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|. INTRODUCTION AND SUMMARY

1. This document lays out the rationale for, and principal elements of, the World Bank Group
(WBG) Country Partnership Framework (CPF) for Paraguay for FY19 to FY23. The proposed CPF is aligned
with the core priorities of the new Paraguayan Administration! within the framework of its Plan de
Gobierno 2018-2023, “Paraguay de la Gente” (PdG 2023). It is also rooted in the findings and
recommendations of the recent WBG Systematic Country Diagnostic (SCD) for Paraguay, which contains
an analysis of key constraints to inclusive and sustainable growth and poverty reduction and suggests
ways to address them.? The SCD’s in-depth analysis of Paraguay’s underlying challenges is expected to
anchor the dialogue and engagement throughout the CPF implementation period. This CPF is planned to
cover five years (FY19-FY23) to ensure alighment with Paraguay’s electoral and planning cycles.

2. The central finding of the SCD is that Paraguay’s economic model of heavy reliance on its
abundant natural resources and favorable demographics will need to shift in the medium-term, both to
maintain the economy’s strong growth trajectory and to further reduce poverty and promote shared
prosperity. The SCD shows that Paraguay’s growth rate of over 4.5 percent per year in the 2004-2017
period — remarkable for the Latin America and Caribbean Region (LAC) — and the accompanying strong
reduction in poverty, can be attributed to a stable and reliable macro-economic policy environment and
openness to private sector initiative. However, growth has relied on the conversion of forested land to
commercial agricultural production and on reaping a sizeable demographic dividend. In the medium-term,
limitations of these factors in continuing to drive growth and living standard improvements will become
increasingly apparent given the rapid depletion of the country’s forest resources and the increasing impact
on its agriculture sector of climate change-related weather phenomena. The contribution to growth of
the demographic dividend will also start declining, especially if adequate employment opportunities are
scarce and the human capital of young people is not improved. Finally, building on several important
recent improvements, the pace of institutional change would need to accelerate to improve governance
and transparency and reduce the extremely high concentration of economic assets and incomes.
Increasing formality, raising the quality of public services and fostering business development in non-
traditional areas are core to Paraguay’s institutional development agenda.

3. The SCD identifies four priority areas to make the development path of Paraguay more inclusive
and sustainable. These include: advancing the rule of law and strengthening public institutions, improving
natural wealth management (including realizing Paraguay’s potential as a major exporter of clean hydro
energy and as a global carbon sink), strengthening public services, and investing in human capital. The
country has already made important advances in some of these areas, laying the groundwork for further
reform in the current presidential period. Faster and deeper progress can be made if the country advances
simultaneously in all four priority areas, as complementarities among them are strong, and the cumulative
impact could be transformative. However, advances in individual priority areas would also have significant
impacts. For example, improved human development outcomes would have important implications for
employment and, hence, poverty reduction. Similarly, strengthening the rule of law, making institutions

1 The new Administration assumed office for a 5-year term in August 2018.
2 World Bank. 2018. Paraguay-Systematic Country Diagnostic (English). Washington, D.C.: World Bank Group.
http://documents.worldbank.org/curated/en/827731530819395899/Paraguay-Systematic-Country-Diagnostic
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more accountable, and improving the business environment will contribute significantly toward breaking
the self-reinforcing cycle of concentration, informality, and inefficient provision of public services.

4, The new Paraguayan Government has articulated two pivotal areas within its broader
development plan where it intends to make its strongest impact: governance/anti-corruption and
human capital — both of which coincide with priorities identified by the SCD. The new Government took
office in August 2018. In the area of governance and accountability, the current Administration aims at
increasing transparency regarding public policies, fighting corruption and fostering greater accountability
vis a vis citizens. This would also signal the country’s commitment to reform to the international business
community and international ratings agencies — thereby improving potential for lowering foreign
financing costs and attracting more, and more diversified, investments. With respect to human capital,
the Government’s goal is to significantly strengthen the abilities and capacity of Paraguay’s next
generation and prepare them for productive employment. The 2018 Human Capital Index (HCI) ® shows
that Paraguay lags behind countries in the region and with similar per capita GDP, particularly due to the
low learning results of the education system. The Government is also strongly committed to increasing
the efficiency and impact of budgetary resources devoted to human development, given concern that the
outcomes in these sectors are not commensurate with the resources being devoted to them.

5. Taking into account SCD findings, Government priorities and stakeholder inputs, the CPF is built
around three focus areas addressing governance, sustainability of the development model and human
capital development. The first area — promoting accountable institutions and an improved business
climate—concentrates on creating greater transparency, efficiency and accountability with regard to
procurement, customs, banking, business regulation (including the legal framework for Public-Private
Partnerships (PPPs)) and government-wide implementation of open data laws. The second area —
reducing volatility, natural capital management and integration into sustainable value chains —focuses on
improving resilience to macroeconomic volatility to variations in the commodity sector’s output and
exports, and better management of water, energy and forest resources and support to agricultural
producers to adopt sustainable practices via integration into local and global value chains. The third area
— building human capital — will focus on increasing the impact of health care and social assistance
programs and laying the foundation for a new education model.

6. Application of the SCD recommendations and GoP priorities leads to significant shifts from
previous WBG engagement in the country. First, the WBG support to governance and institutional
reforms now takes center stage in the program, expanding significantly the depth and breadth of our
engagement in several key but also sensitive areas such as customs, procurement and Anti-Money
Laundering (AML) reforms. Second, the focus on building human capital in its different dimensions
(including new financing operations) is largely unprecedented for the WBG program. Third, the strategy
also includes a shift toward environmental governance and actively supporting the country in achieving
its Nationally Determined Contributions (NDCs) climate change commitments. Fourth, the new financing
program for FY19-FY20 does not include the core infrastructure sectors in which the previous strategies
had focused on: water and sanitation, energy and transport. Instead, the strategy for these sectors aims
at conducting public expenditure reviews and in-depth analytical work to support important government
reforms that would render physical investment more sustainable and increase public service impact.

7. WBG corporate priorities are embedded in the CPF.

3 The HCI measures the amount of human capital that a child born today can expect to attain by age 18. It conveys the
productivity of the next generation of workers compared to a benchmark of complete education and full health.



e On climate change, an explicit CPF target is to help Paraguay achieve its NDCs under the Paris
Agreement, especially supporting adaptation to climate change. While Paraguay has only a very
limited contribution to global greenhouse gas emissions (less than 0.1 percent), it has shown high
levels of vulnerability to extreme climate shocks, adversely impacting key sectors of the
Paraguayan economy such as agriculture and hydropower generation. Floods are also increasingly
a major issue in Asuncion and other parts of the country.

e Paraguay has made good progress on gender equality, achieving near-parity in education and
reducing teen pregnancies. Nevertheless, a few areas stand out as needing continued attention,
including reducing the high maternal mortality rates, closing the earning gap between men and
women; and increasing the representation of women in political life. The CPF will support
Paraguay in increasing rural women’s incomes through ensuring their inclusion in agricultural
development efforts including national and regional value chains. The CPF also places special
emphasis on maternal health as a component of WBG support to the sector. A detailed country
gender assessment is planned in FY20, which will help identify further actions post PLR (FY21-23).

e The Maximizing Finance for Development (MFD) approach is critical for Paraguay to bridge the
large investment gap in infrastructure, which cannot be financed solely through public resources.
Attracting private investment in infrastructure and mobilizing Foreign Direct Investment (FDI) into
the productive sectors is key, and the WBG program will help bolster private sector confidence in
the Paraguayan economy by supporting government efforts to create a friendly business
environment (including streamlined regulations, strengthened public institutions and the rule of
law). This in turn will be crucial for (re)building investor confidence and overcoming the
shortcomings of Paraguay’s first foray into PPPs. The International Finance Corporation (IFC) will
support private sector growth by doubling its portfolio in the FY19-FY23 period and expanding its
activities from agribusiness and finance into PPPs in infrastructure, manufacturing and
Information and Communications Technology (ICT). The Multilateral Investment Guarantee
Agency (MIGA) will be supporting the Government to reduce risk perceptions in FDI projects and
PPPs, by providing political risk insurance. Government’s turn-key projects (Ley 5074) could also
be supported by MIGA by covering non-honoring of financial obligations.

8. The Bank, IFC and MIGA expect to work closely in a complementary fashion in a number of
areas. On PPPs, the Bank will take the lead in supporting the development of an appropriate policy and
institutional framework followed by IFC (and potentially MIGA) support for development of specific
infrastructure transactions. Support for improvements to broader business regulations will also continue
to be undertaken jointly, with IFC taking the lead on supporting the Government’s modernization effort
on business entry, credit guarantees and insolvency and the Bank supporting implementation via
Development Policy Financing. Joint work is also envisaged in the area of enhancing sustainable
agribusiness by supporting organizations of smallholder producers and productive partnerships with
purchasers, so they can endure and generate economic benefits. In several value chains, the Bank and IFC
will make joint efforts to foster inclusive and sustainable agribusiness: while the Bank will focus on the
supply side comprising smallholder producers and on the enabling environment by strengthening critical
institutions, IFC will provide anchor firms with assistance in designing and putting into operation supplier
development programs. By doing so, the WBG will contribute to creating conditions for long lasting
supplier linkages by smallholder producers, thus creating economic opportunities for the rural poor.
Moreover, the Bank and IFC will both support strengthening of Paraguay’s financial sector, albeit from
different angles. The Bank will focus on sector transparency while the IFC will continue to lend to local
banks in order to catalyze credit to Small and Medium Enterprises (SMEs) in both urban and rural areas.



9. The financing and analytical program has been spelled out for the CPF period before the PLR. To
build flexibility for lending and analytical instruments to the actual realities and demand on the ground,
the CPF lending and reimbursable ASA (Reimbursable Advisory Service (RAS)) programs have been
specified in detail for FY19-20, with additional activities to be identified at mid-term. At this stage, the
IBRD planned financing program comprises about US$400 million out of an overall available envelope of
USS700 million for FY19-23. A proposed anchor instrument is a Development Policy Financing (DPF)
(P169505) that, if successful, could provide the basis for lending in key areas such as water, energy and
environmental management as well as supporting PPP transactions in transport infrastructure. The
Progress and Learning Review (PLR) to be undertaken at mid-term will lay out the work program details
for the second half of the CPF.

10. An important instrument in the implementation of the CPF will be a strong RAS program. RASs
have become a vehicle for rationalizing ASA demand and available resources. Today, Paraguay already has
a strategic RAS program and a number of key interventions have been agreed with the Government as
part of the CPF preparation discussions. New engagements are expected in customs and health reform,
public procurement and social protection system effectiveness. Experience to date with the RAS program
has been positive as a mechanism to channel WBG strategic support to areas of highest value-added for
the Government.

11. The CPF program is ambitious and subject to substantial risks. Central reforms committed by the
new Paraguayan administration in areas such as customs, taxes, health or education, will likely encounter
political headwinds. Also, the achievement of the CPF objectives will levy significant demands on
Paraguay’s institutional capacity for implementation and sustainability which has proven a bottleneck in
the past. Finally, while the fiduciary environment in Paraguay has improved notably, challenges remain
and efforts to strengthen key areas continue.

I. COUNTRY CONTEXT AND DEVELOPMENT AGENDA

A. Political Context and Governance

12. Paraguay'’s institutional legacy continues to shape some aspects of the contemporary state and,
in turn, development outcomes. Three historical features stand out: a relatively low tax revenue base; a
large State-Owned Enterprises (SOEs) sector; and relatively low levels of efficiency and effectiveness in
the state bureaucracy (Figure 1). The low tax base has translated into a small state apparatus: the share
of revenues and expenditures as percentage of Gross Domestic Product (GDP) is well below the
Organization of Economic Cooperation and Development (OECD) average and that of regional peers. The
country has also relied on large, monopolistic SOEs for provision of basic services and electricity. Electricity
is — through the large hydropower dams — a major source of fiscal revenue and exports. There remain
quality and access gaps to basic infrastructure and social services, especially for the bottom 40 percent of
the population.

13. During the past Administration, important institutional reforms have commenced. Significant
steps have been made in institutional development, notably in moving to a more accountable
government, including the launching of an ambitious package of reforms in fiscal transparency, open
contracting, Access to Information (ATI) and open data. Substantial progress has also been achieved in
the institutional transformation of government agencies responsible for macroeconomic management.
The fiscal and monetary policy frameworks, for example, are protected from political interference and

4



have provided the basis for strong economic growth and poverty reduction over the past decade. Yet,
challenges remain. For example, despite progress, corruption remains to be perceived as a top constraint
for business and development.*

Figure 1. Tax Revenues are Low in Paraguay, as is the Efficiency of Bureaucracy

(a) Tax Revenue (percent of GDP, 2004-2014) (b) Bureaucracy Index, 2013
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14. The Paraguayan Government has outlined an ambitious institutional reform agenda. The new

President leads an aspirational platform for the reform of the State. The new Administration can build on
important gains such as strong fiscal macro stability, progress towards formalization and economic
diversification, increasing international credibility, mobilizing private investment and important
transparency and accountability reforms. A stated goal by the Administration is to strengthen Paraguay’s
relatively young democratic institutions. The new Administration seeks to establish long-term public
policies designed to transform and democratize public institutions beyond its five-year mandate. The aim
is to build broad consensus for a step-wise reform process that will garner strong legitimacy. The country’s
ranking by Transparency International Index improved by 15 places between 2014 (150 out of 174) and
2017 (135 out of 180). However, Paraguay still lags even for LAC standards, and deep-rooted reforms built
through consensus and civil society political participation are needed to make a significant qualitative leap
forward. An ongoing initiative at the Parliament seeks to eliminate privileges and immunities for
representatives as well as a new bill on conflict of interest and ethics is also being discussed. The
Administration is seeking to make strides in accountability in sensitive areas such as customs,
procurement and AML. These reforms will also necessitate, though, a strengthened and more vibrant civil
society and media to effectively make use of the newly-developed public transparency.

4 Paraguay ranks 123 out of 176 countries on the 2016 Corruption Perception Index.



B. Recent Economic Developments and Outlook

15. Paraguay has shown solid economic growth, strong poverty reduction and macroeconomic
stability in recent years — a change of the development model, however, could increase sustainability
and inclusiveness in the future. Economic growth has been above the regional average. Macroeconomic
stability has been achieved; inflation is under control and public debt is low. Poverty reduction has been
substantial, and several social indicators have shown significant improvements. Apart from solid
macroeconomic policy, growth has been based on extensive leveraging of the country’s natural wealth,
particularly land and hydroelectric potential. Demographic change in Paraguay has led to a sizable
expansion of the working-age population, adding to economic output. If the current model is adjusted,
the sustainability of these achievements could be increased substantially, since two of the main sources
of growth in the past decade (use of natural capital and the demographic bonus) will slowly reduce their
contribution to growth. To meet the population’s expectations, Paraguay needs higher growth rates, but,
even more importantly, this growth should become inclusive and sustainable in the medium and long
term.

16. After decades of sluggish growth, Paraguay has been growing at 4.5 percent per year on
average, in the 2004-2017 period.® The country’s growth rate was notably faster than the average for the
LAC region (Figure 2). Growth was driven largely by agriculture and, to a lesser extent, hydroelectric
generation—exploiting the country’s comparative advantage in abundant natural resources — and by an
expanding services sector. Both crops and livestock were among the top five contributors to growth in
2004-2016, along with commerce, government services, and manufacturing. Due in large part to the
strong performance of the agricultural exporting sector, Paraguay stands out in the region for the positive
contribution of net trade to growth: exports alone contributed 2.9 percentage points of GDP growth
across 2004-2016. However, neither export-oriented agriculture nor commodity exports are labor-
intensive. In fact, most private sector employment in Paraguay is informal self-employment with small
capital inputs.

17. High average GDP growth masks significant volatility over the period. During the 2004-2016
period, Paraguay had greater growth volatility than the average in Latin America, though it became less
pronounced since 2014. During this period, the correlation between Paraguay’s overall GDP growth and
the growth of its agricultural sector is estimated at 0.97 percent, while its industrial sector and service
sector showed less correlation with overall growth. The agricultural sector is vulnerable to changes in
international commodity prices and weather conditions, thus greatly influencing volatility in overall GDP
growth. This affects fiscal accounts and public service provision. Unpredictable fiscal revenue collection
contributes to budget under-execution, which typically harms investment and social spending, thereby
decreasing the Government’s margin to tackle poverty and reduce inequality.

18. The contribution of the capital stock to growth has been low. Paraguay has a low domestic
savings rate with low private and public investment, and the country has a limited ability to attract FDI.
Gross capital formation averaged 16 percent of GDP between 2004-2016, the lowest among regional
comparators. The capital stock contributed the least to GDP growth in the 2004-2016 period, while growth

5 In May 2018, the Central Bank of Paraguay (BCP), in charge of the System of National Accounts (SNA) statistics in the country,
announced the change of the SNA’s base year from 1994 to 2014, carried out in accordance with the SNA2008 methodology.
The SNA rebasing to 2014 led to changes in the level, structure, and dynamics of the GDP, and, accordingly, to changes in the
analytical economic ratios. Because of better coverage, the nominal GDP level for the new base year of 2014 was evaluated at
30.4% higher than the previous data.



in total factor productivity and labor were the first and second most important factors of production. With
a current account surplus during the period, Paraguay also has not been able to channel external savings
to finance investment. FDI net inflows to Paraguay are consistently low, over 2004-2016 averaging 1.5
percent of GDP. Increasing direct private investment will require meaningful reforms to strengthen the
rule of law, provide reliable institutions and predictable laws that reassure investors, coupled with a well-
grounded investment promotion strategy. In an effort to promote business formalization by streamlining
laws and processes and reducing costs for doing business three major bills (business entry, exit, and use
of mobile assets as credit collateral) will be introduced to Parliament. As today, Paraguay ranks 113 out
of 190 economies in World Bank Group’s Doing Business 2019.

19. Growth in Paraguay depends heavily on natural resource endowments, but the country has
been depleting its natural wealth and faces the challenge of dealing with more frequent and harmful
climatic events. The abundance of natural capital - fertile land, forest, water resources, and hydroelectric
potential - gives Paraguay important comparative advantages in the agriculture, livestock and energy
sectors. However, economic growth comes at an environmental cost. Logging and clearing of land for
charcoal/biomass, crops and cattle ranching have resulted in extensive forest degradation and
deforestation. The expansion of soybean cultivation and pasture expansion pose multiple challenges to
protect the forest biome. Paraguay ranks among the top 11 countries on total deforestation (2000-2013)
and itis one of the highest in relative terms with respect to total forest cover. At the macro level, Paraguay
is depleting its stock of natural wealth. The Adjusted Net Savings (ANS) indicator, which incorporates
natural resources, subsoil asset depletion and net forest depletion, as well as pollution damage, indicates
per-capita wealth has fallen in recent decades.® Natural capital depletion has been driven entirely by
deforestation in Paraguay. At the same time, increases in the frequency and intensity of climate events,
such as floods and droughts, are becoming a major source of economic vulnerability: over the past 20
years (1995-2015), production losses generated by extreme climatic events amounted to an average loss
of US$237 million per year (about 5 percent of the agricultural GDP or 1 percent of GDP).’

Figure 2. Poverty Reduction and GDP Growth, Figure 3. Learning Gap in Paraguay, 2017
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Source: Poverty and Equity Database, World Bank and WDI. Source: World Bank, Human Capital Project.

6 Change in Wealth Per-Capita (CWPC) is calculated as gross savings, less the consumption of fixed capital, plus current public
expenditure on education, less natural capital depletion, less a population adjustment factor. The first two components come
from National Accounts. Natural Capital Depletion includes net forest depletion, energy depletion, and mineral depletion. The
population adjustment factor is equal to wealth per capita multiplied by the population growth rate.

7 World Bank, 2014. Growth Volatility in Paraguay: Sources, Effects and Options.
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20. Paraguay has a relatively low stock of human capital. The World Bank’s HCl 2018 shows results
for Paraguay that are lower than the average for the LAC region and income group. Given the current
prospects for healthy growth and learning, a child born in Paraguay today will only be about half as
productive at the age of 18 than it could have been with full health and learning performance. Most
striking is the inequity and low quality of learning: while children in Paraguay can today expect to complete
11.5 years of school by age 18, when adjusted for the actual learning impact (which reflects the quality of
education), these years of schooling are translated into 7.1 years—implying a learning gap of 4.4 years, the
fourth largest in the region (Figure 3). Paraguay ranks 90 out of 157 countries in the world in terms of
human capital development according to HCl 2018. Educational attainment should be matched by
improvements in learning outcomes (comparative test scores place Paraguay at levels similar to those of
lower-middle income countries). Lack of an adequately educated workforce was the third most-cited
problematic factor for doing business in the country in the WB Enterprise Survey 2017. Despite increasing
public expenditure health outcomes in the broader population have improved at a slower rate than other
countries in the region, as manifested for example by life expectancy outcomes.

21. Economic growth has been supported by prudent macroeconomic policies. Paraguay averaged a
fiscal surplus of 0.2 percent of GDP in the 2004-2017 period. A rise in public expenditure and stagnation
of revenues have led to fiscal deficits since 2012, but these deficits remain moderate and public debt
remains low. In 2015, the country began implementing the Fiscal Responsibility Law (FRL), which limits
the central government deficit to 1.5 percent of GDP and the growth of primary current expenditure to 4
percent of GDP. The Central Bank of Paraguay (BCP) has adopted an inflation-targeting regime. Inflation
has fallen significantly below regional comparators since 2012, also in line with the OECD average.
Paraguay’s flexible exchange rate arrangement has helped to absorb recent external shocks. Foreign
reserves remain at prudent levels. The financial sector is sound, with well-capitalized banks with high
profitability and low non-performing loans, though it is small, bank-centric and highly exposed to a volatile
agricultural sector, with agribusiness and livestock representing 35 percent of banks’ total loan portfolio.

22. Economic growth in 2018-2023 is projected to continue around 4 percent, and macroeconomic
policies are expected to remain prudent (See Table 1 for an overview of key economic indicators). Private
consumption is likely to increase to a rate closer to the overall GDP growth (and to exceed it in 2018).
Fixed investment is projected to grow above 5 percent. With stronger domestic demand and given the
economic downturn of its main trading partners, in particular Argentina, higher import growth is expected
to make the contribution of net exports negative and keep the current account in deficit. The authorities
are expected to maintain prudent macroeconomic policies, anchored in the inflation targeting and the
FRL. Inflation is projected to remain close to the target of 4 percent. The FRL continues to protect prudency
of fiscal policy, while a gradual increase of tax revenues and the National Account rebasing creates some
additional fiscal space in nominal terms with the unchanged deficit ceiling of 1.5 percent GDP.
Renegotiation of the /taipu binational hydropower dam’s treaty with Brazil may generate additional fiscal
revenue from 2023 onwards. Although Paraguay has built strong macroeconomic buffers—low sovereign
debt and high international reserves—supported by prudent policies, crises and volatility in the
neighboring markets may increase the country’s vulnerability and risks to the outlook. Moreover,
concentration of exports in a few agricultural products continues to make growth vulnerable to
fluctuations in commodity markets and to weather related shocks.



Table 1. Key Economic Indicators for Paraguay, 2014-23

2014 2015 2016 2017 2018f 2019f 2020f 2021f 2022f 2023f
Real GDP, percent change 4.9 31 4.3 4.8 4.0 3.9 4.0 4.0 4.0 4.0

Consumer Inflation, percent
change 4.2 3.1 3.9 4.5 4.0 4.0 4.0 4.0 4.0 4.0

Savings and Investments
Gross domestic savings 19.7 182 199 173 16.6 16.8 16.8 16.8 16.8 16.8
Gross fixed capital formation 198 191 188 18.1 18.5 18.8 19.0 19.1 19.2 19.2

Fiscal accounts
Consolidated Public Sector,

percent of GDP
Revenue 175 187 191 198 201 20.1 20.1 20.2 20.2 20.2
Tax revenue 9.7 100 101 107 108 10.8 10.9 11.1 11.3 11.3
Nontax revenue 1.7 8.7 8.9 9.2 9.3 9.3 9.2 9.1 8.9 8.9
Expenditure 180 205 195 203 208 21.0 21.0 21.1 21.1 21.1
Capital expenditure 2.3 3.1 34 3.8 3.4 34 3.3 34 35 35
Overall Balance -06 -18 -04 -05 -0.7 -0.9 -0.9 -0.9 -0.9 -0.9
Primary Balance 0.1 -1.0 0.5 0.4 0.3 0.1 0.2 0.2 0.2 0.2
Debt 151 181 189 194 204 20.7 211 21.2 21.2 21.3

External Sector
Current Account, percent of GDP -0.1 -0.8 12 -0.8 -1.9 -2.1 -2.3 -2.3 -2.4 -2.4

Trade Balance 2.5 1.6 3.8 1.4 -0.2 -0.7 -1.1 -1.1 -1.2 -1.1
Services Balance -0.6  -0.7 -0.6 -0.7 -0.1 -0.3 -0.3 -0.4 -0.4 -0.5
Income Balance -2.1 -1.8 -2.0 -1.5 -1.6 -1.1 -0.8 -0.8 -0.8 -0.8
Foreign Direct Investment 0.8 0.7 0.8 0.8 0.8 0.8 0.9 0.9 0.9 0.9

International Reserves, months of

. 7.2 6.8 7.4 7.8 7.3 7.4 7.5 7.5 7.5 7.5
future imports

Source: Paraguay authorities, IMF, WB.

C. Poverty and Shared Prosperity

23. The strong economic growth experienced since the 2000s has been accompanied by significant
— albeit not uniform — poverty reduction and shared prosperity. Overall, poverty reduction mirrors
macroeconomic trends, with poverty rising in the late 1990s and falling since 2002. Between 2003 and
2017, total poverty fell by 25 percentage points and extreme poverty by 8 percentage points, reaching
26.4 and 4.4 percent, respectively. At the same time, the income of individuals at the bottom 40 percent
of the population grew at an annualized rate of 4.3 percent (compared to 2.5 percent average growth).
However, progress was not uniform. Between 2013-2016, poverty rates stagnated and shared prosperity
turned slightly negative (-0.5 percent), though both resumed a positive trajectory in 2017. Labor income
growth was the main contributor to poverty reduction until 2013, and its subsequent slowdown is behind
the stagnation observed between 2013 and 2016.
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24, Households dependent on family farming are at the highest risk of being poor and face multiple
constraints to productivity growth. Rural poverty decreased strongly between 2003 and 2016 (from 58
to 36 percent) — and those able to lift themselves out of poverty largely did so by diversifying their income
sources through off-farm wage employment. However, most people in rural areas still rely on family
agriculture (76 percent in 2017). Productivity from the main crops cultivated in family farms has stagnated
(and in some cases even deteriorated). Cotton production, which used to be the key cash crop among
family farms, has fallen by more than 90 percent in the last 10-15 years, leaving many family farms without
a suitable substitute. Currently, about 40 percent of rural properties remain untitled or have
incomplete/flawed titles, a situation that disproportionally affects indigenous communities. Furthermore,
the rural poor report a high incidence of suffering negative price and climatic shocks which, together with
limited risk-coping strategies, can lead them in stress situation to sell assets and reduce food
consumption.

25. Paraguay has made important progress in service delivery outcomes, raising attendance rates
in school and reducing malnutrition, but important gaps remain. Net enrollment rates in middle
educationincreased from 36.8 percent to 52.2 percent between 2003-2016. The gap in access to tap water
between the richest and poorest quintiles narrowed considerably, and basic sanitation coverage has
expanded from 71.9 percent in 2000 to 91.3 percent in 2015. This effort, together with increased
household incomes, higher maternal education, and healthcare and family planning, contributed to lower
childhood chronic malnutrition. But critical inequities exist between socio-economic groups and
geographic areas. The difference in enrollment rates at the start of middle education between the top
and bottom income quintile was 35 percentage points in 2016. Today, nearly half of Paraguay’s population
lacks access to safe drinking water.® Almost half of all children born in rural areas do not have access to
flush toilets inside their home, while almost all children born in urban areas do. Social protection policies
need to focus more on human capital generation, assigning more resources to children, instead of
preserving the current structure which is skewed toward ‘old age and survivors’. Less than 5 percent of
the poorest quintile of the population has any health insurance, and 23 percent are at risk of catastrophic
out of pocket expenditure (i.e. a financial shock that would require 25 percent of their income). With a
growing youth population, expected to add 65,000 new workers every year until 2030, and a formalization
of the labor force that has mainly benefited urban areas and the middle classes, improving social
outcomes and bridging existing gaps will be critical for sustained social progress in Paraguay. Improved
human capital outcomes and a dynamic labor market will be essential to continue promoting income
growth of the poorer in society and lifting people out of poverty.

26. Indigenous peoples in Paraguay are the most socially excluded group in the country, and
language barriers are prevalent. Paraguayan indigenous people — comprising about 2 percent of the
population — live on a third of the average national per capita household income. The official poverty rate
for the indigenous population is more than double the national poverty rate, and extreme poverty is
nearly six times higher than the national rate (67 percent and 33 percent, respectively). The living
conditions of indigenous people are much worse than those of the average Paraguayan, with limited
access to basic services and education. Indigenous peoples also suffer disproportionally from land tenure
insecurity.

8 ""Sustainable Development Goals’ Target 6.1. WHO/UNICEF. Progress on drinking water, sanitation, and hygiene: 2017 update
and SDG baselines, 2017.
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Box 1. Gender Equity in Paraguay

Paraguay has made good progress towards reducing gender inequality in many areas — but significant gaps
persist. Increasing gender equality is critical for development through channels such as increased productivity,
improved outcomes for the next generation, and a more representative decision-making process. Paraguay has
achieved near-parity in education access and learning outcomes. The reduction in teenage pregnancy has been
substantial: between 2003 and 2015, the adolescent fertility rate fell from 75 to 57 births per 1,000 women aged
15 to 19 years. In the labor market, women face marginally higher unemployment and informality rates than men,
and Paraguay has one of the highest female labor force participation rates in LAC (though still significantly lower
than male rates). Yet, when employed, women are subject to significant wage discrimination

Significant challenges remain. Maternal mortality stands at double the LAC average at 132 deaths per. 100,000
live births in 2015. Even if education outcomes are similar for boys and girls, one in five school-age girls cite family
reasons for not attending school. According to the 2016 Time-Use Survey, 51.1 percent of females reported
housekeeping and child care as their reason for being outside the labor force and education. Finally, despite
vigorous efforts to promote gender equality, women are still poorly represented in the political sphere: women
hold only 17 percent of parliamentary seats in Paraguay versus the Latin American average of about 28 percent.

Source: World Bank.

D. The Development Agenda

27. To achieve sustainability in the medium term, Paraguay’s development model will require
structural adjustments. First, the depletion of natural resources at its current rate—largely driven by
deforestation—is unsustainable in the medium- to long-run, and the growth model is highly sensitive to
climate variability. Second, the demographic dividend will start to fade: its contribution to growth and
poverty reduction is already lower today than previously, and the resulting gains are affected by the low
quality of human capital. The growing youth population combined with rapid urbanization will require a
dynamic economy and more efficient public policies. Lastly, institutional changes have commenced, but
will need to accelerate to reduce the high degree of concentration of economic goods and income,
increase formality, reduce volatility, and improve the quality of key public functions including the fiscal
system, business regulations and the quality of infrastructure and social services.

28. The SCD emphasizes the need for structural changes to the current development model and
identifies four main policy priority areas for reducing poverty and boosting shared prosperity in a
sustainable manner. These priority areas which need to be strengthened—rule of law and accountable
institutions, natural wealth management, quality of public services, and human capital —are summarized
in Figure 4 below. Each priority area is discussed in more detail in the following paragraphs, as they form
the underlying rationale for the CPF pillars and for the specific interventions envisaged in FY19-FY23.
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Figure 4. The Four Policy Priority Areas for Paraguay
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Priority #1: Rule of law, accountable institutions, and business environment

29. Promoting trust in public institutions by making them more transparent and accountable,
reducing corruption and continuing to modernize the business environment is core to the development
challenge. These reforms have been prioritized by the Government and not only have the potential to
support business performance and productivity, and thus job creation, but also social cohesion. The
enactment of a legal framework to boost public sector transparency in 2014 is an important reform, which
the new Administration plans to translate into actions designed to promote greater accountability and
citizen engagement. Tackling customs reform and continuing to take further steps to improve the business
climate so that private sector firms can invest and create jobs is critical. It will call for further strengthening
of governance, including anticorruption measures, securing property rights, predictability in the justice
system, solid contract enforcement, and fair competition. Currently, competition policy is lacking and
SOEs dominate several key sectors of the economy.®

Priority #2: Natural wealth management

30. Paraguay is rich in natural endowments which, combined with high quality inputs and
comparatively low costs, have given the country a comparative advantage in agriculture and energy
sectors. Over the past two decades, Paraguayan agriculture has experienced a major transformation that
has been the backbone of the economic performance in the country, providing 20 percent of the GDP in
2016 and generating over two thirds of national exports. The abundant water resources support two large
hydropower plants (the ltaipu and Yacyreta binational dams) that generate most of the country’s
electricity.

31. Reconciling the productive use of natural capital with its preservation will increase the
sustainability of Paraguay’s development model. The success of the agriculture sector has come at a high
cost on natural resources. These trends may jeopardize the long-term sustainability of the current
agriculture model and may represent a social, environmental and economic liability. In addition, this

9 World Economic Forum. 2017. Global Competitiveness Report 2017-2018.
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model is also challenged with the increase in frequency and intensity of climate events that are becoming
a major source of economic vulnerability. Paraguay will need to define a new rural development model
that will reconcile the growth and diversification of the agriculture sector with environmental and social
sustainability.

Priority #3: Quality of public services

32. The provision of equitable, high quality services can bring further poverty reduction and increase
firm productivity. According to the WEF Executive Opinion Survey 2017, inadequate infrastructure and
inefficient government bureaucracy are the third and fourth most problematic factors behind poor
competitiveness in Paraguay. Limited access to services, especially in rural and remote areas, is a key
factor for remaining social exclusion and gaps in opportunities. Regulatory and institutional challenges
limit the effectiveness and efficiency of SOEs. Moreover, the contribution of the fiscal system to inequality
reduction in Paraguay is currently negligible — at less than 0.01 change in the Gini coefficient, the fourth
lowest in the region®. Improving the quality of public services will require an efficient public
administration and fiscal incentive system. Entry points which the new Administration is considering,
include: (i) filling critical infrastructure gaps in transport, electricity, and water and sanitation, including
through the adoption of MFD principles and leveraging private sector participation through PPPs; (ii)
improving the efficiency and distributional impact of fiscal policy, both on the revenue side and the
expenditure side; (iii) developing an integrated social information system for smart identification of the
poor and vulnerable; (iv) strengthening public administration via better coordination, reduced
fragmentation and duplication of public functions, and further professionalization of the civil service; and
(v) improving SOE performance by applying the Arandu Corporate Governance Code!!, strengthening
performance contracts, and separating regulatory and service-provision roles.

Priority #4: Human capital

33. A high priority area will be the reform of the education and training system to better prepare
young people for productive labor market participation. There is a need for special focus on education
and skills. The education and training systems will need to keep up with demand from labor markets and
produce high-quality and equitable educational outcomes. According to the 2017-2018 WEF Global
Competitiveness Index, an inadequately-educated labor force is the second most cited challenge for firms
operating in Paraguay, and employers report significant gaps in the skills required for higher productivity
jobs. Despite large increases in education spending over the last decade, learning outcomes have not
improved, and in some cases, they have even deteriorated. The new Administration has made education
and training a priority area for action and has declared a ‘national emergency’. Elements of the reform
would likely include the strengthening of financing-allocation mechanisms in public education so that
resources follow students’ demands and needs; aligning teacher incentives to improve student outcomes;
and increasing the alignment of academic curricula and training services with current and future market
demands.

10 Giménez, Lea, Maria Ana Lugo, Sandra Martinez, Humberto Colman, Juan Jose Galeano, and Gabriela Farfan. 2017. Paraguay:
Andlisis del sistema fiscal y su impacto en la pobreza y la equidad. CEQ WP74.

1 The Cédigo Arandu (which in Guarani means "wise and intelligent”) was approved by Presidential Decree # 6381/2016, with
the objective of improving the management of public enterprises through the implementation of good corporate governance
practices.
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E. Government Program and the Role of Other External Partners

34, SCD findings are consistent with the Government’s strategic program. The Government program
is outlined in two development strategy documents — the long-term National Development Plan (NDP)
2030 and the PdG 2023, “Paraguay de la Gente”. The NDP’s overarching goals include a focus on
eliminating extreme poverty and achieving higher-than-average growth in the incomes of the bottom 40
percent. As such, the WBG’s twin goals are well aligned with the NDP and the PdG, which is anchored in
a medium-term economic framework and supports sustainable fiscal policies, enhanced tax revenue
efforts, improved efficiency in social protection polices, and widened financial inclusion.

35. The new Administration emphasizes an important shift in two transformational areas: anti-
corruption and democratization of the state as well as wide-reaching reforms to boost human capital
accumulation. The first months in office have been dominated by the new Administration’s determination
to tackle corruption, including by nominating respected professionals in key government positions.
Similarly, the difficult and sensitive discussion of the justice system has moved to center stage in the public
discourse. The Administration is also promoting a dialogue with political parties and social movements to
establish priorities for institutional reforms. The reform of the electoral code and possible modifications
to the National Constitution and the judicial system would be the priorities in the medium term. Similarly,
Paraguay’s new Administration has labelled the state of human development in the country as a ‘top
priority’. Gainful employment is seen as the strongest and most equitable social policy to be pursued.

36. Paraguay’s external partners are expected to play a significant and coordinated role in
supporting the development path lying ahead. Multilateral development partners include the Inter-
American Development Bank (IDB), the Development Bank of Latin America (CAF), the European Union
(EU), the European Investment Bank (EIB) and MERCOSUR through its Structural Convergence Fund
(FOCEM). Of these, CAF, FOCEM, EIB and IDB are focused principally on infrastructure development,
particularly, transport, water and energy. IDB, the largest financial partner, also plays an important part
in supporting the financial sector, ICT development (bridging the digital divide is a cross-cutting priority of
the Government’s PdG) and has been playing a key role in strengthening public administration. The EU
has been focused on electoral justice, education and social protection; and is currently preparing a
program for private sector development. Major bilateral donors include Korea, Japan, the United States
Agency for International Development (USAID) and Taiwan, China. Together with the Government, the
WBG is seeking to leverage its financial and analytical resources in close cooperation with the support
from other partners. For example, CAF, FOCEM and the EIB have approached the Bank to explore parallel
financing opportunities. Also, the European Union has confirmed a EUR1.2 million contribution to the WB-
led implementation of Doing Business (DB) reforms.

lll. WORLD BANK GROUP PARTNERSHIP FRAMEWORK

37. By design, the CPF takes on new and higher-risk activities that are central to Paraguay’s
development agenda while also scaling up interventions that proved successful in previous WBG
engagements. An overall financing envelope of about US$1,000 million is envisaged for FY19-FY23,
comprising IFC investments and various IBRD instruments. The agreed program for the first years of this
CPF includes supporting the Government to design priority reforms through RASs, in key — albeit sensitive
— areas such as health, education, and social protection. A central goal of the new program will be to
promote women'’s participation in the economy, which can have a transformative impact in eradicating
extreme poverty and increasing shared prosperity. Attention has also been paid to improving women'’s
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health and improving their access to social assistance. Closing gender gaps is a key feature of pillars 2 and
3 of the proposed CPF.

A. Lessons Learned from the Last CPS FY14-FY18

38. The development outcome of the previous Country Partnership Strategy (CPS) (FY15-18) is rated
as Moderately Satisfactory. While new lending had remained substantially unchanged from the previous
strategy cycle (FY09-FY13), WBG advisory services expanded considerably, covering a wide range of critical
development issues. Inter alia, these support the various results areas which had been outlined in the
CPS, including for poverty/equity analysis, reduction of macroeconomic volatility through fiscal policies
and savings mechanisms, improvements in the business climate, reduction of volatility in agricultural
prices, financial inclusion, and fostering open data and transparency. The Completion and Learning Review
(CLR) found that several ASA activities yielded tangible outcomes as they informed policy and structural
reforms. For instance, an ASA on agricultural pricing supported greater transparency and predictability in
grain prices and the establishment of the Bolsa Agricola. The DB advisory work provided valuable inputs
for reducing administrative red tape. Several lending activities also had solid outcomes, contributing to
improvements in pro-poor provision of basic services in energy, water and sanitation. Areas that fell short
of the anticipated outcomes included broader fiscal reform, including tax progressivity, and PPP
implementation. These issues continue to be part of the national agenda and the Government-WBG
dialogue.

39. Four lessons from the implementation of the previous CPS have a direct impact on the
preparation of the CPF. These include:

* ASA can be as effective as lending in achieving transformations, but selectivity and ownership are
imperative. RASs, in particular, have proven to be a useful tool for prioritizing Government
demand for WB advisory services. RASs can also be an effective vehicle to advance policy
definition and implementation while a financing operation is in preparation (given lengthy
effectiveness times). Programmatic ASA, given its flexibility, is also valuable in helping to cope
with changes during the implementation process of lending operations;

* Institutional capacity and governance constraints may determine the success of financing and
non-financing operations alike. Building strong sector governance, strengthening institutions and
technical capacity inside the executing agency is a key added-value element in each WB
investment project;

* Keeping projects simple and clearly anchored to a single institution is key to overcoming technical
capacity constraints. Simplicity in project design is an important contributor to timely
implementation and realization of outcomes, inter alia by minimizing bureaucratic complications
and bottlenecks;

* The CPF results framework should carefully choose interim indicators to ensure that results are
measurable mid-term at PLR stage. This helps account for Paraguay’s delays in project
effectiveness and implementation.

40. A positive lesson from the previous CPS also relates to the impact of a more high-profile role of
the WBG in fostering debates on Paraguay’s development. The Paraguay country office has sponsored
over the past years #AsktheEconomist public debates which are well attended and shared on social media,
and mobilize local think-tanks, academia and