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PREFACE

In response to a request from the Government of the Republic of Paraguay, the Government of
Japan agreed to conduct a Study on the Economic Development of the Republic of Paraguay, and
entrusted the study to the Japan International Cooperation Agency (JICA).

JICA organized a study team composed of Daiwa Institute of Research Ltd. and Pacific
Consultants International. The team, headed by Mr. Hidesuke KOTAJIMA of Daiwa Institute of
Research Ltd., visited the Republic of Paraguay five times between October 1998 and September
2000. In addition, JICA set up an advisory committee headed by Professor Akio HOSONO, of the
Research Institute for Economics and Business Administration, Kobe University, which examined

the study from technical points of view.

The team held discussions and conducted joint field research with the Paraguayan counterpart
team, which was headed by the Technical Secretariat of Planning and composed of officials from
relevant ministries. Based on these joint efforts, the team prepared the Draft Final Report and
presented it to the Government of the Republic of Paraguay in August 2000. After returning to

Japan, the team conducted further studies and compiled the final results found in this report.

I hope this report will contribute to forming an appropriate Development Strategy for the

Paraguayan economy. I also hope it enhances the friendly relations between the two countries.

I wish to express my sincere appreciation to the Paraguayan counterpart team and others

concerned for their close cooperation throughout the study.
November 2000

70

Kunihiko Saito

President

Japan International Cooperation Agency



November 2000

Mr. Kunihiko Saito
President,
Japan International Cooperation Agency

Dear Mr. Saito,

Letter of Transmittal

We, hereby, have the pleasure of submitting the "Study on the Economic Development of the
Republic of Paraguay." The report describes the results of the Study conducted by Daiwa Institute of
Research Ltd. and Pacific Consultants International, in accordance with the contract entered into with
the Japan International Cooperation Agency (JICA).

Our Study Team carried out five field surveys between October 1998 and September 2000. While in
Paraguay, the Team conducted a joint study with the Paraguayan counterpart team, composed of
different ministry officials, to formulate development strategies along with projects for
implementation, in order to enhance the economic competitiveness. In the process, skills and
technology were also transfered to Paraguay. Based on results of the field surveys in Paraguay and
study activities in Japan, the team prepared this report, in cooperation with the Paraguayan side.

In view of the urgency of strengthening the economic competitiveness and the socio-economic
development of the Republic of Paraguay as a whole, we recommend that the Paraguayan government
implement these suggestions without delay.

We wish to take this opportunity to express our sincere gratitude to the Technical Secretariat of
Planning and other authorities concerned in the Republic of Paraguay for the kind cooperation and
warm hospitality they extended to our Team. We also wish to express our deep gratitude to your
Agency, the Ministry of Foreign Affairs, the Japanese Embassy in Paraguay, and the JICA Paraguay
office.

Very truly yours,

Hidesuke Kotajima

Team Leader,

The Study on the Economic Development of the
Republic of Paraguay
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Municipalidad de Asuncion
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ACEPAR Paraguayan Steel Company Aceros del Paraguay S.A.
ANTELCO National Telecommunications Company Administracion Nacional de
Telecomunicaciones
APAL Alcohol monopoly corporation
APC Paraguayan Quality Association
ARP Rural Association of Paraguay Asociacion Rural del Paraguay
ASEAN Association of South East Asian Nations
BCP Central Bank of Paraguay Banco Central del Paraguay
BID(IDB) Inter-American Development Bank Banco Interamericano de Desarrollo
BIS Bank for International Settlements
BNF National Development Bank Banco Nacional de Fomento
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1. THE CLUSTER CONCEPT

The Sector concepts discussed in Chapter 2 of Main Report Volume 2 are “Concept to Overcome
Genera Constraining Factors of Competitiveness’ that are related to the overall Paraguayan economy
and “ Concepts in a Breakdown by Sector” that argue concepts shared by actors of a sector. However,
these plans do not discuss which products of which industry should strengthen their exporting
competitiveness specifically. In this section, we will clarify these points. They are cluster concepts,
which will not take up any specific industry but to improve efficiency of the economic cluster including
interrelated industries. Features of these concepts are in their intention to raise competitiveness of items
with high prospect and expand their exports.

1.1 CLUSTER ORIGINATING IN THE AGRO-INDUSTRY

The growth rate of the Paraguayan economy hit its peak in 1980 and has declined for more than 20 year
ever since. The decline appears mainly due to the relative decreasing ratio of private capital spending
and the increasing ratio of investment in private houses that do not directly lead to the increase in
production capacity from the standpoint of the macro economy. On the other hand, from the standpoint
of the micro economy, the agricultural sector of real sectors retains competitiveness relatively, but the
competitiveness of the manufacturing sector is gradualy declining. Moreover, items with more
processing and higher value added in particular are losing their competitiveness, which leads to the
reduction in investment in manufacturing sectors. Then, items with value added lose their
competitiveness further and give way to imported goods. At the moment, they seem to be in such a

vicious cycle.

The more they are processed, the lower their competitivenessis. There are two reasons for it. One of
them is the high trading cost among industrial sectors in the flow of supply chain. The cost includes
distribution, information, communication, credit and so on. With these, the products that went through
more processing seem to cost more. The other reason is the structure in which the manufacturing
industries in the downstream are difficult to get scale-merit. In other words, the scale of them is small.
Asaresult, the productsin the downstream are weak in development capacity, cost competitiveness and
export marketing capability compared to competing countries.

In order to develop economy, it is essential to shift the structure to the industry that can absorb much
employment and have high value added. They should focus on devel oping a manufacturing sector with
higher value added per 1 employee. To this end, it is redlistic to seek for industrialization by using
domestic resources with comparative advantage and sectors with production base at the core. When we
look at the current state of Paraguayan industry from this viewpoint, as mentioned before, items with
much processing are loosing their competitiveness while agricultural products retain relatively high



competitiveness. It is also characteristic that the agricultural processing industry represents more than
50% of the manufacturing industry in terms of production and value added.

Although Hong Kong and Singapore do not have affluent resources, they succeeded in advancing their
industrial structure from assembly and process to the information industry and the financia industry.
These cities owe their success to their advantageous locations as well as their investments in human
resources. However, Paraguay is an inland country and has disadvantage in location. On the other hand,
their potential in agricultural resource is promising. The economic development based on the
agriculture should be accompanied by industrial advancement and rise in value added of products. To
this end, it would be appropriate to choose interrel ated sectors for the supply chain from sectors related
to the agro-industry and reinforce their export competitiveness. In that case, main challenges would be
reducing transaction cost in the supply chain and strengthening competitiveness of bottleneck actors.

It is important to take a group of sectors with strong relations between sellers and buyers and
organizations concerned as a cluster and strengthen them, which iswhy we propose a strategy to develop
a cluster with the agro-industry as a base.

This plan requires Paraguayans to review their industrial policy in which they have made efforts in
expanding exports of nontraditional products. Exports of some nontraditional products are rapidly
growing. However, they are small in scale and do not make much contribution to the economy. On the
other hand, traditional products are large in scale and even slight efforts for their export expansion have
big impact on the economy. To boost the economic development by micro improvement, they have to
pay more attention than ever to the increase in value added and exports of traditional products.

1.2 STRATEGIC CLUSTER

Cluster means a group that belongs to a specific field and consists of interrelated companies and
organizations that are also geographical neighbors. These companies and organizations are linked by
their common features and complementary relations. Therefore, a cluster should be taken not only as
the same type of businesses located in a certain district but also as a group of different types of
businesses and organizations that are related to one another. The formation of a cluster means the
creation of a network within a specific geographical area, where the frequency of exchange and
influence increase because companies and organizations are located close to one another. Geographical
neighborhood makes it easy to generate intimate association between human beings, face-to-face
communication, and reciprocal action through the network of individuas and ingtitutions.

As was mentioned in 1.1, Paraguay has competitiveness in agriculture but their competitiveness is
weak in agricultural processing industries including food industry. This fact demonstrates that



coordination between agriculture and forestry and manufacturing industry are not always successful. It
also suggeststhat it is necessary to take agriculture, forestry and manufacturing industry as an integrated
cluster.

For instance, most of soybean isfinaly pressed oil, which is used for edible, and strained leesis used as
cattle feed. In Paraguay, however, only some 20 % of soybean production is pressed cil. Holland, to
which Paraguay exports large amount of soybean, imports about 5 million tons of soybean every year,
consumes half of the strained lees as cattle feed domestically and exportsthe rest. 1n addition, the cattle
that are raised on the feed are processed into pork mesat or chicken meat for alarge scale exporting. In
comparison with Holland, Paraguay has not developed competitive processing industry or stock-raising
industry that are positioned in later stage than the oil pressing. For al that their soybean has the world's
top class competitiveness, they fail to seize the opportunity of raising value added. Asfor cotton, they
have capacity of producing cotton thread or cotton fabric, but production facilities are unused due to the
shortage of raw material over the past severa years. The link between the production of raw material
and processing industry has become weaker. The wood processing industry has grown by depending on
affluent forest resources, but it is highly likely to scale down since their forestation project is making
little progress. As these examples, weak linkage between agriculture and forestry and manufacturing
industry often get them to miss the opportunity of creating new value added or induce the decline of
processing industry. |If the connection between agriculture and forestry and manufacturing industry
were stronger, agricultural sector would expand the market for agricultural processing, and agricultura
processing industries would raise their competitiveness by making use of raw materials' comparative
advantage. The government’s support, which have tended to focus on agriculture, should expand its
scope to the agricultural processing industry, which in turn can also increase the competitiveness of the
agriculture.

In the globalized market economy, the field of competition is shifting from between products or
companies to between clusters. Even though competitive products or companies exist momentarily,
they would not remain in the long lasting competition if the cluster supporting them were fragile. For
example, stevia, originated in Paraguay, went through cross breeding for reducing bitter principle in
Japan and other countries, and China started mass culture of stevia. As a result, competitiveness of
steviamoved to China, where crosshreeding and mass production were carried out, has competitiveness
now. On the other hand, Paraguayan competitiveness of stevia has declined. At the moment, only 3
companies are producing it. Paraguay lags behind China not only in culture technique but aso in
competitiveness as a stevia cluster with research laboratories of crossbreeding and cultivation method
integrated. It isimportant to reinforce the competitiveness of the cluster.

Cluster is essential to promote investment as well. It is necessary for the Paraguayan economy to
expand capital expenditure that is connected with the production capacity. A cluster would attract



domestic companies and foreign capitals for investment. In a district with a cluster, information on
sellers and suppliers, research laboratories, human resource and infrastructure including roads,
electricity and tap water would be ready more often than not. In such adistrict, it would be easy to start
operation of plants after their entry. Active investments would increase competitiveness of the cluster
and attract more investments, which would turn to be virtuous cycle. It isregretful that there is no such
a cluster in Paraguay and direct investments from overseas are made sporadically on many types of
businesses.

There can be a variety of clusters that extend from agricultural sectors to industrial sectors. From the
viewpoint of agriculture and forestry that cover raw materials, there can be as many clusters as the
number of farmed items. From the viewpoint of agricultural processing, clusters can be pointed out by
paying attention to common features or relevance of raw materials or processing method. There can be
various kinds of clusters that originate in the agro-industry. However, it isnot necessarily appropriate to
take up many clusters at oncein order to promote the cluster strategy. While there are limits to financial
resources and human resources of the central government and local governments to support reinforcing
clusters, it isimperative to put the economy on the growth track. It would be practical to select clusters
strategically and implement them preferentialy. Strategic clusters would be selected in terms of cost
effectiveness, economic effectiveness and feasibility.

1.3 REINFORCE OF T-FORM LINKAGE

The policy for developing strategic clusters that originate in the agro-industry must note following 2

points.

One of them istypical in agricultural processing. Since the coordination among industries as well as
agricultural processing industry is weak, their potential is not fully demonstrated. The higher the
economic standard is, the linkage impact of industrial linkage table would be bigger. In Paraguay, the
industrial linkage table has not been made, therefore, linkage impact cannot be determined. However,
we can point out that coordination between industries is weak by observing economic actors such as
farms and companies. In case of agricultural processing, close coordination between agriculture and
processing is important. In processing fresh vegetables and fruits, the existence of agricultural
processing industry that purchase harvested agricultural products immediately is valuable. To
agricultural processing industry, stable supply of raw materials is a condition to keep operation rate of
plants. However, coordination between the agriculture and processing industry is not good in many
cases. |n addition, transactions between processing business are small. In Paraguay, about 600,000 tons
of soybean lees are produced annually. Only 40% of them are sent to mixed feed plants in Paraguay.
The rest is exported as lees. As for processing cotton, from cotton thread, cotton fabric, coloring, to
sewing, industriesin latter stage are smaller in scale. This holds true in wooden products processing.



Some people point out that the concept of vertical integration is obsolete and products should be
produced in most appropriate land because we can exchange information and goods quickly and the cost
is low in this globalized economy. In some cases, countries that do not produce raw materias have
strong competitiveness in processed products in wider definition such as textiles, leather goods,
woodenwares and aroma chemicals. However, in general, there are much more countries with raw
materials production which seek for vertical integration and show competitiveness in the field of
processed goods. It is common to agriculturally developed countries to have advanced vertica
integration of agricultural processing. It istrue that Paraguay is an inland country, where high export
freight deters the growth of exports. In this context, it is required to increase the extent of processing in
order to raise unit prices for exports per unit weight. To this end, promoting vertical coordination in an
industry is an important direction.

The second point to noteis characteristic of Latin America. In Paraguay, companies have little sense of
unity. Chilean or Argentina companies are increasingly dominating distribution channels in domestic
market of Paraguay. Multinational companies have come to dominate the soybean market. However,
Paraguayan companies lack unity. It holds true in exporting. Paraguay is a small country not only in
MERCOSUR but aso in the world. We expect that it would be extremely difficult to raise export
competitiveness without unity of businesses in Paraguay, where only smal and medium sized
companies gather. In Denmark or New Zealand, which have strong export competitiveness, companies
in the same industry are tied closely. Such a strong tie is reflected to export competitiveness through
functional activity of the marketing board. In Paraguay, it is necessary to strengthen horizonta tie
between businesses in the same industry to raise competitiveness, let alone dairy goods businesses that
require more mergers and aliances.

It holds true in the agriculture as well. It isimpossible for individual farmers without unity to supply
required quantity of products that meet the needs of overseas market or processing industries at fair
prices when they are necessary. Agricultural cooperative associations will play major rolesin creating
the horizontal tie between farmers and improve competitiveness or bargaining power of them all.
Agricultural cooperative associations have functions to promote horizontal integration in the
agriculture.

The government has paid attention to the agriculture through support measures. However, in
comparison with the agriculture, support to the manufacturing industry is not enough even though there
are laws to promote investment or funds for industrialization. Compared to Brazil, where positive
support for the agricultural processing industry expand the demand for agricultural products and support
the agriculture indirectly, Paraguay’s support to this industry is scarce although the agricultural
processing industry represent more than half of the manufacturing industry in terms of the number of



employees and value added.

As mentioned before, Paraguayan industries have weaknesses in vertical integration of supply chain,
horizontal integration among the same type of industries and support measures for middle or
downstream industries. It will be important tasks to seek for vertica and horizontal integration. In
symbolic expression, deepening T-form linkage is the basic policy for strengthening the strategic
cluster.
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