As a consequence, COHAB was unable to lend financial resources for the construction o f  new housing 
un i ts  (excepted for mutirdes). Also, it had to resort to fmancing by other government levels and 
international donors to implement the other components o f  the municipal strategy. The lack o f  municipal 
resources had a direct impact on the level o f  slum upgrading activities outside the ReservoidMununqiuis 
area, with upgrading projects provided for only about 2,000 families in four years. 

Following a strategic plan drafted in 2001, actions were taken to transform COHAB into a more viable 
instrument o f  housing intervention and restore i t s  financial capacity. This encompassed the restructuring o f  
COHAB’s debts to CEF and o f  the portfolio o f  housing credits; the improvement o f  collection rates; and, 
the identification and assessment o f  COHAB’s real estate portfolio. Actions were also taken in order to 
strengthen its organizational capacities. Meanwhile, COHAB had to rely on partnerships to deliver finished 
housing units. The main partnership was with CDHU, concerning the provision o f  housing compounds for 
households relocated from slums and risk areas. 

In spite o f  these actions, a number o f  problems remained, especially those regarding collection rates and 
property titles o f  units built in the past. These, combined with a focus on delivering finished units, are 
likely to limit the size of municipal interventions for years to come. 

4.3. ADDRESSING HOUSING DEFICITS: UNDERSTANDING THE ACTORS, INTERVENTIONS 
AND DIFFERENCES ACROSS MUNICIPAL ZONES 

96. This section illustrates how the different agents involved in the public provision of low 
income housing solutions, and their interventions in the three distinct municipal zones. Although 
this chapter focuses mainly on the MSP, some programs and institutions described here, 
particularly the state and federal level programs, may have influence on the MRSP and beyond. 
The first and most salient aspect i s  the wide range of programs and institutions participating. 
Though the scheme appears confusing, this section maps the steps through which a low income 
household could pass from i ts  conception. Figure 5.1 shows a comprehensive view of the 
institutional scheme developed to cope with the outcomes urban growth. Urban growth due to 
immigration or new household formations generates settlement in housing whose quality i s  either 
appropriate or deficient. The housing market for low income families can be split into two 
categories: Housing solutions with deficient quality and new housing solutions. The additional 
dimensions of (i) space/municipal zone; and (ii) the level of government participating in 
interventions, help to understand the overall housing interventions occurring within the MSP. 
The following sections follow the structure o f  Figure 4.1, 

47 International donors have been active in the MSP. The World Bank financed the Guarapiranga project to 
recover reservoir areas. The IDB has financed interventions in cortiqos, public rental housing programs 
(LocuqZo Social), slum upgrading, and programs o f  verticalization o f  favelus (PROVER or Cingupuru). 
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The Periphery Zone 

98. The periphery of  the city (excluding the Reservoir area-Manancias) has witnessed 
continued inflows and illegal construction, either on public land (fmelas) or on privately- 
owned and illegally subdivided plots (Zoteamentos irregdares). In 2003, the Municipal 
Housing Plan (Plano Municipal de Habitaqiio Popular, PMHP) estimated that more than 2.4 
million residents (roughly 25 percent of the city’s population) lived in units belonging to either 
one of these two categories. The problems facing these settlements are those common to slums: 
(i) lack of tenure security and of property title; (ii) lack of basic services, such as drainage, 
sewage, water, and roads; (iii) lack of  access to utilities; and, (iv) general lack of integration with 
the formal municipality. 

99. I n  the periphery, a main component o f  the municipal program was broad upgrading 
of  slums. The objective has been to integrate large slums into the main city by providing property 
titles and upgrading the settlements. During 2001-2004, the focus was on on-site u grading and 
regularization of informal units, as opposed to systematic verticalization solutions!’ Actions for 
improving the living conditions in favelas and the illegal subdivisions of the city (including the 
Mananciais areas) have been grouped under the flagship program called Bairro Legal (Nice 
Neighb~rhood).~’ Sharing the objective o f  integrating the neighborhoods into the formal city, 
actions undertaken by the previous municipal administration were the same for favelas and illegal 
subdivisions, including: (i) aligning social programs and physical upgrading actions; (ii) 
guaranteeing community participation and inclusion; and, (iii) minimizing resettlements. 
Programs encompassed upgrading activities (e.g., roads, water, sewage, drainage, and public 
facilities), urban and land tenure regularization, and resettlement, when necessary, for families 
located in zones of natural risk or zones affected by urbanization works.50 

The Headwater-Reservoir Systems (Areas de Mananciais) 

100. The headwater-reservoir systems (mananciais), located in the MSP’s periphery, are 
critical environmentally-sensitive areas since they provide raw water for potable supplies 
for the MRSP and are suffering disorderly occupation pressure from low-income residents. 
Two of the main reservoirs (Gurapiranga and Billings) are together responsible for the production 
of 20 percent of MRSP’s potable water, representing the supplies to some 4 million MRSP 
residents. Despite these mananciais areas having been subjected to severe land-use restrictions 
through decades-old water resources management and environmental legislation, nevertheless 
illegal settlements have proliferated. This has been causing direct pollution of  the reservoirs 
through wastewater and garbage discharge and storm run-off and silting, and thus threatening 
their future use as raw water bodies for potable supplies. The land-use/urban 
informality/environmental protection nexus encountered in the mananciais basins i s  one of 
MRSP’s critical development challenges that requires integrated interventions, through vertical 
and horizontal cooperation, in order to counter the continuing threat to MRSP’s water supply 
system. 

However, old verticalization programs inherited from previous administrations, such as PROVER (also 
known as the Cingapura program, financed by the IDB), were continued. 

In 200 1, the Housing and Urban Development Department (SEHAB) o f  the then newly-elected Stio 
Paulo municipal administration launched the Bairro Legal Program with the aim o f  turning slum areas into 
neighborhoods, through a combination o f  physical upgrading, land tenure regularization, and social 
inclusion. 

But the sequencing o f  actions was different for the two types o f  settlements due to differences in the 
status o f  the land. On regularization in Silo Paulo, see Cities Alliance (2004). 

48 

49 

50 
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10 1. The land-usehrban informality/environmental protection nexus encountered in the 
mananciais basins i s  one of  MRSP’s critical development challenges that requires integrated 
interventions, through vertical and horizontal cooperation, in order to counter the 
continuing threat to MRSP’s water supply system. Around 14,000 new households are formed 
each year in the Billings and Guarapiranga sub-basins in the MRSP.” Projections suggest that 
new households will continue to flow into these areas. 

102. The headwater-reservoir areas also represent a special case since the state 
government of Siio Paulo i s  responsible for the water supply system, through the state water 
company (SABESP) and for environmental protection. In particular, land-use in the 
mananciais areas has traditionally been the responsibility of the state government, with the 
regularization of settlements having been a pervasive problem. The Guarapiranga sub-basin was 
the focus of a US$338.6 million project partially financed by the World Bank, which closed in 
2002.52 The main objective of the project was to guarantee the Guarapiranga reservoir as a 
reliable water source capable of  supplying the MRSP. The project had two specific objectives, 
namely the development of institutional capabilities to manage the river basin in an 
environmentally sustainable manner, and the improvement of  the quality of l i f e  of the basin’s 
inhabitants, especially those living in fmelas and illegal settlements. In addition to activities 
concerned with macro infrastructure (Le., wastewater collection, transportation and treatment; 
drainage; solid waste management; water treatment improvements), the project also incorporated 
important actions aimed at upgrading the favelas and illegal settlements in the basin in order to 
link them to the macro infrastructure and thus contribute to improvements in the reservoir water 
quality.53 Final project outcomes included: 387 km of  new sewers; 8,050 new connections to 
existing sewers (serving 40,250 people); 4 1,000 connections prepared for new sewerage systems, 
of which 19,200 operational (serving 96,000 people); 2,674 families (13,370 people) resettled out 
of the basin in new housing; 17,359 families (86,797 people) benefiting from urban upgrading 
improvements; 3 8,200 families ( 19 1,000 people) benefiting from infrastructure improvements; 
648 hectares of re-vegetation undertaken; and, 3 million people benefiting from improved potable 
water supply and security. Macro infrastructure and upgrading actions continued following 
project closure with financial support from the state government, SABESP, and MSP. 

4.3.l.ii Tenement (Cortips) Improvements: The Central Zones4 

103. Central areas, which include 13 core municipal districts, have witnessed a decline in 
population and a departure of wealthier households. These phenomena are comparable with 
those observed in central areas of other large cities around the world. Public interventions in 
central areas, included in a broader program of urban renewal and rehabilitation financed by the 
Inter-American Development Bank (IDB), have emphasized the improvement of living 
conditions of low-income dwellers in cortiqos and other types of derelict vertical housing. 
However, the scale of action in cortiqos has been small, with only a few hundred units treated in 
four years. The provision of finished housing units for low-income households was also made 
through Locaqa”o Social, a public rental housing supply program, and Programa de Arrendamento 
Residencial (PAR), a Federal program that leases residential housing units with the option of 

’’ Refining this number would be o f  critical importance for future housing policies in the city. 
52 For the project description, see World Bank (1992) “Brazil: Water quality and pollution control project.” 
Report. No. 10.523-BR. For information on the project implementation completion, see World Bank (2004) 
“Implementation completion report on the Brazil water quality and pollution control project.” Report No. 
28962. 

54 Cortiqos are privately-owned, under-maintained buildings providing dormitory-type accommodation. 
They often lack basic services. 

For details on the project, see World Bank (2004). 53 
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purchasing the unit through i t s  partnership with Caixa EconGmica Federal (CEF). In practice, 
these programs were mostly used to relocate people displaced from risky areas or favelas (slums) 
undergoing upgrading activities. 

Box 3. Estimating the Cost of Upgrading Informal Settlements 
Estimates of the upgrading costs of informal settlements have to account for the flows of newly created 
units in fmelus that have not yet been upgraded in addition to the creation of new fmelus and irregular 
subdivisions. These flows are estimated to be between 10,000 and 15,000 new households each year, which 
would need integral upgrading (and relocation for some of them). 

It i s  difficult to fmd information on costs of current upgrading projects. However, for some projects run 
under the Guarapiranga program, information i s  available in Imparato and Ruster (2003). Costs exhibit 
high variation, depending on the nature of works involved in upgrading (e.g., drainage, water connections, 
road paving) and the topographic configuration of the area, among others. For their sample, cost ranged 
between US$2,000 and US$4,000. 

Another alternative i s  to consider figures given by the municipality o f  Santo Andrd. The urban component 
o f  integral upgrading programs in that city estimated the average cost as R$7,000 per household (without 
resettlement). Resettlement costs are estimated at R$30,000 per household. This would be a lower bound 
for the MSP, given that i ts land price i s  higher than Santo Andrd’s. A unitary cost of R$40,000 seems 
closer to the observed costs o f  public projects. Overall, there i s  no doubt that the costs per household of 
such programs are three to five times less than the costs of providing finished or even semi-fmished units in 
the city. 

The costs of upgrading informal settlements are mainly driven by the proportion of households that has to 
be relocated, which i s  low in Slo Paul0 (less than 10 percent). With a 10 percent rate of resettlement, the 
unitary cost of upgrading programs in the MSP are estimated at R$10,000 per household. 

4.3.l.iii Strengthening Property Rights 

104. Slum regularization programs, in both public and private settlements, have 
produced positive outcomes. Given the proven benefits o f  regularization programs on the 
economic and social conditions o f  the regularized neighborhoods, these actions can be expected 
to have a significant impact in the future. Nonetheless, a significant part o f  the informal housing 
stock (e.g., neighborhoods located in environmentally protected or natural at-risk areas) continues 
to be beyond the reach o f  regularization instruments. 

Table 4. 2. Strengthening property rights (beneficiaries) 

Improving property rights Number o f  potential beneficiary families 
Regularization of public land4 45,856 

Urban regularization o f  irregular subdivisions 
Regularization o f  COHAB compounds 

Number of beneficiary families, 2001-2004 
14,311 
2 1,768 

Number of beneficiary families; 200 1-2004 
Debt forgiving (COHAB) 
Conflict mediation (settlement o f  property rights) 

48,000 
23,972 

4.3.2 Interventions That Tackle Housing Quantity Deficits: Public Production, Mutirlo 
Programs, and Private Production 

4.3.2.i The direct production of  housing units i s  the dominant mode of  housing 
intervention and the public sector provides a significant part of it in the MSP. Table 5.3 
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presents the ‘Direct Provision o f  Housing Units’ interventions o f  the different players at the 
municipal level from 2001-2004.55 About 11,000 finished housing units have been delivered per 
year by the public sector as a whole. Construction by private developers averaged 24,000 units 
per year during the same period (Rottmann, 2004). Comparing the two figures illustrates that the 
public sector provides a significant part o f  formally finished units in the MRSP. 

105. However, these figures should not be interpreted as an absolute new housing (net) 
supply. Many units produced under Locuqrio Social, PAR, and the MSP partnership with 
CDHU have been utilized to relocate people from slums and at-risk areas. In those cases, no 
new (net) supply was involved. On the other hand, the projects o f  mutirces run by the 
municipality, and mutiro”es and Nucleos Habitucionuis projects o f  CDHU, can be classified into 
new supply (about 5,000 units per year or one-half of the finished units produced directly by the 
public ~ector).’~ 

4.3.2.ii MutirBes 

106. I n  the periphery, a second component of the municipal program that compliments 
slum upgrading interventions was facilitation of  the provision of finished housing units built 
through the mutirrio regime of self-help constr~ction.~” 58 This support of  self-construction 
by associations of  owners under the mutirrio regime, i s  financed through subsidized 
conditions. The MSP re-started over 44 mutirfio programs that had been stopped under the 
previous administrations. Seven new projects were completed in 2004. During 200 1-2004, 
mutirfio programs have been the quasi exclusive program in terms o f  the construction of  finished 
units undertaken by the municipality with i t s  own financial resources. 

” Some remarks before commenting on results. First, four years i s  a relatively short period to consider if 
one wants to assess the impact o f  public actions on an “average” basis. This i s  even more relevant as some 
programs like Locup70 Social and Bolsu Aluguel did not have time to grow before the end o f  the 
administration term. In this case, taking the figures for the four years of the administration as an indication 
o f  what a “steady state” flow would have been could be misleading. The approach followed here i s  to 
consider numbers published by the MSP for the last administration, because earlier numbers were not 
available for all programs, and it was early to have relevant figures from the new administration. Second, 
data sources are publications aimed at exemplifying results o f  the last administration in terms of low- 
income housing. Hence, it i s  sometimes difficult to distinguish between projects that have been delivered 
effectively and projects that were not finished by the end o f  2004. It was chosen to base the figures for 
MSP production o f  housing units on numbers relating to units “finished or to be finished during the 
administration” and those “being in execution at the end of the administration” (SEHAB, 2004, p.86). This 
last category represents about 10,000 housing units (2,500 units per year) and 3 1,500 beneficiary families. 
Third, it i s  sometimes difficult to know whether double counting i s  involved when partnerships exist (e.g., 
between the MSP and CDHU). A .last caveat concerns program classification in different categories. 
Results distinguish between direct provision of housing units, slum upgrading programs, and other types of 
actions. Housing units constructed for the resettlement of families living in slums and at-risk areas are 
classified in the first category, although they could have been classified with other slum upgrading actions. 
” In 2002, the MSP approved plans for 38,250 standard housing units (unusually high figure due to 
imminent changes in the zoning legislation) and 5,19 1 social housing units (Hubituqfio de Interesse Social). ’’ Actions for improving the living conditions of people dwelling in compounds built by COHAB (Viver 
Melhor) and property dispute resolutions were undertaken. ’* Mutirfio i s  a free help given by the members of community to each other (in harvesting or buiding a 
house, for example), who get together and work for one o f  the community’s members. 
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Table 4.3. MSP: Direct provision o f  housing, 2001-2004 

Direct provision o f  housing units 
Municipal level 
Locaqa”o Social (financed by IDB) 
Interventions in cortiqos (MSP) 
Housing compounds COHAB (with CDHU) 
Housing compounds COHAB (with CEF) 
PROVER (financed by IDB) 
PROCAV (financed by IDB) 
Mutirdes’ 
0peraqa“o urbana2 
Moradia transitdria 

Number o f  units delivered, 2001-2004 

768 
120 
930 

1,694 
2,180 
2,837 

12,522 
0 

100 

Yearly average 

192 
30 

232 
423 
545 
709 

3,131 
0 

25 
On-site resettlement 1,802 45 1 
State level (CDHU) 
Housing complexes 1,558 390 

Mutirdes 6,097 1,524 

Favelas and at-risk areas 4,567 1,142 
Other programs’ 1,503 426 
Federal level 
PAR 6.946 1.737 

Cortiqos 444 111 

Guarapiranga 198 49 

Total 44,266 11,116 
Sources: Programs run by MSP: SEHAB (2004), p 85-86. Programs run by CDHU: CDHU management. FGTS loans: 
CEF. 
Notes: n.a. = not available. ’Includes mutirdes initiated during the PT administration as well as projects interrupted 
during the previous administrations and re-started by the PT administration. *No units had been delivered at the end o f  
2004, although several operac6es urbanas were started. ’Includes the following programs: Sonho Meu (780 units during 
03/200 1-1 2/2004), Secretaria de Seguranca P liblica (483 units), and Chamamento Empresarial (240 units). 4Number 
of  families located infavelas that were made eligible for concession o f  using rights. 

4.3.2.iii Incentives for Private Sector Provision of Finished Units 

107. I n  order to mobilize more resources for housing upgrades, the municipality 
considered the introduction of a PPP to finance the upgrading of  the city’s two biggest 
informal areas (Heliopolis and Parais6polis). The idea was to use the “urbanization 
concession” tool (authorized by the PDE), through which the urbanization o f  chosen perimeters i s  
left to the private sector. The financing solution (also authorized in the PDE) would consist o f  
issuing papers (“certificates”), based on additional construction rights valid in large areas o f  the 
city, which could be traded or used directly.59 However, this idea was not put in practice due to 
timing issues. The law concerning Parais6polis was passed by the City Council in late 2005 and i s  
waiting for i t s  associated regulation.60 

108. Urban Operations have met varying success rates, but other ambitious Public- 
Private Partnerships (PPP) have not been implemented. There are resently four ongoing 
Urban Operations: Agua Branca, Agua Espraiada, Centro, and Faria Lima! Faria Lima and Agua 
Espraiada are considered successes. They constitute rare cases o f  urban planning that has 

59 Additional construction rights would be allowed in PDE zones located mainly along railroads (old 
industrial zones). The city follows the system known as outorga  onerosa, by which rights to build above 
the maximum floor-to area ratio up to a ceiling i s  sold. The system o f  certificates based on tradable 
construction rights i s  reminiscent o f  the CEPAC system used in the context o f  some o f  the Urban 
Operations in MSP (e.g., Faria Lima). However, CEPAC issued in a particular area apply only to that area 
and cannot be used elsewhere. 
6o Law No. 14,062/2005. 

Four other Urban Operations are at different stages o f  definition or implementation. 61 
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110. I n  addition, zones classified in ZEIS are subjected to strict redevelopment 
guidelines. For example, in areas regulated as ZEIS-3, which are located in the center of the city, 
redevelopment must be such that at least 40 percent o f  the developed area i s  composed o f  Social 
Interest Housing (Habitaq6o de Interesse Social, HIS) o f  less than 50 square meters, and 40 
percent i s  composed o f  Popular Market Housing (Habitaq6o do Mercado Popular, HMP). The 
other 20 percent i s  not subject to constraints and can be commercial real estate or high-value 
housing. The mandated proportion o f  social units does not promote financial viability. Thus, 
attracting private developers to develop in these areas has been a challenge. Subsidies will most 
likely be needed, along with a mixing o f  ZEIS and non-ZEIS areas in order to allow cross- 
subsidies from high-end housing or commercial developments to low-income housing. 

11 1. Another concern with the redevelopment of ZEIS relates to the redistribution that 
will take place as a result of the local improvements. Mechanisms based on expropriation and 
resale o f  consolidated parcels to developers will most likely result in windfall gains to developers 
or to the new residents, not to the current low-income residents, whose interests were meant to be 
protected through the creation o f  ZEIS. An alternative to the expropriation scheme could be the 
use of techniques o f  land readjustment, which have been widely used in Asian countries, such as 
Japan and Korea. This type o f  arrangement allows the initial owners to have a stake of the land 
improvement benefits. In the case of Si30 Paulo, this can be considered particularly desirable.62 

4.4. INSTITUTIONAL CHALLENGES ARISING FROM THIS SCHEME: LACK OF 
COORDINATION, FINANCING CONCERNS AND THE NEED FOR PREVENTION POLICIES 

4.4.1 Coordination Challenges 

112. Municipalities within the MRSP have adopted highly idiosyncratic strategies to deal 
with their respective low-income housing problems. The differences relate to the content o f  
slum upgrading interventions (limited to urban upgrading versus “integral” urban, social, and 
economic approaches), and to the features o f  municipal  administration^.^^ While it undoubtedly 
reflects on varying responses to differences in demographic and housing conditions such as local 
income distribution, the precariousness o f  informal settlements, and the degree o f  their integration 
in the formal city, it i s  also a direct consequence o f  the absence o f  institutional coordination at the 
metropolitan level. 

113. The absence of a coordination structure for the housing sector at the MRSP level i s  
problematic, given that, in many aspects, the relevant scale o f  housing problems is  the 
MRSP itself, not individual municipalities. This issue o f  coordination also concerns housing 
and land invasion issues related to the provision of infrastructure services at the metropolitan 
level. I t  seems that, on such specific issues, well functioning institutional mechanisms o f  
coordination between the municipalities and the state are needed. 64 Important collaboration was 
nevertheless achieved under the Bank-financed Guarapiranga project, and i s  currently being 
furthered during the preparation o f  the proposed follow-up Mananciais project, in which a dozen 
municipal governments are discussing with the state authorities a combined effort for urban 

62 Two staff members from the planning Secretariat in MSP have been sent to Japan to study land 
readjustment techniques. 

For example, municipal budget for housing, number o f  staff, and capacities in the Housing Secretariats, 
and cooperation between Secretariats within the municipality. 
64 The Federal Constitution stipulates that a l l  metropolitan regions should have an agency, a council, and a 
development fund. Legally, a reorganization o f  MRSP is expected to occur in the near future, following a 
draft law (PL No. 06/2005), which i s  under consideration by the State House o f  Representatives. 
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upgrading (including housing improvements), social inclusion, and water pollution control in 
areas of mananciais. 

114. There seems to be a scarcity in information sharing, exchanges in knowledge and 
practices (e.g., monitoring systems), as well as a scarcity of technical cooperation between 
municipalities in the MRSP. Presently, the formalized exchange of information between the 
MRSP's municipalities (and with the state o f  Sgo Paulo) i s  limited, and i s  compounded by a lack 
o f  cooperation between the respective municipal housing Secretariats. The exception to these 
barriers being the coordination established under the water pollution control and urban upgrading 
programs focusing on the Billings and Guarapiranga reservoir areas - this coordination evolving 
from a need to foster links between state and municipal government activities regarding MRSP 
water pollution control policies rather than being based on existing coordinated housing and 
urban upgrading initiatives. Due to their varying economic, political, and social characteristics, it 
i s  very difficult for municipalities to coordinate actions on their own. A more informal but 
practical solution that has progressively been achieved by ABC cities, consists of the creation o f  
consdrcios with specific mandates for environmental programs.65 However, these success stories 
are partly attributed to the similar profiles and political alignments of the participating 
municipalities. 

115. At the local level, there is  very limited coordination with regards to the different 
housing programs found within different government levels. For example, CDHU runs 
conjuntos and mutir lo programs with financial conditions and housing products that are similar 
to those found under COHAB's administration. Other federal government programs that involve 
associations and adopt the mutir lo model also exist. One would expect that the demand to 
register in those programs on behalf o f  those associations would be shared by the different 
players. However, this i s  not the case, and the result i s  a menu of "housing shops" and programs, 
with different eligibility criteria and financial terms, which households and associations have to 
visit one-by-one. Furthermore, given the complexity of  the programs, it i s  difficult for potential 
beneficiaries to get information about al l  the programs that exist. 

4.4.2 Financing Concerns 

116. The MSP has no direct financial control over most of the housing programs being 
run within its boundaries (Table 5.1). 66 Recently, due to i t s  difficult financial situation, 
COHAB did not finance construction programs other than mutir6es. The IDB, via the financing 
of intervention programs in cortiqos and Locaqlo Social, PROVER, and PROCAV, has been an 
important source of  financial resources to the housing sector of  the MSP. The state government, 
via CDHU, was the main player in the MSP, with a direct delivery of  more than 3,500 housing 
anits per year. Finally, the PAR represented an important component o f  public programs. In most 
cases, the MSP does retain shared or total control o f  project management, as i s  the case with 
projects run with the support of international donors. However, this i s  not the case for some of the 

65 A =ABC i s  composed of the following seven municipalities: Santo Andre, B = Slo  Bemardo do Campo, 
C = S l o  Caetano do SUI, Diadema, Mauti, Riberlo Pires, and Rio Grande da Serra. 

66 CDHU has no legal obligation either to spend money in housing programs in the city or to subordinate 
its interventions to a city strategy that would be designed by the Municipality. Subsidized credits for 
housing distributed by CEF are not under the control o f  the municipality, except for certain credit lines 
(e.& the new 0peruqo"es Coletivus), which involve a demand selection by municipalities. The PSH 
subsidy program i s  subject to a bidding process. The PAR involves negotiations on a case-by-case basis 
with CEF. Finally, the contribution o f  international i s  marginal in terms o f  financial resources, in addition 
to being costly in terms o f  time and mobilized personnel. 
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programs run by CDHU, which explains why programs similar to rnutirces are run by both 
CDHU and COHAB. These programs have different characteristics and different beneficiaries. 

117. The current allocation of financial resources to public housing programs is  skewed 
toward finished housing units. Simulations of the resources required to upgrade the existing 
informal housing stock, taking into account the flows of new households, approximate resources 
in the realm of R$300 and R$780 million per year. The variation depends on the speed at which 
the current stock i s  being upgraded (10 to 20 years) and on the proportion of households which 
have to be relocated. This estimate i s  higher than the current municipal resources being invested 
in housing, which averaged R$200 million during 2001 -2004, and beyond the share of the budget 
that i s  spent on upgrading. However, if the resources available for housing in the MSP from the 
different government levels were combined, these estimated resources would be met. 

1 18. Paradoxically, the municipality cannot significantly improve the situation of 
informal settlements by itself, but there are already resources in place that could change 
trends substantially. Partnerships with other government levels and international organizations 
have to be formed. Scenario analyses show that financial resources devoted toward physical 
upgrading should be larger than those directed toward the production of  new units for relocation 
(currently not the situation). The number of  finished units necessary to absorb relocation needs i s  
inferior to the number of units actually delivered in the MSP when considering those finished 
units produced by al l  programs together (PAR, CDHU, and COHAB). It would be beneficial to 
reduce supply and reassign resources to quality improvements (Le. slum upgrading). In other 
words, coordination among government levels i s  necessary in order to rebalance housing 
interventions. Given current conditions, it would be more sensible to decrease quantity oriented 
programs (production of new units) in favor of quality oriented programs (Le,, upgrading). 

119. Sufficient financial resources are not being directed toward families that are not 
creditworthy. Housing programs and subsidized credit lines rely mainly on mortgages, at the 
expense of other solutions such as progressive housing and rental housing, which may be more 
sustainable or affordable to low-income households. Regarding the Federal FGTS credit lines, the 
average loans are R$55,000 for collective buildings (CrPdito Associativo); R$37,000 for 
individual loans; and, only R$5,500 for construction  material^.^' Micro-credit programs, which 
could constitute a powerful alternative to classical mortgages for the low-income residents, are 
s t i l l  experimental. Two pilot micro-credit schemes were launched in September, 2004.68 

4.4.3 The Need for Prevention Policies 

120. Lastly, the lack of  prevention policies ultimately results in invasions of public and 
environmentally protected land. Figures from the two last Censuses (1990 and 2001) show that 
significant flows of new households are formed every year in peripheral and reservoir areas. 
While some of them struggle with increasing densification, newer invasions of land on 
environmentally sensitive areas continue to occur and are not addressed at a l l  by public policies.69 

Proportion of subsidized lending resources to loans for construction materials: about 3 percent in the 
municipalities o f  S8o Paulo and Santo Andrk; and, 11 percent in Guarulhos (it i s  equal to one-sixth o f  
lending for house purchases). 

The municipality initiated partnerships with Bradesco and Banco Popular do Brasil aimed at providing 
families with credit below R$ 5,000 and R$ 10,000, respectively, to acquire construction materials. The 
two pilot projects concerned two small MSP areas with 350 and 240 families, respectively. 
69 In addition, the municipal administration has followed a policy of upgrading in priority old settlements 
(e.g., with more than 20 years o f  existence) to avoid giving incentives to new invasions. Overall, public 
policies in slum areas have been lagging behind the dynamics of settlements that occurred on the ground. 
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The enforcement o f  land-use restrictions l ies outside of the municipal authorities’ reach. 
However, this will change with the implementation o f  the recently-approved Guarapirganga land- 
use/water pollution control law. Moreover, no alternative solutions that deal with the invasion o f  
public land exist elsewhere in the city (e.g., small serviced, semi-serviced or surveyed plots 
accessible to low-income households). 

4.5. TARGETING AND AFFORDABILITY OF HOUSING SOLUTIONS 

121. Targeting and affordability conditions of housing solutions are limited. Finished 
housing units produced by the MSP or CDHU do not constitute a sustainable solution for 
households with income below three MW. Most of the MSP’s housing programs aimed at the 
direct provision o f  subsidized housing units are unaffordable for the targeted ho~seholds.~~ These 
programs are clearly unsustainable on a large scale and could only serve a small fraction of the 
population below three MW in the city. This holds true even in a scenario in which the entire 
municipal housing budget i s  directed to them. Unfortunately, conjuntos and mutiriio programs run 
by CDHU are not more financially sustainable than other programs and entail approximately the 
same subsidy rates. 

122. The new public rental housing program (Loca@o Social) and recently built housing 
compounds have been mostly populated with families that have relocated from slums and 
at-risk areas; their earnings are often below three MW. As a result, these programs have 
encountered payment and rent collection problems, implying that these programs are closer to a 
lottery scheme than a sustainable subsidy programs for low-income residents. 

123. The PAR has been relatively successful, but suffers from an imbalance in its 
financial structure. I t  may be the most successful example o f  cooperation between the MSP and 
actors from other government levels. PAR units have represented a significant part o f  the overall 
provision of housing units to middle and low-income families. Thus, the MSP has been putting a 
great emphasis on the program. However, the PAR could not constitute a universal response to 
low-income housing provision by itself, especially with respect to families that relocate from 
informal settlements or at-risk areas. Due to the selection o f  beneficiary households by CEF (the 
municipality “organizes” demand and provides lists o f  applicants to CEF), on average, the 
households selected by the program were those with the highest incomes. This l e f t  other 
programs such as LocacZo Social to deal with the rest o f  the households. While this has probably 
permitted CEF to limit the non-performing contracts on PAR units, from the municipality’s 
standpoint, the solution for the neediest households has to be found elsewhere. Concerns with the 
future o f  PAR in the city have more to do with its financial imbalances than with the achieved 
adaptation o f  the federal program within the MSP. 

124. Attempts to involve the private sector, such as through the private rental market, 
have not proved to be efficient. Rent subsidies (Bolsa Aluguel), a form o f  personal rental 
allowance, was created to allow selected low-income families to find an accommodation in the 
private rental market.’l Theoretically, this system was attractive because it involved the private 
sector’s supply o f  rental units. However, there are two main problems with its parameters: (i) the 
maximum rental permitted (via maximum rent-to-income ratios) are too low and correspond at 

The ex-ante subsidy rates from the consumer’s point o f  view are 70-90 percent for units in conjuntos 
programs, mutirtio programs, or locaqtio social. Ex-post, subsidies are even higher because late installment 
payments or rents prevail. 
” The subsidy comprises a monthly allowance that covers part or al l  o f  the rent plus a system of  guarantees 
for the landlord. 
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best, to a small portion of the formal rental supply; and, (ii) subsidy rates reach 80 percent or 
higher for households with monthly incomes under three MW, which makes scaling-up 
unfea~ible.~~ Moreover, in practice, the program has been used only as a temporary solution to 
house families displaced from favelas, at-risk areas, or vacated derelict high-rise buildings, and 
not as an “open” subsidy program, such as a voucher program or an entitlement. 

125. Interventions in MSP’s slums seem to have been mostly focused on physical 
upgrading, at the expense of  social and economic programs. In the Mananciais area, the lack 
o f  economic opportunities and jobs i s  a pervasive problem. From anecdotal evidence, it also 
appears that the municipality lacks social staff to adequately cover a l l  o f  i t s  upgrading programs. 
This results in small social teams on each project, constraining the amount o f  social activities that 
can be undertaken. 

4.6. CONCLUSIONS AND RECOMMENDATIONS: INSTITUTIONAL AND INSTRUMENTS 

126. The Municipality of  SPo Paulo’s size and the complexity of  MRSP’s  housing 
challenges justify coordination of housing interventions both between different government 
levels and among municipalities at the metropolitan level. Currently, with the exception of the 
initiatives under the Guarapiranga and the Billings programs, no such coordination i s  taking 
place. The lack o f  a national intervention framework for the housing sector, in particular, has 
impeded the inclusion o f  national and state programs within the MSP local housing intervention 
strategy. Furthermore, the absence o f  an appropriate governance structure that defines and 
oversees a coordinated program has hindered the development of coherent interventions and the 
most efficient use of resources. The actions proposed to achieve better implementation of 
municipal housing policies can be divided into two groups. The first group concerns the 
institutional setting within the MSP’s municipal administration. The second concerns the 
instruments used to enable and implement housing policies and programs. 

4.6.1 Institutional Recommendations 

127. The first goal o f  a comprehensive housing strategy for MRSP should be to integrate 
the programs found across the different government levels and create a framework that 
coordinates the allocation of public resources for housing from across the different 
government levels. The long-term objective should be that al l  public interventions in the 
municipality follow a housing strategy based on observations o f  housing needs and a multi-year 
implementation plan that takes national and state financing into account. Direct implications of 
this new approach would be: (i) the rationalization o f  programs and interventions among 
institutional players, such that redundant programs would be eliminated - this would be a first 
step toward the harmonization o f  subsidies across the board, allowing for the reallocation of 
municipal fwnds to segments o f  the low-income population that are not currently reached by 
public programs; (ii) the conception and implementation o f  a city-wide prevention strategy aimed 
at providing newcomers with alternatives to the invasion of new, protected, or at-risk areas; (iii) 
the coordinated management o f  the demand from households and resident associations, through a 
shared information and monitoring system; (iv) the specialization of the different players, 
according to their comparative advantages, insomuch that municipal resources could focus on 
mandated activities (e.g., regularization and urbanization programs); and, (v) a decrease in the 
volatility and uncertainty o f  financial resources beyond the municipal budget, which currently 
constitutes a serious obstacle to the scaling-up o f  housing interventions. 

’’ Nowadays, the scale o f  the program i s  negligible, with only 1,500 beneficiaries. 
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128. Second, the MSP should improve the coordination amongst the various housing 
interventions financed and implemented by the municipality. The different Secretariats o f  
the MSP should cooperate more closely in terms of coordinating housing policies, resources, 
and information systems. The Municipality should use efficient information, project 
management and monitoring systems that allow for a control of the costs o f  the municipal 
programs. The technical capacities o f  COHAB staff should be increased to allow COHAB to 
efficiently implement municipal housing programs. General recommendations are (i) integration 
o f  information systems, within COHAB and SEHAB departments, between HABI and COHAB 
(short-term), and SEMPLA (medi~m-term);~~ (ii) development o f  a monitoring system for the 
various programs for better control of  the use o f  the municipalities’ resources by various 
subcontractors; (iii) systematization of ex-post evaluations o f  housing programs, which should be 
included in the monitoring system to be put in place under the partnership with Cities Alliance; 
(iv) increases in the long-term visibility of  public interventions (Cities Alliance strategic planning 
activity); and, (v) continued strengthening of COHAB through improvements o f  i t s  internal 
capacities and adoption o f  more sound commercial practices. In the long-term, housing programs 
and interventions implemented at the municipal level should be consistent with a metropolitan 
strategy for housing; externalities should be addressed between municipalities. In the current 
context, this vision may seem ambitious and runs into various institutional and political obstacles. 
The initiation o f  new large-scale upgrading actions in the Billings and Guarapiranga reservoir 
areas, under the proposed Mananciais project, constitute an ideal laboratory for improved 
coordination o f  objectives and interventions 

129. Short-term recommendations for the MSP’s comprehensive housing strategy 
include: (i) arranging long-term partnerships with CDHU for the provision of relocation units for 
those households located in at-risk areas and favelas; (ii) harmonizing the characteristics o f  
similar programs and sharing o f  information on the demand for such programs by individuals and 
 association^;^^ and, (iii) creating a one-stop shop (Poupatempo de Habitaqclo) that gathers 
housing producers, financing providers, and providers of subsidies for low-income populations. 
There i s  an opportunity for increased information sharing and the exchange of practices between 
municipalities. The Housing Secretariats o f  different municipalities should organize regular 
information sharing meetings. Topics o f  exchange could include: (i) content and implementation 
of slum upgrading interventions; (ii) monitoring and evaluation systems for housing programs; 
(iii) use o f  legal and regulatory instruments enabled by the Law o f  Cities (e.g., tax versus land);75 
and, (iv) evaluation of PPPs in urban operations and similar interventions. Again, the Mananciais 
project presents an opportunity for developing these areas of collaboration 

4.6.2 Technical Recommendations 

130. While the optimization of  municipal subsidy programs requires technical and in- 
depth research of the municipal programs, the following summarizes the general direction 
that these programs should take: (i) decreasing the depth of subsidies on household financing 
for mutirGes and ~ o n j u n t o s ; ~ ~  (ii) continue strengthening the financial performance o f  COHAB, 

In terms o f  different government level, integration o f  information systems, in the long-term, should occur 
between CDHU and CEF. 
74 For example, mutirdes programs done by CDHU and the MSP could use a shared system o f  demand 
identification and selection, and offer similar subsidies. 
” Law No. 10.257/2001. 
76 The reflection on the adequate changes to be operated should ideally be a shared exercise with CDHU, 
whose programs (Pro-Lar, Nucleos Habitacionais, and Pro-Lar MutirZo) have slightly different 
characteristics but essentially face the same problems. 
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by fighting non-payment and improving rent collection in Locaqlo Social programs;77 (iii) 
revising the parameters o f  the Bolsa Aluguel program so that the maximum rent-to-income ratio 
increases to allow a larger portion o f  the housing stock to be eligible in the program, especially 
for the lower income brackets; this should coincide with a reduction o f  the subsidy amount; (iv) 
adding social and economic components to those urbanization programs carried out in the city’s 
slum areas; (v) since households that are unable to take a mortgage are disadvantaged in terms of 
the generosity o f  public -programs and subsidies (e.g., cortiqos and PSH), it would be appropriate 
to review the subsidy schedule o f  housing programs in order to improve equity between them and 
the other  household^;^^ (vi) since i t  i s  currently very difficult to have ready-made information 
about the state o f  individual projects, their costs, and a view o f  the strategy followed more 
globally by COHAB and SEHAB, better project management information systems accessible to 
all municipal employees are needed. This would allow for continuous time monitoring o f  
upgrading projects as well as construction projects financed by COHAB and SEHAB; and (vii) 
given that often there i s  no evaluation o f  municipal interventions, resource allocation should be 
dictated by the relative performance o f  the various programs. 

13 1. A long-term goal should be ensuring that within the consolidated housing strategy, 
that segments of the low-income population that are unable to afford mortgages are better 
supported by public programs - this would be an alternative to the provision of  finished 
housing units. Actions to realign the allocation o f  public resources toward housing needs include 
introducing new programs that target underserved portions o f  the low-income population. Actions 
recommended include: (i) devising a strategy for the provision o f  small, low-cost serviced or 
semi-serviced land where low-income households can settle as an alternative to the invasion o f  
public land;79 (ii) implementing housing micro-credit programs and allocating sufficient resources 
for the scaling-up o f  such programs, these programs should be based on the outcomes encouraged 
by Cities Alliance within the implementation and evaluation o f  the pilot programs;” (iii) 
undertaking a study o f  the rental sector to assess the feasibility o f  incentive programs in the 
supply o f  affordable rental housing for low-income households;81 and, (iv) allowing collective 
rental units to satisfy living standards that are less than the actual minimal standards, in order to 
directly compete with the cortiqos. 

~~ 

77 If the municipal administration intends to pursue the Locup70 Social program, there would be a need to 
revise the policy of dweller selection. Essentially, there i s  a gap between the cultural background and the 
financial capacities o f  the populations relocated from slums and at-risk areas, and the requirements of l i f e  
in vertical units. Even if the municipality does not intend to scale up the programs of Locuq60 Social, the 
problems arising in rent collection and payment o f  collective charges could translate into liabilities to the 
FMH and future liabilities due to under maintenance and the range o f  social problems that have been 
observed in the ownership compounds built by COHAB. 
78 The degree of freedom of the municipality itself may be small in this area (e.g, parameters of action the 
program in cortiCos depend on the federal government and CDHU). Thus, this i s  more a recommendation 
for the state and federal governments. 

This should constitute the top priority, given the importance o f  the problem and the projected increase in 
new households living in environmentally protected areas. 

Cities Alliance i s  supporting the MSP in the institutional and financial strengthening of SEHAB and 
while pursuing the Strategic Housing Plan, enabling it to create and maintain citywide information systems 
for monitoring, evaluation, and follow-up o f  public housing policies so that good practices can be shared 
and replicated at a national and global level, reflecting the endeavor to achieve the millennium goal o f  
“cit ies without slums.” 

If interest rates continue to decrease in Brazil, within a couple o f  years they could be at a level such that 
rental becomes a good investment. Thus, it should be possible to devise incentives to bridge the interest rate 
differential between rental and other types of investment. Small subsidies could, then, provide sufficient 
incentives to investors to provide new rental supply for middle and low-income households. 
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4.6.2.i The Headwater-ReservoirMananciais Areas and Informal Settlements 

132. A critical element o f  an MRSP housing and upgrading strategy should be a 
comprehensive approach for the mananciais areas, including the implementation of the 
recently-approved land-use/water pollution control law for Guarapiranga basin (Lei 
Especifica de Guarapiranga) and the development and implementation of a similar law for 
the Billings basin. The new law contemplates instruments and incentives to promote appropriate 
land-use and the upgrading of existing informal settlements within the basin, such that pollution 
of the reservoir i s  reversed. The land-use/urban informality/environmental protection nexus 
encountered in the mananciais basins i s  one of MRSP's critical development challenges requiring 
integrated interventions through vertical and horizontal cooperation on macro infrastructure 
provision, urban upgrading and housing solutions. These initiatives, pioneered under the World 
Bank-financed Guarapiranga project, will be further developed and rolled-out under the proposed 
follow-up Mananciais project which the state and municipal governments are currently preparing. 

4.6.2.ii Attracting Private Sector Participation 

133. Given the magnitude of  housing problems in the city and the relative scarcity of 
public resources that can be mobilized for housing interventions, actively seeking out 
partnerships with the private sector should be a priority. Zoning regulations in the MSP 
should be one area of  focus. In particular, the criteria for any redevelopment being planned in 
zones classified as ZEIS seem too stringent to arouse the interest o f  the private sector. Moreover, 
it seems that there are too many ZEIS, in the sense that public interventions can only work with a 
small fraction o f  them. A first recommendation i s  to revise the classification o f  ZEIS zones in the 
PDE, using the revision o f  the PDE that will occur in 2007. The aim should be to reduce the 
number o f  ZEIS and concentrating on the most important or strategic zones. A related 
recommendation i s  to revise the parameters that define the minimal proportions of HIS and HMP 
within ZEIS perimeters. A second recommendation, made in the context of the consideration o f  
the intervention in the Nova Luz perimeter, i s  to study the possibility o f  using techniques of land 
readjustment as an alternative to expropriation. 

134. The search for innovative PPPs should not be limited to ZEIS. The municipal 
strategy should focus on other areas, including: (i) introducing market incentives for the 
production o f  middle and low-income units in the renovation of the city center; (ii) maximizing 
the use of existing legal and regulatory instruments (e.g., certificates of development rights as 
proposed for Paraisdpolis and Helidpolis, and exchange of land against forgiving o f  local tax 
debts), while evaluating instruments that have already been used (e.g., CEPAC, Urban 
Operations); (iii) undertaking an inventory o f  public vacant land in the MSP and devising a 
strategy and action plan for the use o f  this land;'* and, (iv) finding alternatives to mobilizing the 
vacant housing stock through studies o f  the vacant housing stock and o f  rental housing as an 
inve~tment.'~ 

82 Presently, there seems to have been some studies by individual entities (e.g., COHAB) on their land 
holdings. However, no consolidated vision seems to exist, even within the MSP, regarding the nature, 
extent, and localization o f  public land in MSP. A study dedicated at producing such an inventory would be 
needed, as a first step towards a coherent plan for using public landholdings in the long-term. 
83 Studies should aim at assessing the nature, quality, and location o f  the vacant housing stock to separate 
units in categories related to the economic motives for which the units were le f t  vacant. 
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5. IMPROVING INSTITUTIONAL PARTNERSHIPS 

5.1. CITIES AS PARTNERS 

135. Under Brazil’s fiscal federalism, institutional coordination appears to be as important as 
revenue sharing for policy provision. Dividing the government’s tasks and budget into three 
levels does not signify clearly defined geographical limits o f  responsibilities. Because policy 
outcomes are only visible at the local level, many conceptual problems arise when defining the 
scope o f  action for the local, state or federal governments. These conceptual difficulties arise 
from two sources, which are related in a trade-off: on one hand l ies the political economy o f  
competition among politicians; on the other hand l ies the economics o f  joint policy provision. 

136. In terms o f  the political economy of competition among politicians, elected governments 
need to provide visible policies for their constituencies in order to continue in their current 
elected positions or advance higher along the ladder of power. Constituencies, however, are 
located in one geographical space, which i s  defined simultaneously by the municipal, state and 
federal levels to which they belong. Therefore, government levels compete to differentiate their 
outcomes from one another. In terms of the economics o f  joint policy provision, delivering the 
right policy outcomes often requires sufficient financial resources and implementation capacity. 
For example, geographic subdivisions will not require health facilities that include al l  medical 
specialties. Instead, the aim i s  to match the types o f  services provided by the health facilities 
within a geographical subdivision will the health conditions and location specifications o f  that 
subdivision’s given population. Transportation and housing are other areas o f  public service 
provision that require a systemic vision to determine the manner in which jobs are distributed in 
the metropolitan space and the implications o f  this distribution on commuting and land prices. 
Finding the right scale o f  geographical provision signifies being consistent with the political 
economy; this can be done through an advance stage o f  coordination: partnership. Although there 
i s  competition among cities, there are policy challenges worth pursuing through partnerships. 

137. The MRSP, and particularly its core, the Municipality of S l o  Paulo, has not been 
able to consistently make use of  policy and institutional instruments that would guide 
metropolitan governance and the implementation of basic municipal development policies, 
plans, and interventions. This was exemplified in paragraphs 113-1 16 within Chapter 5 and the 
discussion o f  limited housing policy coordination. In addition, constant political changes have 
signified interruptions to implementation by prior administrations. As a result, private actors have 
lost trust in sustained and long-term approaches to structural local problems, reinforcing 
individualist and short-term behavior, o f  which the goal i s  to maximize contingent opportunities 
rather than sustained investments. 

138. Although many challenges lie ahead for the metropolitan governance of the MRSP, 
it i s  worth recognizing achievements in institutional coordination. Government levels have 
taken steps that put them on the right path but those advances could also be threatened 
given underlying incentives. Therefore, examining the sequence on how current results were 
achieved and strengthening the mechanisms that feed policy-making with comprehensive 
analyses o f  the metropolitan region remains at the center o f  the institutional challenge. 

139. I n  the context o f  fiscal constraint and increasing public service demand pressures, 
coordination with other public agents i s  crucial. A confusing institutional framework with 
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overlapping responsibilities and the lack of coordination across government levels adds to the 
difficulties in municipal areas. There i s  a need of coordination both vertically (across levels of 
government: federal, state, municipal) and horizontally (across municipalities), particularly in the 
education, health, housing, and transportation sectors, where municipalities play a key role in 
service provision. 

140. The MRSP has made limited progress in metropolitan governance. Metropolises 
around the world are increasingly aware of the necessity to coordinate the municipalities within a 
metropolitan region and are taking action (see Box 5). In the MRSP however, the general 
perception i s  that o f  an institutional vacuum and lack of organization at the metropolitan level, 
which generates uncoordinated public policies, lack of initiatives to develop intra-institutional 
cooperation, and certain apathy from the private sector and civil society with regards to 
metropolitan issues. 

141. The political and economic hegemony of the capital city in relation to the 
surrounding municipalities, which compose the metropolitan area, i s  one o f  the most 
difficult obstacles to establishing inter-municipal cooperation. The metropolitan model of the 
state of Si30 Paulo, however, does not recognize the different political and economic shares that 
the Municipality o f  Stio Paulo has vis-a-vis the other municipalities in the region. The voting 
power in the metropolitan region i s  equally divided between the state government and the 39 
municipalities, and each one of the municipalities has equal power. This model region does not 
offer a representative political basis for capital cities, such as SBo Paulo, which represents 30 
percent of the state’s GDP. Currently, the state government o f  SBo Paulo i s  discussing 
mechanisms of shared metropolitan management, encompassing the creation of a development 
council, a metropolitan fund, and a metropolitan agency. 

Box 5. Inter-Municipality Cooperation: A Brazilian Experience 

Probably, the most famous case o f  innovative metropolitan governance took place in the ABC region o f  the 
MRSP, comprising seven municipalities (Santo AndrB, S8o Bemardo do Campo, S8o Caetano do Sul, 
Diadema, MauB, Riberlo Pires, and Rio Grande da Serra). Initially, the seven municipalities established an 
inter-municipal council to address the failures o f  the 1970’s metropolitan plans, particularly in relation to 
waste disposal. In 1997, the inter-municipal chamber o f  the extended ABC (Crimara do Grande ABC) was 
created to boost sub-regional integration by mobilizing forces fkom both the government and the non- 
government sectors - addin’g up to more than 100 entities. In 2003, the federal government joined this 
chamber - an important step, since 11 priorities (out o f  15) o f  the chamber need federal support (e.g., the 
federal public university and the guarantqeq o f  Petrobras to expand the petrochemical complex). 

The chamber structure i s  based on a deliberative council, an executive coordinating unit, and inter-sector 
and inter-institutional technical groups. The decisions are based on consensus among the members o f  the 
deliberative council, which i s  composed by the State Governor, the state Secretary o f  Science and 
Technology, and Economic Development, the state Secretary o f  Employment, the seven mayors, the 
chairmen of  municipal councils, and presidents o f  the municipal councils, the state and federal 
representatives in the legislature for the region, five representative from the Great ABC Citizenship Forum, 
five workers’ representatives, and five representatives o f  economic sector organizations. The deliberative 
council meets every four months to approve action proposals made by the 15 thematic groups. 

A new institutional mechanism, the ABC Economic Agency, was recently created to give more 
entrepreneurship to actions intended to promote economic development in the region, which have faced 
profound economic restructuring. The ABC Council i s  a minority shareholder (49 percent), while the 
remaining 5 1 percent i s  divided among non-state organizations that support business development and job 
creation in the region, including SEBRAE, CIESP, Chamber o f  Commerce, unions and companies fkom the 
region’s petrochemical complex. 
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142. Another major obstacle to coordination i s  the lack of incentives between the 
Municipality o f  SPo Paulo, the state o f  Si50 Paulo, and the federal government. The economic 
and political weight of the state o f  Sgo Paulo and the Municipality of Si50 Paulo in the country’s 
macro-scenario often creates more incentives for competition than for collaboration. In many 
occasions, the three most important executive positions within the country have been divided 
among rival political parties, which perceived vertical inter-governmental cooperation as a zero- 
sum game. In many cases, whenever a problem o f  metropolitan scale becomes a major public 
issue, the three levels o f  government prefer blaming each other to joining forces, which i s  
understandable given the political visibility of these positions within national politics. 

143. This national and international role o f  the MRSP affects both the capacity o f  
political actors and private actors to cooperate at the regional level. The MRSP, and 
particularly the MSP, has become the best location for transnational corporate headquarters as 
well as for the representation of big national corporations. Although these firms are fiscally 
located in the metropolitan region, their interests are spread nationally and globally. 
Consequently, it has been difficult to convince decision-making bodies o f  large corporations to 
engage in solutions for the metropolitan area. These companies quite often search for individual 
solutions to the problems o f  urban agglomeration, such as congestion and urban violence. I t  i s  not 
difficult to understand why Sgo Paulo spends enormous amounts in private security and ranks 
second after New York City in the amount o f  helicopters used. 

5.2. DEVELOPING COORDINATION: EVIDENCE FROM THE TRANSPORT SECTOR 

144. The history of institutional coordination among entities running different 
components of  the public transportation system i s  as old as the MRSP. First it was the 
problem o f  coordination of public companies within the same mode. For example, train lines 
were built by different public companies with different gauges, missing links, and many other 
coordination problems. Passenger lines were built in the last quarter o f  the nineteen century, but 
only after many versions were finally merged under the CPTM (Companhia Paulista de Trens 
Metropolitanos) in late 1990s. Historically, there was also dispersion o f  government agencies 
responsible for overseeing and planning, which led to tensions between the Municipal and State 
agencies. 

145. Today’s system i s  still complex, as expected within an urban area such as the 
MRSP. The system, which includes trains, subway, and buses, i s  operated by public and private 
actors under a wide variety of contractual arrangements. As presented in Figure 6.1., there are 
seven main entities taking part in the planning, investment and operation of the system, besides 
the thousands o f  operators and contractors in place. Both State and Municipality hold 
responsibility, which i s  undertaken by their respective Secretariats. On the side o f  the State, 
service i s  divided by mode: CPTM operates the train system, MetrB builds and operates the 
subway, and EMTU/SP (Empresas Metropolitanas de Transportes Urbanos) i s  the regulator of  
inter-municipal bus c ~ n c e s s i o n s . ~ ~  On the Municipality side SPTrans oversees intra-urban zone 
concessions for bus operation and CET (Companhia de Engenharia de Trhfego) serves as planner 
and controller of the road network operation. 

146. Nonetheless huge progress has been made in terms of  effective coordination. In  May 
2006, all institutions involved signed an agreement to create an executive board to head the 

84 Agency created under the 1970s’ Federal initiative to promote public-private partnerships for the 
operation o f  metropolitan buses. I t  regulates zone concessions and the BRT between Stio Mateus and 
Jabaquara, a 33km trunk operated the public-private partnership MetrB. 
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metropolitan transportation system. Though in the past there was already some degree o f  
coordination, this agreement defines the new Integrated Transport Administration Committee - 
CDTI- as: (a) a tool to strengthen partnerships between the State and Municipal Transport 
Secretariats, (b) aligner of transport planning, administration, and overseeing, (c) promoter of 
efficiency by setting operation standards and investment priorities, and (d) promoter of an 
integrated vision of passengers’ accessibility through unified analysis and tariffs. The scope o f  the 
agreement i s  ambitious because i t  establishes the creation o f  legal mechanisms that give the CDTI 
authority for decision making, along with legal definitions to secure investment backups from 
State and Municipal governments. I t  avoids creating a separate public entity, as usual in 
institutional reforms o f  this sector in Brazil, by deeply involving both Secretariats. Basically 
CDTI will work as an executive or corporative board of the metropolitan system of transport. 

147. This first step i s  crucial because it gives a broader scope to interventions and creates 
political and financial leverage. Besides the conceptual definitions, the agreement went 
further by giving C D T I  authority to establish Executive Agendas. The short-run agenda 
contains five components already being undertaken through separate activities and implying large 
investments: (a) new subway lines, (b) Tiradentes highway, (c) Pedro D. passengers’ hub, (d) 
integrated fare, and (e) Diadema-Broklin Trunk. In the first meeting o f  the CDTI, the short-run 
agenda was expanded to include analytical and planning work, energy rationalization, and the 
Guarulhos-Tucuruvi trunk. The Agreement also defined a 90-day deadline to produce an 
integrated medium-run agenda. 

148. I n  practice, subsequent steps are demonstrating the need to feed policy-making with 
stronger and more unified technical analysis. A review of  minutes from C D T I  meetings 
shows that heads of  involved institutions are becoming fully aware of this situation. Despite 
the willingness to join efforts and overcome the aforementioned realities o f  the political economy, 
an integrated and broad vision o f  the metropolitan system o f  transport i s  not easy to achieve. 
Despite recognition o f  its systemic characteristics, more technical work i s  required in order to 
integrate State and Municipal visions. Some salient issues already appearing are: consistency o f  
investment plans in a context o f  financial trade-offs as seem through the example o f  non-paying 
passengers or parallel services like train and buses trunks; consistency between State and 
Municipal investment agendas; consistency between transportation modes and user responses to 
tariffs and supply; and the legal consistency of the geographical scope o f  interventions; among 
others. The approach o f  prioritizing short-run coordination objectives i s  therefore appropriate 
although it i s  also important to quickly develop a scheme that will delegate how the technical 
levels will work together, while preserving the executive board spirit o f  the CDTI. A step in this 
direction was already taken with the creation o f  a technical committee to undertake the Origin 
Destination survey. 
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Figure 5. 1. MRSP: Institutional scheme for transport planning, operation, and overseeing 

State Transport I Municipal Transport 
Secretariat 

Buses Traffic 
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Source: based on state and municipality governments’ websites. 

5.3. CURRENT CHALLENGES AND OPPORTUNITIES FOR IMPROVING GOVERNANCE IN THE 
MRSP 

149. Based on the evidence, it seems clear that addressing the social, economic, and 
environmental problems of the MRSP will be intrinsically linked to the capacity o f  its own 
society to overcome deep political mistrust, negative economic competition, and social 
paralysis. The traditional public sector models o f  metropolitan governance based on regionalism 
or political fragmentation have demonstrated their limits v is -h is  the particular context o f  the 
MRSP. Moving beyond this model in the near future will not be easy because it requires a change 
in the political culture, which has deep historical roots. 

150. Local actors can reinforce and create new mechanisms of  metropolitan governance 
that achieve increased coordination within the metropolitan area. A wide array o f  public 
policies as well as legal and institutional innovations i s  available to promote inter-governmental 
cooperation, public-private partnerships, and more accountable and transparent governments. 
The public consortium i s  probably one o f  the most relevant institutional innovations for 
metropolitan regions as it facilitates partnerships among the different federative entities, 
increasing the capacity of the associative groups to solve common problems without undermining 
their political autonomy (see Box 6). Through public consortia, the different entities o f  a 
metropolitan region can associate autonomously to implement both specific actions and long term 
programs. 

151. The MRSP should explore mechanisms of  public consortia to find solutions that 
require joint political action, investments, and human resource from different federative 
entities without circumscribing individual municipal boundaries. Public services can be 
provided in partnership with neighboring municipalities and with the state government. These 
partnerships can reduce fixed costs and spread capital investments over a broader spectrum of 
users; this ultimately cuts the unit costs of the delivery o f  public goods and services. The health 
sector in particular would benefit from public consortia, as it requires large investments organized 
by the size o f  demand and the complexity o f  the services. For instance, in the State o f  Minas 
Gerais, the inter-municipal consortium o f  the Alto Silo Franscisco observed the operations o f  
different health units, from basic to specialized centers. This resulted in increases in the regional 
capacity to offer services as well as cuts in operational costs and transfers for treatment in the 
health system in the capital city o f  Belo Horizonte. 

73 



Box 6. Consdrcios 

The mechanism o f  municipal consortium was institutionalized in 2005 by Law No. 11,107, providing the 
enabling regulation for the “Union, States, Federal District, and Municipalities to create public consortia 
and cooperation agreements with different federative entities, authorizing associative management o f  
public services as well as the total or partial transfer o f  charges, services, people or goods essential for the 
continuity o f  transferred services.” The public consortia, thus, provide the conditions for joint actions 
(horizontal and vertical association), with the aim o f  producing better results than if each municipality were 
to act individually. Attending particularly to the pressures o f  State governments, the Public Consortium 
Law guaranteed the presence o f  the State in any public consortium which involves the Federal government 
and municipalities, in order to preserve the hierarchy o f  the Federative Pact. 

The public consortia, furthermore, can manage their own patrimonial and budgetary resources, as well as 
establish management structures to execute their activities. Their resources can be generated both through 
income obtained from their activities, or through contributions from the different entities, approved in their 
respective budget law. It i s  important to highlight, however, that regulation o f  public consortia follow the 
same fiscal responsibility principles. In this respect, the public consortia are subject to operational auditing 
by the Tribunal de Contas. 

152. Another important institutional and policy innovation i s  the federal law of  the 
Statute o f  Cities. This law represented a historic movement to promote urban reforms started in 
the early 1960s, but that became effective only with the approval o f  the Law No. 10,257/2001. 
The Statute o f  Cities provides the general policy instruments and objectives for municipalities, 
enabling local governments to implement progressive legislation based on more socially inclusive 
land use as well as more transparent and participatory public management and decision making. 
Although the constitutional provisions are delineated in very generic terms, the introduction o f  
concepts o f  democratic management, cooperation among governments, civil society, and private 
sector, and transparency are very innovative. Among them, specific issues can be highlighted to 
improve governance: 

a) Direct participation of citizens and organized civil society in the formulation, execution, 
monitoring and evaluation of development programs, plans, and projects; 

b) The concept o f  partnerships in the process o f  urbanization that address social interests; 
c) Public hearings between the local government and citizens during the implementation o f  

interventions which potentially create negative impacts on the environment or to the 
safety and livelihood o f  the population; 

d) Local development planning focused on the territorial distribution o f  population and 
economic activities, aimed at avoiding negative impacts of urban growth; 

e) Planning of  metropolitan regions, urban agglomerations, and micro-regions; 
f )  Social control and citizen participation in municipal public expenditure management; 
g) Sector-based committees in each level o f  the federation (national, state, and local); 
h) Conferences at each level o f  the federation to debate urban policies; 
i) Provisions for popular initiatives o f  law proposals, local development programs, plans, 

and projects. 

Although most o f  these constitutional provisions are not mandatory and were not specifically 
formulated for metropolitan regions, in principle this policy and institutional framework could be 
legally incorporated in metropolitan governance. However, there i s  very little evidence from 
Metropolitan Regions that these principles and incentives for good governance have been 
translated into public policies and concrete benefits for the population. 
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153. Public-Private Partnerships (PPPs) are particularly relevant considering fiscal 
constraints of the different federative entities, lack of incentives for private sector 
investments, and a pressing need to invest in infrastructure. The PPP Law (No. 1 1,079/2004) 
i s  also a governmental attempt to attract the private sector for much needed investments, ensuring 
economic returns for those investments in public infrastructure and increasing transparency and 
trust in the normative framework o f  private investment in infrastructure. PPPs can be particularly 
relevant to the MRSP because o f  the fiscal constraints o f  the MSP, which heavily limit its 
investment capacity. 

154. Strategic actions should focus on progressively engaging the key political, economic, 
and social actors in a consultative process, which could lead to a metropolitan development 
pact. It i s  not possible to expect quick results and success from this process, as it will take time 
for these actors who have historic differences and interests to build consensus. Anyway, recent 
efforts on the reorganization o f  the metropolitan regional governance represent a step in the right 
direction. 
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6. POLICY AGENDA: RECOMMENDATIONS FOR THE SHORT- AND 
MEDIUM-TERM 

155. Through an analysis of selected topics, this study aimed at offering inputs for a 
successful recovery strategy for the city and the Metropolitan Region of  Si30 Paulo. The 
study first presented an analysis of the underlying factors of the economic transition in the 
MRSP, highlighting the factors behind the recent performance of  the MRSP in terms of job 
creation and growth. Then, four inputs that would lead to a “recovery strategy” for the 
MRSP were discussed in detail: ‘Improving Fiscal Performance and Creditworthiness’ assessed 
the current fiscal situation, revising the fiscal scenario and the links of economic performance and 
fiscal spending. ‘Improving Competitiveness and the Investment Climate’ analyzed the business 
environment in the MRSP, using both econometric models and direct surveys, with the aim o f  
uncovering the main strengths and weaknesses o f  the region in terms o f  attracting new 
investments. ‘Improving Service Delivery in Low-Income Housing’ carefully examined housing 
policies and programs, which, given the MRSP’s current economic transition and fiscal 
constraints, are key services responsible for improving the livelihood and opportunities for the 
poor. Finally, ‘Improving Institutional Partnerships’ discussed current and potential activities that 
improve partnerships among municipalities in the MRSP as well as within different levels o f  
government and the private sector. 

156. Based on the conclusions of  this analytical work, the major policy challenges and 
recommendations found under the four ‘Recovery Strategy’ inputs are described below. 
These recommendations are divided according to the two conceptual differences found 
among the ‘Recovery Strategy’ inputs. ‘Improving Fiscal Performance and 
Creditworthiness’ and ‘Improving Institutional Partnerships’ represent tools that should be 
undertaken in order for the administration to succeed in implementing recovery strategies 
and policies. ‘Improving Competitiveness and the Investment Climate’ and ‘Improving 
Service Delivery in Low-Income Housing’ are targeted strategies that will help the MRSP 
bounce back from the challenging context of  economic transition presented in Chapter 1. 

6.1 Tools that will help the MRSP successfully implement targeted recovery strategies 
and policies: ‘Improving Fiscal Performance and Creditworthiness’ and ‘Improving 
Institutional Partnerships’ 

6.1.1 ‘Improving Fiscal Performance and Creditworthiness:’ The Municipality o f  SBo 
Paulo needs to implement a solid fiscal adjustment. This should and can be done preserving 
minimum levels of  public services and investment, essential to help to unleash economic 
growth in the region. 

157. As discussed, the main problem for the SBo Paulo municipal government’s fiscal 
accounts i s  its high level o f  indebtedness. The net consolidated debt was equal to 223 percent o f  
net current revenue at the end of  2005, far above the Fiscal Responsibility Law (FRL) ceiling o f  
174 percent, which should be reduced to 120 percent o f  net current revenue by 2016. More than 
its high level, the problem i s  the continuous increase in the level o f  indebtedness over the last 
years. The change in this trajectory in 2005 i s  a positive and mostly welcome move, but its 
sustainability i s  yet to be confirmed. 

158. Solving the fiscal crisis i s  a necessary step in launching a new growth strategy for 
the city and the metropolitan area. Most successful cases o f  cities that reinvented themselves 
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were cases in which the cities went through a genuine fiscal adjustment process. Organizing the 
municipality finances help to provide predictability to the private sector - and the private sector, 
not the state, i s  the driver o f  local economic growth. A number o f  famously distressed cities 
suffering the strains o f  economic restructuring have managed their way to fiscal stability and 
economic recovery. Examples f rom Nor th America (District o f  Columbia, Nassau County, N e w  
Haven, N e w  York City, and Philadelphia) and Europe (Barcelona) support this view (see B o x  7). 
Al l  these cases are anchored in a permanent, sustainable fiscal stance, avoiding the use o f  fiscal 
“one-shots” to balance their budgetsg5 Cities need to get to the root causes o f  their financial crises 
and adopt principles o f  budgeting, multi-year financial planning, and transparent financial 
reporting. Once cities l ike District o f  Columbia, N e w  York, and Philadelphia achieved financial 
stability, they made themselves more competitive by creating an environment conducive for 
economic growth by cutting taxes and/or expanding investment in basic services. 

Box 7. The Case of  Barcelona 

The fmancial situation o f  Barcelona in 1991 was characterized by a significant deficit in the public 
accounts: primary savings were earmarked to cover financial expenditures, while investments and debt 
amortization had to be financed through capital markets, and the total debt had reached an equivalent to 
157 percent o f  the total current revenues. Given these circumstances, the city adopted a policy to stabilize 
the level o f  debt (1992-95), and increase investments. However, these results were to be achieved given 
that two conditions were respected: (a) not increasing taxes, and (b) reducing public debt by 10 percentage 
points. The  framework adopted to convert the deficit o f  the current account into surplus was based on a 
plan to increase revenues, while reducing expenditures and enhancing asset management. During this 
period, Barcelona reduced i ts public sector staff by 2,561 jobs, and improved public sector efficiency 
through reorganization, enhanced public information system and capacity building programs. As a result, 
the total debt reduced from 153 percent o f  total current revenues in 1993 to 59 percent in 2005. In addition, 
the enhanced financial solvency prompted Barcelona to improve i ts  credit ratings (e.g., Fitch: AA- in 1997 
to AA+ in 2006, and S&P: A- in 1994 to AA in 2003). 

159. I n  2005, the new municipal administration promoted a strong fiscal adjustment. For  
the first time since 2002, Si40 Paulo was able to achieve positive fiscal balances, which were 
large enough to generate negative borrowing requirements. The adjustment was based on 
revenue increases and strong investment expenditure cuts, while current expenditures continued 
to increase. Additionally, the fa l l  o f  the price index used to  correct the debt and the favorable 
revenue performance in 2005 led to a considerable fa l l  o f  debthet current revenues from 251 
percent in 2004 to 223 percent in 2005, a stronger decrease than that projected in the tightest 
adjustment scenario depicted in the projection exercise. Information through December 2006 
indicates that the ratio was at 197 percent. This realized value i s  lower than the estimated in the 
fourth projection scenario for  2006 that was 202 percent; therefore, the municipality i s  doing 
better than expected even in the tightest scenario. 

160. The high degree of indebtedness of  the municipality demands the continuity o f  
current fiscal adjustment efforts. This continuity wi l l  depend on the abil ity o f  the municipal 
government to enhance i ts  revenue collection ability and to control the expansion o f  current 
expenditures. However, the fiscal adjustment effort required to  return to a sustainable path for 
municipal accounts would impose less o f  a sacrifice than init ially perceived, given the high level 
o f  current expenditures reached in the past. 

*’ Examples o f  fiscal “one-shots” are long-term debt used to fill in one-year operating budget shortfalls, 
putting of f  capital investment, maintenance and technology, growing transfers o f  funds from city-owned 
utilities, sales o f  large government assets (e.g., land, facilities), and deferral o f  pay to city employees. 
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161. The city of SHo Paulo has the appropriate instruments to implement this fiscal 
adjustment, as the level of  spending has been rising in recent years. Moreover, some 
transitory factors that have aggravated the fiscal crisis, such as the index used to correct the debt 
stock, have recently, at least partially, bounced back. Regarding the revenues side, estimates 
suggest that Siio Paulo i s  adequately exploring the possibilities, showing a higher efficiency than 
other municipalities. The current positive scenario for continued prolonged economic growth in 
the country is, thus, key to the fiscal accounts o f  the municipality. 

162. Maintaining investments in infrastructure i s  essential and the analysis shows that it 
i s  feasible. There are many studies showing that, at the national level, higher levels o f  
infrastructure investments would lead to higher growth. In the case o f  Siio Paulo, infrastructure i s  
perceived by firms as one o f  its main assets and, at the same time, one o f  i t s  weaknesses. 
Maintaining and improving i t s  favorable endowment o f  infrastructure i s  thus essential. This can 
be achieved through private sector participation, but, as it i s  widely recognized, public 
investments still play a decisive role, especially in areas such as housing and transport. 

163. Public expenditures in infrastructure should focus on quality, rather than on 
quantity. Creating fiscal space for public investments i s  very important, but, given the short-run 
limits imposed by taxation and current expenditure levels in the context of  budgetary rigidity, the 
focus should be placed on improving the quality o f  public expenditures in infrastructure. 
Supporting the “right” project, one o f  the conditions for efficient public expenditures, requires 
appropriate project selection and design - Si30 Paulo has had a very negative experience with the 
creation o f  “white elephants.” Adequate project selection involves identifying and ranking 
projects by economic return, al l  alternative uses of available resources. Enhancing municipal 
expenditure management, through the strengthening o f  the municipal planning system i s  essential 
for this whole process. The steps taken by the administration are correct and positive, but more 
needs to be done. 

6.1.2 ‘Improving Institutional Partnerships:’ The MRSP needs continuity o f  programs 
and policies - engaging the private sector in the MSP’s city planning, reinventing 
institutions and working through partnerships with other public agents can help. 
Furthermore, policy coordination between the federal and state levels and within the 
metropolitan area plays a critical role. 

164. Lack of  continuity o f  policies and programs has been identified as a major problem 
in the MSP. The changes in the political command o f  the municipal administration - actually al l  
major political parties in Brazil have governed the city in the last 20 years - has been reflected in 
continuous changes in policies and programs. I t  i s  not surprising thus that the quality o f  service 
delivery was affected; having the housing sector as the best example. 

165. The question i s  not political alternation, but the fact that there i s  a need to go 
beyond political divisions and to ensure a broader consensus around issues and priorities 
for the city o f  SHo Paulo. Engaging multiple stakeholders in the process can help to guarantee 
program continuity and hold public agencies accountable, in spite o f  changes in their political 
affiliation. Laying down the institutional basis for establishing common ground policies, based on 
shared values and visions about the strategic routes for the city i s  also essential. In this regard, it 
i s  important to assure private sector/civil society forms o f  participation and engagement in the 
discussion of  the cities and the metropolitan region’s future. Experiences from other parts o f  the 
world (see Box 8) suggest that support from civic, political, and business leaders i s  necessary to 
cater the interests o f  al l  parts involved and to improve the socio-economic environment in a 
metropolitan region. 

78 



Box 8. The Case o f  Chicago 

In 1980, The Economist described Chicago as a city whose “faqade o f  downtown prosperity” disguised a 
creaking political machine, the erosion o f  i t s  economic base and severe racial problems. For a decade, 
Chicago suffered from industrial decline, political instability, people and business leaving, and racial 
tensions increasing. Currently, the same magazine describes Chicago as “a city buzzing with life, humming 
with prosperity, sparkling with new buildings, new sculptures, new parks, and generally exuding vitality.” 
How did Chicago recover from i t s  period o f  deindustrialization? There i s  no single answer, but the strong 
involvement o f  the private sector and the civil society surely helped. 

As The Economist put it, “if you are a boss o f  a big business anywhere in the Chicago area, you are 
expected to take an active part in the civic l i f e  o f  the city.” Business names appear everywhere in the 
boards o f  universities hospitals, museums, local charities, and opera companies, and they take part in any 
public endeavor. This involvement i s  somehow institutionalized through the “Commercial Club,” an 
organization o f  leading business and civic leaders established in 1877 to “advance the public welfare and 
commercial interests o f  metropolitan Chicago by cooperative effort, social intercourse and a free 
interchange o f  views.” 

, 

The controversy over the expansion o f  Chicago’s O’Hare airport provides a good example o f  the private 
sector involvement. Chicago’s businessmen, who travel constantly, knew better than anyone that the airport 
hit i t s  capacity in the 1990s. Therefore, who better than them could to have advocated for i t s  expansion? 
The civic committee o f  the Commercial Club commissioned a study on the economic impact o f  the project 
and, after encountering opposition from some politicians, lobbied for three to four years until it convinced 
them to expand the airport. The expansion was expected to increase traffic, reduce delays, create between 
50,000 and 195,000 jobs, and cost $6.6 billion, raised almost entirely through passenger, gate and landing 
fees - not through taxes. 

In 1996, the Commercial Club undertook the Metropolis Project, an effort to ensure the preeminence o f  the 
Chicago Metropolitan Region in the 2 1 st century. The Metropolis Project was based on the assumption that 
the issues facing the region were interdependent. These issues relate to unlimited, low density sprawl; 
concentration o f  poor minorities; the spatial mismatch between jobs, affordable housing and transportation; 
and disparate degrees o f  access to quality education. More than 200 members o f  the Commercial Club 
examined those issues in special committees organized around six areas: education, economic 
development, taxation, governance, transportation and land use and housing. The committees consulted 
with experts and met with regional community, civic and government representatives. The culmination o f  
their two-year effort was a report titled: “Chicago Metropolis 2020: Preparing Metropolitan Chicago for the 
21st Century.” A new organization, Chicago Metropolis 2020, continues the process started by the 
Commercial Club and i s  implementing the ideas contained in the report. Chicago Metropolis 2020 has 
focused on creating collaborations with other organizations and i s  developing a new kind o f  “civic 
entrepreneurship” in the region. 

166. In  a context o f  fiscal constraint and increasing demand pressures, coordination with 
other public agents i s  crucial. An ambiguous institutional framework with overlapping 
responsibilities and the lack of coordination across government levels adds to  the difficulties in 
municipal areas. There i s  a need for coordination that i s  both vertical (across levels o f  
government: federal, state, municipal) and horizontal (across municipalities), especially in 
education, health, housing, and transportation, sectors in which municipalities play a key role in 
service provision. 

167. The MRSP has made only limited progress in metropolitan governance. 
Metropolises around the wor ld are increasingly aware o f  the necessity to  coordinate across 
municipalities within a metropolitan region. In Sgo Paulo, in contrast, there i s  a general 
perception o f  an institutional vacuum and insufficient efforts at the metropolitan level, which 
generate uncoordinated public policies, lack o f  initiatives to  form intra-institutional cooperation, 
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and certain apathy from the private sector and civil society toward metropolitan issues. The 
political and economic hegemony o f  the city in relation to the surroundings municipalities that are 
part o f  the metropolitan area i s  one o f  the most difficult obstacles to overcome in order to 
establish inter-municipal cooperation. The municipality o f  SBo Paulo has more incentives to build 
relations with the State and the National governments than with the surrounding metropolitan 
cities due to its prominent economic role in the country’s economy. 

168. This national and international role of the MRSP affects the capacity of both 
political and private actors to cooperate at a regional level. The MRSP, particularly the 
Municipality o f  SBo Paulo, has become the best location for the headquarters and representation 
o f  big national and transnational cooperation. These firms can be fiscally located in the 
metropolitan region, but its interests are spread nationally and globally. I t  has been difficult to 
convince the decision-making bodies of large corporations to engage in solutions for the 
metropolitan area. These companies quite often search for individual solutions to the problems of 
urban agglomeration, such as congestion and urban violence (Sgo Paulo has the second largest 
number of helicopters in the world, just losing to New York City). 

169. Local actors can reinforce and create new mechanisms of  metropolitan governance 
in order to achieve increased coordination inside the metropolitan area. There i s  a number of 
institutional innovations available to promote inter-governmental cooperation, public-private 
partnerships, and more accountable and transparent governments. The public consortium i s  
probably one o f  the most relevant institutional innovations for metropolitan regions, promoting 
partnerships among the different federative entities, which increase the ability of the associative 
group to solve common problems without undermining their political autonomy. Through public 
consortiums, the different entities o f  a metropolitan region can autonomously associate to 
implement specific actions in the pursuit of  long-term programs. Public services can be provided 
in partnership with neighboring municipalities and associated with State governments, reducing 
fix costs and spreading capital investments over a broader basis o f  users, which ultimately cut 
unit costs of delivery o f  public goods and services. 

170. The balance of  water supply and demand in MRSP i s  a critical issue for the city’s 
competitiveness and economic growth. MRSP’s low per capita water availability i s  comparable 
to that prevailing in the driest areas o f  the Brazilian Northeast. Furthermore, half o f  the city’s 
potable water supply i s  imported from neighboring river basins, which i s  contentious given the 
demands of other large urban conurbations vying for the same water. The remainder comes from 
headwater-reservoir systems (manancias) within the MRSP itself. The Guarapiranga and Billings 
reservoirs make crucial contributions, together providing potable water for 20 percent of  MRSP’s 
population (around 4 million people). Recent forecasts for the metropolitan region indicate that, 
by 2010, there i s  serious risk o f  demand outstripping supply - with such projections assuming 
that MRSP’s currently operational mananciais (Guarapiranga, Billings and other smaller systems) 
wil l remain fully utilized or be further expanded. Should Guarapiranga and Billings be lost as raw 
water bodies for the city supply, then the next-nearest sources to replace them are at great 
distance and could only be brought to MRSP at high cost and after successful negotiation with 
other stakeholders. A concerted effort to recuperate reservoirs i s  needed involving both state and 
municipal actors. 

17 1, The land-uselurban informality/environmental protection nexus encountered in the 
mananciais basins i s  one of  MRSP’s critical development challenges that requires integrated 
interventions through vertical and horizontal cooperation. Despite these manancias areas 
having been subjected to severe land-use restrictions through decades-old water resources 
management and environmental legislation, illegal settlements have nevertheless proliferated, 
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causing direct pollution of the reservoirs through wastewater and garbage discharge and storm 
run-off and silting, and thus threatening their future use as raw water bodies for potable supplies. 
The state and municipal governments should prioritize the implementation o f  the recently- 
approved land-use/water pollution control law for Guarapiranga basin (Lei Especijka de 
Guarapiranga) and the development and implementation of a similar law for the Billings basin. 
The new Guarapiranga law contemplates instruments and incentives to promote the appropriate 
land-use and the upgrading o f  existing informal settlements within the basin, such that pollution 
of the reservoir i s  reversed. 

6.2. Targeted Strategies for the MRSP’s Recovery: ‘Improving Competitiveness and the 
Investment Climate’ and ‘Improving Service Delivery in Low-Income Housing’ 

6.2.1 ‘Improving Competitiveness and the Investment Climate:’ With the adoption of 
appropriate policies, ,950 Paulo i s  in good shape to attract private investments; the city has 
many advantages to foster private sector-led growth. 

172. Both the city and the MRSP have many assets to attract private investments. The 
MRSP has a very favorable geographical position, being a natural hub for air transportation, and 
being close to the main port o f  the country, as well as to agricultural and manufacturing 
production. Infrastructure i s  also listed as an asset both by firms that are inside and outside the 
metropolitan region. This i s  recognized by entrepreneurs, which regard the state and the city of 
Silo Paulo as the best place to do business in Brazil, as shown by the ICs complementary survey 
with manufacturing firms. 

173. I f  this i s  true, then why i s  the MRSP performing below its potential? One of the 
possible answers i s  that the region needs to exploit its advantages and promote itself to attract and 
retain businesses. Several studies show that there i s  a need to switch from policies that seek to 
reduce costs (of capital, labor, and tax) to policies that exploit and strengthen “invisible” cost 
advantages. A study on the Montachusett region (in New England, United States) shows that 
firms usually do not have time and money to conduct exhaustive searches for their location and 
tend to rely on the information provided to them (Doeringer et al., 1987). Therefore, it seems 
essential for cities and regions to be highly visible and find good matches between their strengths 
and companies’ needs. In the cited study, firms that had recently started up or expanded indicated 
that their location decision was minimally influenced by visible costs. On the other hand, they 
reported that contacts with a well-informed economic development official were key in 
influencing their location choices. Cost factors were incidental as long as they f e l l  within a 
reasonable range.86 

174. The analysis points out to some short- and medium-run actions concerning business 
regulation. Based on evidence collected by the Doing Business in Brazil report and the 
Investment Climate Assessment, three areas for improvement in business regulation: complexity 
of contract enforcement, time and cost to start a business, and complexity of  paying taxes. 

Businesses also react to local capabilities to attract investment. City governments’ efforts in promoting 
themselves are usually rewarded. In a survey conducted with 500 top European companies, entrepreneurs 
reported that Barcelona and London are the two cities that best promote themselves to attract investment 
(Cushman & Wakefield Healey & Baker, 2004). As a result, the survey reports that London ranks in the 
first place as best city for business location, while Barcelona jumped from the 11” position in 1990 to the 
6” position in 2004. This i s  not surprising given the great effort that Barcelona has put in re-inventing i tse l f  
and developing a sound strategic planning. 

86 
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175. Land seems to be an important bottleneck to any strategy of  poverty reduction and 
economic growth in the MRSP. The findings from the housing sector analysis and the firm 
survey clearly point out that land unavailability i s  one o f  the main weaknesses of the MRSP. The 
supply of formal housing has been insufficient in the municipality o f  Silo Paulo and low-income 
households have turned into the informal sector to match their housing needs. Land i s  also 
essential for firms, as it provides the physical space for production. Indeed, a clear land titling i s  
perceived as a top priority for firms surveyed in this study. Also, land availability - that i s  the one 
o f  the main drivers o f  location decision - appears to be an advantage for al l  regions except the 
MRSP. Land unavailability i s  the third main disadvantage o f  the MRSP and one o f  the main 
reasons for firms leaving the region. Therefore, it seems important for the MRSP to secure a clear 
property rights system. This i s  particularly important given that high-technology firms consider 
land titling system as the most important location factor. 

176. The MRSP has a comparative advantage when ski l ls  and technology are considered. 
The share of workers with college education in firms located in the MRSP i s  significantly higher 
than that among firms not located in this region. The same i s  true for the share o f  workers who 
frequently use computers to perform their duties. An econometric exercise showed that the 
quality o f  the labor force along with proximity to suppliers and urban infrastructure are the main 
drivers o f  firm's productivity in the MRSP. 

' 

177. Infrastructure i s  the factor that most affects firm location decisions and the MRSP 
provides infrastructure o f  higher quality when compared to the other surveyed regions. 
When the quality o f  infrastructure services was analyzed (as the share of total sales lost due to 
infrastructure services outages), the MRSP clearly provides services with higher quality than 
other Brazilian regions. When asked about the factors that constrain growth, as i s  done in the ICs, 
infrastructure i s  not ranked as a significant inhibitor to growth. 
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6.2.2 Improving Service Delivery in Low-Income Housing 

178. Through the adoption of both institutional and technical policies, the MSP can 
maximize its provision of  low-income housing. Improved coordination with housing programs 
under different government levels, more accurate population targeting, and engaging the private 
sector l i e  at the heart of this section’s policy recommendations. 

179. The first goal of  the MSP’s comprehensive housing strategy should be to integrate 
the programs found across the different government levels and create a framework that 
coordinates the allocation of  public resources for housing across the different levels o f  
government. The long-term objective should be that a l l  public interventions in the municipality 
follow a housing strategy based on the observation of  housing needs and a multi-year 
implementation plan that takes national and state financing into account. Direct implications of 
this new approach would be: (i) the rationalization o f  programs and interventions among 
institutional players, such that redundant programs would be eliminated - this would be a first 
step toward the harmonization o f  subsidies across the board, allowing for the reallocation o f  
municipal funds to segments of the low-income population that are not currently reached by 
public programs; (ii) the conception and implementation of  a city-wide prevention strategy aimed 
at providing newcomers with alternatives to the invasion o f  new, protected, or at-risk areas; (iii) 
the coordinated management of the demand from households and resident associations, through a 
shared information and monitoring system; (iv) the specialization of the different players, 
according to their comparative advantages, insomuch that municipal resources could focus on 
mandated activities (e.g., regularization and urbanization programs); and, (v) a decrease in the 
volatility and uncertainty o f  financial resources beyond the municipal budget, which currently 
constitute serious obstacles to the scaling-up of housing interventions. 

180. Second, the MSP should improve the coordination amongst the various housing 
interventions financed and implemented by the municipality. The different Secretariats of 
the MSP should cooperate more closely in terms of coordinating housing policies, resources, 
and information systems. The Municipality should use efficient information, project 
management and monitoring systems that allow for a control of the costs o f  the municipal 
programs. The technical capacities o f  COHAB staff should be increased to allow the institution to 
efficiently implement municipal housing programs. General recommendations are (i) the 
integration o f  information systems within COHAB and SEHAB departments, between HABI and 
COHAB (short-term), SEMPLA (medium-term), and CDHU and CEF (long-term); (ii) the 
development of a monitoring system for the various programs for better control o f  the use of the 
municipalities’ resources by various subcontractors; (iii) the systematization o f  ex-post 
evaluations o f  housing programs, which should be included in the monitoring system to be put in 
place under the partnership with Cities Alliance; (iv) increases in the long-term visibility o f  
public interventions (Cities Alliance strategic planning activity); and, (v) the continued 
strengthening o f  COHAB through improvements o f  its internal capacities and adoption o f  more 
sound commercial practices. 

181, While the optimization of municipal subsidy programs requires technical and in- 
depth research of the municipal programs, the following summarizes the general direction 
that these programs should take: (i) decreasing the depth o f  subsidies on household financing 
for mutirGes and conjuntos; (ii) continue strengthening the financial performance o f  COHAB, by 
fighting non-payment and improving rent collection in Locaq6o Social programs; (iii) revising the 
parameters o f  the Bolsa Aluguel program so that the maximum rent-to-income ratio increases to 
allow a larger portion o f  the housing stock to be eligible in the program, especially for the lower 
income brackets, which should coincide with a reduction o f  the subsidy amount; (iv) adding 
social and economic components to urbanization programs carried out in the city’s slum areas; (v) 

84 



since households that are unable to take a mortgage are disadvantaged in terms o f  the generosity 
o f  public programs and subsidies (e.g., cortiqos and PSH), it would be appropriate to review the 
subsidy schedule o f  housing programs in order to improve equity between them and the other 
households; (vi) since it i s  currently very difficult to have ready-made information about the state 
o f  individual projects, their costs, and a view o f  the strategy followed more globally by COHAB 
and SEHAB, better project management information systems accessible to al l  municipal 
employees are needed; and, (vii) given that often there i s  no evaluation of municipal 
interventions, resource allocation should be made based on the relative performance o f  the 
various programs. 

182. A long-term goal should be ensuring that, within the consolidated housing strategy, 
the segments of the low-income population that are unable to afford mortgages are better 
supported by public programs - this would be an alternative to the provision of finished 
housing units. Actions to realign the allocation o f  public resources toward housing needs include 
introducing new programs that target underserved portions of  the low-income population. Actions 
recommended include: (i) devising a strategy for the provision of small, low-cost serviced or 
semi-serviced land where low-income households can settle as an alternative to the invasion of 
public land; (ii) implementing housing micro-credit programs and allocating sufficient resources 
for the scaling-up o f  such programs, these programs should be based on the outcomes encouraged 
by Cities Alliance within the implementation and evaluation of pilot programs; (iii) undertaking a 
study o f  the rental sector to assess the feasibility of incentive programs in the supply o f  affordable 
rental housing for low-income households; and, (iv) allowing collective rental units to satisfy 
living standards that are less than the actual minimal standards, in order to directly compete with 
the cortiqos. 

183. Given the magnitude of housing problems in the city and the relative scarcity of 
public resources that can be mobilized for housing interventions, actively seeking out 
partnerships with the private sector should be a priority. Zoning regulations in the MSP 
should be one area of  focus. In particular, the criteria for any redevelopment being planned in 
zones classified as ZEIS seem too stringent to arouse the interest o f  the private sector. Moreover, 
it seems that there are too many ZEIS, in the sense that public interventions can only work with a 
small fraction of them. A first recommendation i s  to revise the classification o f  ZEIS zones in the 
PDE, using the revision of the PDE that will occur in 2007. The aim should be at reducing the 
number of  ZEIS and focusing on the most important or strategic zones. A related 
recommendation i s  to revise the parameters that define the minimal proportions o f  HIS and HMP 
within ZEIS perimeters. A second recommendation, made in the context o f  the consideration of 
the intervention in the Nova Luz perimeter, i s  to study the possibility of using techniques of land 
readjustment as an alternative to expropriation. 

184. The search for innovative PPPs should not be limited to ZEIS. The municipal 
strategy should focus on other areas, including: (i) introducing market incentives for the 
production o f  middle and low-income units in the renovation o f  the city center; (ii) maximizing 
the use of existing legal and regulatory instruments (e.g., certificates o f  development rights as 
proposed for Paraisopolis and Heliopolis, and exchange o f  land against forgiving o f  local tax 
debts), while evaluating instruments that have already been used (e.g., CEPAC, Urban 
Operations); (iii) undertaking an inventory of public vacant land in the MSP and devising a 
strategy and action plan for its use; and, (iv) finding alternatives to mobilizing the vacant housing 
stock through studies on this matter and on rental housing as inve~tment.~’ 

Studies should aim at assessing the nature, quality, and location o f  the vacant housing stock to separate 87 

units in categories related to the economic motives for which the units were le f t  vacant. 
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Annex 1: Survey Methodology 

The 447 firms were selected among the 1,642 firms interviewed for the Brazil Investment 
Climate Assessment that the World Bank carried out in 2003. Firms were selected according to 
two methods. All establishments located in the Ssio Paulo Metropolitan Region and included in 
the ICA sample were included in this sample as well. Establishments located in the rest o f  
Brazilian Southeast (Minas Gerais, Rio de Janeiro, and Ssio Paulo), South (Parana, Rio Grande do 
Sul, and Santa Catarina), and Northeast (Bahia, Maranhao, Ceara, and Paraiba) were randomly 
selected. We selected these regions because they provide a comparison among the industrial 
Southeast, a growing region in the South, and the less developed Northeast. 

The survey was carried on over the period March-May 2006. The interviews were conducted in 
Portuguese over the phone using a Computer Assisted Telephone Interview (CATI) system. The 
questionnaire consisted o f  30 questions. The questionnaire was pre-tested with a group of 12 
Brazilian firms, and as a result, a number of changes were made. Some o f  the data gathered with 
the questionnaire include: 

Location characteristics (nature o f  the space, where i s  located, when operations began there); 
Why the firm decided to locate where it did, and main advantages and disadvantages o f  the 
location; 
Location process (how long, how the government responded, alternatives taken seriously 
into consideration). 

Different surveys were targeted to plants that had recently moved from MRSP. Along with the 
more general questions appropriate to all types of plants, mover plants were asked pertinent 
questions about previous location. By interviewing plants that moved out MRSP, we tried to 
identify the factors that in the MRSP may push away manufacturing plants. 

Survey responses 

Establishments in the sample are mainly small firms (48 percent of  establishments have 99 
employees or less), low-tech (64 percent of establishments are in a low-technology sector), 
and they rarely relocate (only a quarter of the sample relocated over time). The charts below 
show survey responses by region, size, sector, and relocation. 
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Table A.1 Plant characteristics by region 

Size 
Micro 
Small 

Medium 
Large 

Sector 
High- 

104 24 22 21 28 
215 50 43 50 50 
101 20 31 22 17 
25 6 4 7 5 

162 50 41 36 16 

Low- I 285 50 59 64 84 
Technology 

Urban 
Location 

Downtown 
Near downtown 

Near highway 
Other city in 

MRSP firms are older and more “locally” oriented than plants located elsewhere since they 
are more likely to buy and sell product within the metropolitan region. We compared f i r m s  
located in MRSP to f i r m s  located in the other regions by looking at the means o f  some variables 
for each o f  them. Table A.2 presents the means o f  age o f  the plant, input market, output market, 
and relocation for each region. First, we can observe that f i r m s  in MRSP are older than 
establishments located elsewhere, their average age being 22 year. Firms in the South and 
Northeast are statistically significant younger than f i r m s  in MRSP. Second, f i r m s  in MRSP tend 
to buy their inputs in the same metropolitan area (59%) or within the state (45%). These 
proportions are statistically significant larger than the proportions in the other regions. By the 
same token, a large majority o f  f i r m s  in the South, Southeast, and Northeast buy their inputs in 
other states, and their proportions are statistically significant larger than the share o f  MRSP f i r m s  
that buys inputs in other states (at 1% level). In terms o f  final markets, the majority o f  f i r m s  in 
MRSP sell their products within the metropolitan area (59%), other states in Brazil (53%), or 
other locations within the state (40%). With respect to relocation, 30% o f  f i r m s  that relocated are 
in the Southeast, a proportion that i s  statistically significant larger than the one for MRSP (at the 
10% level). In MRSP, an equal share o f  f i r m s  that relocated where previously established either 
in the same city or within the metropolitan area. In the other regions, a vast majority o f  f i r m s  
where previously located in the same city. This indicates that f i r m s  tend to move locally and 
support the idea that local governments can make a difference in attracting economic activities. 

56 13 12 13 12 
167 41 41 43 32 
162 29 34 35 35 
53 11 11 7 21 
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Table A.2 Differences in plant characteristics for regions 

Other locations I 288 39.47 I 71.43*** I 72.50*** I 75.25 * * * 
in Brazil 

Other locations 
in the world 

Output Market 
Same 

metropolitan 

41 13.16 8.93 11 -67 1.98*** 

222 58.77 37.50*** 60.00 40.59*** 

within state I 
Other locations I 287 52.63 69.17*** I 55.45 

Other locations I 149 40.35 27.68** 46.67 I 15.84*** 

I I I I I I 

Notes: Sample size: 447. Percentages refer to n, divided by the total number o f  f i r m s  in region i. Sub- 
samples: RMSP (1 14 f m s ) ,  South (1 12 firms), Southeast (120 f m s ) ,  Northeast (101 f m s ) .  * Proportion 
i s  statistically different from RMSP proportion’s at the 10% level. **Proportion i s  statistically different 
from RMSP proportion’s at the 5% level. ***Proportion i s  statistically different from RMSP proportion’s 
at the 1% level. 

Same region 
(different state) 

Out of the 
region 
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Annex 3: Location Determinants of  Productivity 

In chapter 4 we do an estimation of total, productivity factor (TFP) using both Cobb-Douglas and 
Translog functional forms. Data i s  from the Pesquisa de Atividade Econ6mica Paulista (PAEP). 
I t  i s  a firm level survey of active and registered firms operating in 2001 o f  State of the Sgo Paulo. 
Research undertook by Fundaqgo Sistema Estadual de Analise de Dados (SEADE). Responses 
refer to 2001 between July 2002 and June 2003. I t  i s  composed of  slightly different 
questionnaires for Industry, construction, commerce, services, and banks. In commerce and 
service there are two versions o f  the questionnaire: complete for firms with 20 or more employees 
and simplified for the rest. I t  also has a different questionnaire for headquarters and local 
establishments. Here analyses were done for establishments in manufacturing and services using 
the complete questionnaire data. 

The Cobb-Douglas specification i s  as follows: 

l ogy  = a: +PI log K, + p2 log MI + p3 log L, + U ,  

While the Translog specification is: 

log = a: + p1 log K, + p2 log M, + p3 1% L, + 

The specific topic o f  interest was the impact o f  location determinants (LD) of  TFP. By 
transforming equations (1) and (2) into (4) and (5), respectively we are able to capture that: 

logy; = a: + p, log K, + p2 logM, +p3 log L, + 



Location determinants where treated as dummies. In PAEP questionnaire local units where 
inquired about importance o f  specific location determinants and grade them from 1 to 4 in 
importance, being category 4 equivalent to highly important. Here we recode grades 1 and 2 to 0 
and grades 3 and 4 to 1. 

ur036 d . 

ur037 d 
ur039 d 
ur040 d 

In manufacturing location determinants are: 

proximity to suppliers 
proximity to consumers 
access to transport system 
telecommunication infrastructure 

ur034 d 
ur035 d 

I l ow  labor costs 
I q ualification and training o f  employees 

ur04 1 d 
ur042 d 
ur043 d 
ur044 d 
ur045 d 
ur046 d 
ur047 d 

urban infrastructure 
l i f e  quality for employees 
proximity to research and technological diffusion centers 
infrastructure o f  technical services to support industry 
federal and state fiscal incentives 
municipal fiscal incentives 
l o w  land prices 

ur063 d 
ur064 d 
ur065 d 
ur066 d 

In services the fol lowing were asked: 

ur038 d 
ur048 d 

I l o w  labor costs 
I Droximitv to sumliers 

existence o f  specialized support services 
hotels, convention centers and restaurant infrastructure 
proximity o f  central offices o f  other f i r m s  
proximity of public administration entities and public f i r m s  

ur049 d 
ur050 d 

1 p roximity to consumers 
I p roximity to other units o f  the firm 

I ur067 d 1 q ualification and training o f  employees 

For some determinants, a region categorical variable was included as categorical dummy as wel l  
as an interacting term with other variables. The regions and their value are: 
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1 1 SBo Paulo, without ABC (Santo Andre, SBo Bernardo and SBo Caetano) 
2 
3 
4 

ABC (Santo Andre, SBo Bernardo and SBo Caetano) 
Metropolitan Region o f  Baixada Santista and Registro 
SBo Jose dos CamDos 

2 
3 
4 

ABC (Santo Andre, SBo Bernardo and SBo Caetano) 
Metropolitan Region o f  Baixada Santista and Registro 
SBo Jose dos CamDos 

Local units were grouped for regressions analysis according to two different classifications for 
Industry analysis and only one for Services. These categorizations come from groupings o f  major 
CNAE (National Classification o f  Economic Activities) classes. 

5 
6 
7 
8 

One categorization for Industry was related to category of use (catuso). They were: 

Sorocaba 
Campinas 
North o f  Estado 
West o f  Estado 

0 
1 
2 
3 

The other categorization for Industry also used for Services was a simplified CNAE: 

Not Classified 
Non-durable consumption goods 
Intermediate Goods 
Capital goods and durable consumption goods 

0 
1 
2 
3 
4 
5 

Agriculture and Extractive 
Medium qualification Industry 
Low qualification Industry 
High qualification Industry 
Public utility Services 
Construction 

99 I Bad defined activities and others 

6 
7 
8 
9 
10 

Determinants of  Employment by Sector. 

Commerce in General 
Commerce and low qualification services 
Firm-oriented service 
Public Service 
Associative, Recreational activities and international organizations 

As we saw, SBo Paulo i s  losing employment and production to other regions. However, some 
sectors are staying. We have discussed some alternative hypothesis explaining why the sector 
may be leaving the city and illustrated the discussion with some stylized factors. However, we do 
not know which factors are actually playing a significant role in the sectors decision. To analyze 
the behavior o f  the sector let us departure from the simplified dynamics proposed in the neo- 
classical growth mode1,88 developed in tandem by Solow (1 956) and Swan (1 956), i.e that the 
variation o f  capital stock over time i s  given by: 

Kl  =I, -S,K, =s,Y, -6,K, 

For hrther details, see Barro and Sala-i-Martin (1995). 88 
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where Ki i s  the stock o f  capital in sector i, Ii i s  total investment, Si i s  the rate o f  capital 
depreciation in sector i, s i  i s  the savings rate, Y i s  the total economic production and the variation 
in stock i s  considered investment.89 The notation o f  a point above the variable represents i t s  
change with respect to time as usual. If we assume that the production function has constant 
returns to scale, we can write the production function in terms o f  the per capita ratio between 
capital and labor: yi = fi(ki), where the lowercase variables denote that the particular variable i s  in 
“per capita” terms90, in other words, yi Y i L i  and ki = Ki/Li. Since we will treat each sector 
separately we can drop the industry index for now. We will return to this point later. Based on the 
definition of ki (hereafter k) and yi (hereafter y) it i s  easy to verify that: 

- d ( K / L )  I? k =  --- - nk 
dt L (7)  

If we divide equation (6) by L and substitute it into equation (7), we have that: 

k = sf(k) - ( n  + 6 ) k  (8) 

The stationary state can be defined as the point in time in which the change in capital stock i s  
constant. In particular, the stationary state in the Solow-Swan model o occurs when the change in 
capital stock i s  zero, in other words: 

sf ( k * )  = ( n  + S ) k  * (9) 

where the variables with asterisks denote the steady-state values. Dividing both sides o f  equation 
(3) by k we have that: 

yk = k /  k = sf (k) /  k - ( n  +S) (10) 

where Y k  i s  the percentage variation in capital stock across time. If we substitute the savings rate 
implicit in equation (9) into equation (10) we have that: 

Equation (6 )  implies that Y k  will be zero when k = k*, in other words, in the steady-state. If we 

assume a Cobb-Douglasgl production function, J’ = , the variation in capital stock can be 
written as: 

89 As i s  well known, given this hypothesis, I I SY i s  simply an accounting identity. 
90 To be more precise, the aggregate variables defined with respect to the labor force may be different to 
those in terms of population and this difference may not be constant across time depending on the 
demographic stage. 
9’ This result i s  valid for any production function exhibiting constant returns to scale. Using a Cobb- 
Douglas production function gives us an analytic solution that facilitates the interpretation o f  results. 
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Adopting a log-linear approximation o f  equation (12) given the stationary state we have that: 

where p = For the Cobb-Douglas function, we can estimate that ln(y/y*) = 

p ln(k/k*). Afterwards, we can derive this same approximation for the percentage change in the 

employment across time, Y L  : 

y L  1 -/3 ln(L / L*) (14) 

Equation (14) i s  a differential equation92 whose solution is :  

From equation (15), it i s  possible to conclude that p i s  a good measure of the speed o f  

Convergence. If p i s  very high, the second term on the right hand side o f  equation (10) will tend 

towards zero and Lt  = L*. In reality, if p<cu convergence occurs only when t goes towards 
infinity. This i s  a result that i s  known as exponential decay. Given the impossibility o f  having 
sufficient time to find absolute convergence, a measure usually used i s  the "half-life",93 in other 
words, the time necessary to reach half o f  the trajectory for convergence. If we denominate as 

the half-life, we have that e-pr = OS a ' = 1n(2)/P . If we subtract ln(yt-1) from both sides o f  
equation (1 5), we can write (1 5) as: 

Equation (16) provides us with a good clue o f  what econometric specification will permit us to 

infer and, as a result, the time required for convergence. Although the New Economic 
Geography, from which this report borrows some insights, shows that there i s  a possible 
equilibrium with no convergence at all, the empirical models using a production function end up 
with a similar specification that i s  very similar to the convergence studies. Actually, what this 
model i s  showing i s  that the labor or capital cannot over accumulate in one site. As we wil l show 
later this factor i s  always highly significant for any sector and can be interpreted as the congestion 
factor in the regression analysis that follows. Using the result above i s  almost straightforward to 
move from the theoretical model to an econometric specification. Of course now we have to 
consider al l  the subscripts: 

92 For the more technical reader, equation (1 0) approximates the solution to a differential equation for a 
differences equation. 

The term was borrowed from nuclear physics and i s  utilized for radioactive decay. 93 
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a = ( l - e -  ) where I, = - e-P“)  , the subscript j represents the region and Oij,,t i s  
the i.i.d. random error term with distribution N(O,02). O i  in this specification will represent the 
absolute rate o f  convergence. Variations of this specification have been used by a diverse number 
o f  studies since the 1980s, among others Baumol (1986). If regions have pre-existing preferences, 
different technologies or institutions for instance, the stationary state product of  each economy 
will not necessarily be the same one. This i s  equivalent to estimating a fixed effects model based 
on equation (1 7). I t  also allows for predicting a different intercept for each region in the sample. 
On the other hand, if education, public infrastructure, etc. influence the productivity o f  capital 
and/or labor entering exponentially in the production function, equation (1 7) can be modified to 
reflect this pattern: 

The vector of parameters to be estimated, 9, i s  associated with the control variables Xi$- 1, which 
are also measured in the prior period. One common problem with the previously articles i s  that 
they usually utilize contemporary control variables in their specifications. This creates a classic 
problem of endogeneity. This i s  because a control variable, let us say the education level of 
region j in t, depends on i t s  growth rate between t-1 and t. We avoid this problem by using lagged 
control variables. Specification (1 8) changes the interpretation of the convergence term. I t  will 
show how much each region i s  close to its employment steady state in a sector. 

The main question i s  which variables we should control for. We decide to control for both aspects 
related to the production factors and with the site. We control for the average wages in the sector. 
If an industry was moving out o f  high wages, we would expect a negative sign in this variable but 
if the industry depends very much on skilled workers we may observe a positive sign. We also 
included the average wages (in every sector) to control for high costs o f  services and supply of 
specialized services. To include population considering the income distribution we included the 
number of Households by income class o f  i t s  head. We also included the number o f  households in 
which the head had no source o f  income as a proxy for unemployment. A region with high 
unemployment may have a good supply o f  labor. We also included the number o f  years o f  
schooling for controlling for the supply of skilled services. As site specific aspects we first 
considered the number of potential clients (cij,t) and suppliers (sij,t) using the compact index 
proposed by Ellison and Glaeser (1 987): 

where mi, i s  the technical coefficient from an 1-0 matrix. That is, it i s  a sum of the relative labor 
in al l  other sectors weighted by the trade between them. We also control for total area to account 
for congestion costs and included a dummy variable that equals one for regions that are on the 
coast. For controlling for the logistics, we included a “spatially lagged matrix”, i.e. a matrix with 
the commuting time between each zoneg4 (W matrix henceforth), which i s  a square matrix of 
dimension equal to the number o f  zones. The values in W reflect an ad-hoc hypothesis o f  spatial 

94 The commuting time data was gently furnished by SBo Paulo Transport Authority. 
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interaction between the zones. The diagonal contains zeros, and the off-diagonal elements reflect 
the spatial proximity (in terms of commuting time) between the zones. 

More specifically, we construct a spatial contiguity matrix for which each term i s  an inverse 
function o f  commuting time between zones z and j. We follow fairly standard practice in 
assuming that interaction i s  a diminishing function o f  distance and row-normalized to sum one. 
Hence, a typical element o f  the spatial weight matrix can be written as: 

Standardizing helps with interpretation, since the value for area j o f  the spatial lag, defined as the 
j’th cel l  o f  Wx, i s  then the weighted average of the values o f  the variable x in the areas that are 
‘neighbors’ to J, and so its estimated coefficient can be compared directly to the coefficient for x. 
Also, using the standardized W matrix usefully identifies a parameter value below 1 as being 
consistent with a ‘non-exploding’ process while 1 and above leads to complex and l i t t le  
understood consequences for inference and estimation (the mathematical background to this and 
implications o f  spatial unit roots consistent with a parameter, equal to 1 are discussed in 
(Fingleton 1999). 

Although we run the model for a l l  3 1 sectors discussed in chapter 1, we will discuss just the 
results for the “footloose” industry, Le. the industry that can easily move to different locations. 
The first result i s  that the convergence factor i s  always highly significant and negative for al l  
sectors considered meaning that the regions are very close to their steady state in employment. 
This i s  a general aspect that suggests a disadvantage for mature regions like Silo Paulo. 

Employment in most of the sectors i s  not very sensitive to the population. Usually the change in 
employment will be correlated with just one or two o f  the classes. The only exception i s  
Equipment for which almost al l  households classes where significant. In this case however, as in 
al l  cases n manufacturing with two household classes significant, the signs were opposite making 
its interpretation complicated. For transport services i t  i s  also not clear why households in the 
second quintile of income would reduce the sector growth. I t  i s  also not very easy to interpret 
why specialized services would be attracted by regions with more unemployment. However for 
the remaining sectors the interpretation i s  reasonable. The FIRE sector i s  mainly worried about 
the upper level of income. The result makes sense since those are the consumers and suppliers of 
labor to those sectors. The positive sign for personal services both in the fifth quintile as in the 
first could be interpreted in the same way since the main clients of personal services are the 
richest group and the suppliers o f  labor are more concentrated in the lower classes. This could 
justify the positive coefficient observed for the second quintile in the telecommunication sector 
along with a significant and positive result for the fifth quintile. Although telecommunication 
service demand a high skill labor force there are very many clerical positions such as call centers 
that may come from the second quintile. 

We notice a significant, always positive, spatial autocorrelation in 7 sectors. Of course, the 
logistic sector i s  sensitive on generalized transport costs. For real estate we can make the point 
that a lower commuting time will imply in a larger market for real estate but i t  i s  difficult to 
interpret why the specialized services would be particularly sensitive to transportation costs while 
financial services or telecommunication are not. 
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The two compact variables for taking into account the other sectors in the region, clients and 
suppliers, are usually not significant in manufacturing. Just the variable clients are significant for 
textiles, clothing and rubber and it has the expected sign (positive). The results for service follow 
the same pattern but in 5 out o f  6 service sectors at least one o f  the coefficients was significant. It 
i s  not easy to understand the negative sign on the supplier’s variable for telecommunication or for 
costumers in the personal services but the remaining coefficients have a positive sign. The result 
means that the service sectors are more worried about being close to clients or suppliers. The high 
skill industry i s  not sensitive to the presence o f  clients or suppliers. This results point out again 
that the best bet for a large urban area i s  focusing on service sectors. 

Variable 
Y as Output 

Y as Value Added 
K 
M 
L 

Variable construction 

Industry Service 
ey004 + eyOl1 + (ey023 + ey024 - 

ey020 - ey02 1) - eyO 16 
ey004 - ey016 

duva duva 
ey070 ey070 
ey029 ey03 6+ey03 7+ey0 1 6+ey048 
uhOO 1 a uhOO 1 a 

Concerning variable construction, based on PAEP dataset, the following variables were used: 

Variable 
ey004 
eyOl1 
ev023 

Description 
Net Revenue 

Other Operational Revenues 
Final Stock in Products in Process 

ey024 
ey020 
ev02 1 

Final Stock in Final Products 
Initial Stock in Products in Process 

Initial Stock in Final Products 
eyO 16 
Duva 

Cost o f  Resold Goods 
Added Value at the Local Unit 

All variables listed above beginning with and “eyy relates to firm level data. In order to 
distribute it to i t s  local units, a share factor was created: 

ey070 
ey029 
ey03 6 
ey03 7 
ey048 
uhOO 1 a 

uy002 factor = - 
ey004 

Assets 
Expenses with Inputs 

Electrical Energy, Gas, Water and Sewer 
Communications Services 

Other Operational Expenses (without wages) 
Total Emdoved Personnel 
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Where: 

Variable 
uy002 
ey004 

Description 
Net Revenue at the Local Unit 

Net Revenue at Firm Level 

Following this, Y as Output, K and M where multiplied by this share factor to find their 
local unit correspondent. 

33 
34 

Equipmanete, Industrial Automation, Cronometers and Watches 3 3 
Production and Assembly o f  Vehicles 3 3 
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High Scale Commerce and Intermediate Commerce 
Comkrcio Varejista e Reparaqgo de Objetos Pessoais e 

80 
85 
90 
91 
92 
93 

999 

Domesticos 
Varejista Commerce and g o f  Personal and Domestic 

Education 0 9 
Health and Social Services 0 9 

Urban Cleaning and sewer and related activities 0 4 
Associative Activities 0 10 

Recreational, Cultural and Sportive Activities 0 10 
Personal Services 0 7 

Other 0 99 
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