LATIN AMERICA

2040







LATIN AMERICA

2040

Breaking Away from Complacency:
An Agenda for Resurgence



Copyright © 2010
Sage Publictions

The findings and recommendations of the book are solely the responsibility of the authors and the
Centennial Group.



Xv

xvii

19

21

71

101

139

141

165

187

217

Contents

Latin America 2040
Breaking Away from Complacency:
An Agenda for Resurgence

Foreword

Acknowledgements

Introduction Harinder S. Kohli

Part I.
Chapter 1. Breaking Away from Mediocrity to a Prosperous Future
Claudio M. Loser and Anil Sood

Chapter 2. Latin America: Is Average Good Enough? Homi Kharas

Chapter 3. Successful Macroeconomic Performance: Launching Long-
Term Reforms Claudio M. Loser

Part Il.
Chapter 4. Is Latin America Becoming Less Unequal? Nora Lustig

Chapter 5. How Can Education Help Latin America Develop? Jeffrey M.
Puryear and Tamara Ortega Goodspeed

Chapter 6. Innovation and Technology Development for Economic
Restructuring Vinod K. Goel

Chapter 7. Infrastructure Needs for a Resurgent Latin America Harpaul
Alberto Kohli and Phil Basil



vi

LATIN AMERICA 2040

229 Chapter 8. Greater Openness: Regional Cooperation and Trade
Harinder S. Kohli and Claudio M. Loser

251 Chapter 9. Democratic Governance and Political Sustainability:
Towards a Prosperous Latin America Michael Shifter

267 References



List of figures, tables and boxes

Figures
Introduction
1 Share of Regions/Countries in World GDP
2 TFP, Relative Levels and Changes During 1980-2007 (%)

Chapter 1
1 Per Capita Income: Latin America and Others, 1913-2008, US$
2 Per Capita Income in PPP Terms (1955=100)
3 Latin American Share in World GDP vs. Commodity Prices
4 Latin America has Lagged Behind East Asia
5 Percentage of Years Since 1981 with Growth Below 1 and 2%
6 Gini Coefficient by Region (in percent), 2004
7 Trade/GDP Ratio (adjusted for population)
8 TFP Scores, 1980-2009, US 1980=100
9 TFP Relative Changes from 1980-2009
10 Quality of Education 2008
11 Technology Readiness 2008
12 Infrastructure 2008
13 Ease of Doing Business 2010
14 Informal Economy Estimate
15 Competitiveness 2009-2010
16 Per Capita Income—Alternative Scenarios (market ER)
17 Latin American Share of World GDP
18 Three-Pillar Strategy for a Prosperous Latin America
19 Investment (% of GDP)
20 Savings (% of GDP)
21 Evolution of the Gini Coefficient (in %)
22 Gini Index and Poverty Headcount of Selected Latin American and Asian
Countries 2004-2007



viii LATIN AMERICA 2040
23 Total Public Education Expenditure as % GNP, 2007
24 Public Spending per Student on Primary Educaiton ($PPP), 2007
25 Graduates in Science & Engineering (% of total graduates)
26 Quality of Infrastructure by Sector and Region
27 Total Infrastructure Investment Requirements: 2011-2040
28 Political Views in Latin America—2009

Chapter 2
1 Latin America Share of Developing Country Output, 1965-2009
2 Latin American and World Per Capita Income
3 Capital-Labor Ratios
4 Real US GDP Per Capita, 1870-2006
5 The Four Speed World
A1 Regression Results
A.2 RER Convergence Process

Chapter 3
1 Growth of GDP in Developing Asia, Latin America and the World (annual percent)
2 Inflation
3 World Trade Projections (percentage change, annual)
4 Trade Growth in Latin America and Emerging Asia
5 Evolution of Commodity Prices (2005=100)
6 Latin American Trade Share (% of total)
7 Emerging Market Spreads and Comparison with Selected Markets
8 Recovery and Growth Support in Latin America
9 External Current Account, Fiscal Balance, Exchange Rate and Terms of Trade
10 Global Gains/Losses of Total Assets as % of GDP
11 Factors Behind Global Assets Losses 2003-2009 (% of GDP)
12 Breakdown of Assets Losses in 2008 by Country (% of GDP)
13 Asset Losses by Region (quarterly as % of GDP)

Chapter 4
1 Change in Gini Coefficient by Country: Circa 2000-2007
2 Latin America and Europe: Market Income and Disposable Income
3 Gini Coefficient by Region (in %), 2004
4 Gini Coefficient by Country (in %), 2004
5 Gini Coefficient (in %) for Latin America: 1990-2005
6 Headcount Ratio by Region (in %): 1990, 1996, 2002 and 2005 (in %)
7 Poverty among LAC Countries, 1990-2006



LIST OF FIGURES, TABLES AND BOXES ix

8 Poverty among LAC Countries, 1990-2006

9 Household Per Capita Income and its Determinants

A1 Evolution of the Gini Coefficient for the Brazilian Distribution of Persons
According to their Family Per Capita Income

A.2 Annual Growth Rate for Per Capita Income in Brazilia, by Percentile, 2001-
2007

A.3 Education and Inequality among Workers in Brazil, 1995-2007

A.4 Evolution of Labor Earnings Differential among Metropolitan and Non
Metropolitan Areas in Brazil, 1995-2007

A.5 Mexico: Gini Coefficient, 1984-2006

A.6 Mexico: Incidence of Extreme Poverty: 1968-2006

A.7 Mexico: Growth Incidence Curves, 2006/2000

A.8 Mexico: Skilled/Unskilled Wage Gap, 1984-2007

A.9 Mexico: Mean Log Wage of Male Workers by Education and Experience

Chapter 5

1 Total Public Education Expenditure as % of GNP, 2007

2 Public Spending per Student on Primary Education (US$PPP), 2007

3 Enrollment Rates, Latin America and the Caribbean, 1999 and 2007

4 Primary Completion (%), 2008

5 Difference in Attendance between Richest and Poorest 20% 7 to 12-year olds,

1990-2006

6 Secondary Graduation Rates, 2007

7 Students with Low Achievement in PISA Science Test, 2006

8 Third Grade Students with Low Achievement in SERCE Math Test, 2006

9 Third Grade Performance in SERCE Reading Test, 2006 (Cuba and Dominican

Republic)

10 Tertiary Graduates in Science and Engineering, 2007

11 Scientific and Engineering Article Output of Emerging and Developing Countries
by Region, 1998-2001

12 Patents Granted by United States Patent and Trademark Office, 2008

13 Population Aged 20-24 that has Completed Upper Secondary Education,
Poorest 20% vs. Richest 20%, 2005

14 Gap between Rich and Poor Students in PISA Science Test, 2006

15A Boys’ Advantage over Girls in 6th Grade Math Exam, 2006

15B Girls’ Advantage over Boys in 6th Grade Reading Exam

16 Percent of Public Education Spending Going to Richest 20% and Poorest 20%,
Latin America, 2006



LATIN AMERICA 2040

Chapter 6

1 TFP, 2009 Relative Levels and Changes during 1980-2009—Latin America, Asia
and OECD

2 TFP—Latin American Countries vs. OECD & NICs, Developing Asia

3 HDI: Levels and Changes, Selected Countries in Latin America and Asia, 1980-
2007

4 Global Competitive Index, 2009

5 GClI Innovation Indes, 2009 Latin America, OECD and NICs, Asia

6 Quality of Education, 2008—Latin America, Asia, OECD

7 Tertiary Enrollment, 2008 — Latin America, OECD and NICs, Asia

8 Science and Engineering Graduates, 2007

9 Technology Readiness, Selected Countries, 2008

10 Gross Expenditure on Research and Development as a % of GDP in Latin

American Countries and Selected Economies
11 Expenditure on R&D (US$ billion PPP), 2007

Chapter 7
1 Total Investment Requirement Costs: 2011-2040
2 Total Investment over Time (billion $ and % GDP)
3 Investment Requirements, All Sectors: 2011-2040, Percent of GDP
4 Investment Requirements by Sector (2011-2040)
5 Aggregated Needs by Sector as Percent of GDP

Chapter 8
1 Latin American Trade Restrictiveness and Trade Share to GDP
2 Trade to GDP Ratios
3 Ratio of Trade to GDP, Actual and Adjusted for Population
4 Ratio of Exports to GDP in Real Terms (1979=100)
5 Destination of Exports: Latin America
6 Destination of Exports: Latin America without Mexico, Brazil, Venezuela
7 Destination of Exports: Mexico
8 Destination of Exports: Brazil
9 Composition of Exports: Latin America
10 Composition of Exports: Latin America (constant real prices)
11 Composition of Exports: Latin America excl. Mexico, Brazil, Venezuela
12 Composition of Exports: Latin America excl. Mexico, Brazil, Venezuela, (constant
real prices)
13 Composition of Exports: Mexico
14 Composition of Exports: Mexico (constant real prices)



Tables

LIST OF FIGURES, TABLES AND BOXES

15 Composition of Exports: Brazil

16 Composition of Exports: Brazil (constant real prices)

17 Export Composition

18 High Technology Exports as Percent of Manufacturing Exports

19 High Technology Exports as Percent of Manufacturing Exports (Latin America)
20 High Tech Exports (as % of total exports)

Chapter 9

1 Democracy Guarantees Freedom of Political Participation Latin America 2007-
2008/Totals by Country 2008

2 Most Important Problem: Crime and Unemployment Latin America 1995-2008

3 Evaluation of the Poalitical Parties Latin America 2006-2008/Totals by Country
2008

4 Trust in Political Parties Latin America 1996-2008/Totals by Country 2008

5 Trust in Government Latin America 1996-2008/Totals by Country 2008

6 Democracy in My Country Works Better than in the Rest of Latin America 2008

7 Equality Before the Law Latin America 2002-2008/Totals by Country 2008

Chapter 1
1 Economic Indicators: Latin America and the World
2 Average Factor and GDP (PPP) Growth Rates, 1979-2009, Selected Regions
3 Latin America—A Fading Global Force
4 Knowledge Economy Index in World Regions
5 Access to Infrastructure Services, by Region
6 Growth in World Exports
7 Percentage of Exports within Region
8 Top 10 Emerging Markets by GDP
9 Latin American Export Destinations
10 Democracy Gets the Upper Hand in Most Countries
11 Key Issues at National Level

Chapter 2
1 Top Ten Emerging Economies and Share of Major Latin American Economies in
Top Ten Economies’ GDP, 1980-2009
2 Average Growth Rates, 1979-2009, Selected Regions
3 TFP Levels, 1980 to 2007, Selected Countries, USA 1980=1.00
4 Latin America—A Fading Global Force
5 Latin America—A Revival Scenario

Xi



Xii

LATIN AMERICA 2040

Chapter 3
1 GDP Growth Projections
2 Inflation
3 World Trade Projections (percentage change, annual)
4 Workers Remittances (billions US$)
5 International Tourist Arrivals
6 Selected Countries—Stock Market and Exchange Rate Changes
7 Emerging Market Economies’ External Financing
8 Foreign Direct Investment, Recipient Regions Flows and Stocks (billions US$)
9 Emerging Market Economies’ External Financing
10 Total Financial Assets (as percentage of GDP)
11 Total Financial Assets (as percentage of GDP)
12 The G-20 Package: Estimated Availability of New Funds to Latin America

Chapter 4
A.1 Poverty and Extreme Poverty in Brazil, 2001-2007

Chapter 5
1 Percentage of 15 to 19-Year Olds who have Completed Primary Education, 2004
2 Percentage of 20 to 24-Year Olds who have Completed Secondary Education
A1 PISA: Mean Score on the Mat Test (points), 2000, 2003, and 2006
A.2 PISA: Mean Score on the Reading Test (points), 2000, 2003, and 2006
A.3 PISA: Mean Score on the Science Test (points), 2000, 2003, and 2006

Chapter 6
1 Key Science, Technology and Innovation Indicators, Selected Countries
2 Knowledge Economy Index (KEI) for Selected Groups and Regions, 2009
3 Technological Specialization Index: Selected Countries, 1970-2007
4 Innovation Strategies for Selected Country Clusters

Chapter 7
1 Total Investment Needs (2011-2040)
2 Total Investment Requirements by Sector (2011-2040) (on US$, 2009 prices)
3 Total Investment Requirements by Country, 2011-2040 (on US$, 2009 prices)
4 Investments as Percentages of GDP 2011-2040, Base Case
A1 Current State of Infrastructure in Latin American Countries

Chapter 8
1 World Export Volume (2000=100)



LIST OF FIGURES, TABLES AND BOXES Xiii

2 Share of World Exports

3 Export Growth (annual percentage average)

4 Intra-regional Trade 1980-2007 (in percent of total trade for the region unless
specified)

5 GDP (PPP) Top in World 2009

6 GDP (MER) Top in World 2009

7 Average Growth in Trade in Past 10 Years (2000-2009)

Chapter 9
1 Support for Democracy

Boxes
Introduction
1 What is the Middle Income Trap, and how did some East Asian Countries Avoid
it?
Chapter 1
1 Latin America in the Middle Income Trap?
2 What Makes East Asia Different from Latin America?
3 Importance of the Middle Class in Fueling Growth—GDP Per Capita, 1979=09;
1994=100
Chapter 6

1 Examples of Inclusive Innovation Potential
2 Innovation in BRIC Countries



Xiv



Foreword

During the past decade, most Latin American countries demonstrated sound macroeconomic man-
agement which, accompanied by significant social initiatives and substantial microeconomic progress
as well as favorable international economic conditions, generally led to sustained growth and improved
social conditions throughout the region. Although these factors helped Latin America weather the
global crisis which began in 2008 relatively well, it was also evident that our region continues to be
very vulnerable to external shocks and very dependent on what happens in the financial and commer-
cial markets of the world economy. This strengthens our conviction that there is no room for compla-
cency among Latin American leaders and policy makers regarding our current economic and social
situation.

Indeed, the region still needs to address important structural challenges if it is to attain truly sus-
tainable levels of social, economic, environmental, and political development. These challenges include
the enormous social disparities that continue to prevail in the region, the low levels of domestic savings
and investment, the excessive concentration on exports of raw materials and other low value-added
commodities, and the relative lack of competitiveness and productivity of the region’s industries, com-
pared with other regions of the world. To a great extent, these structural challenges explain why Latin
America has increasingly lost relevance in the world economy during the last 40 years, especially as
the Asian economies have advanced most dynamically.

For these reasons, with the encouragement of its shareholder countries, CAF launched a year-long
process to develop a vision for the longer-term social and economic development of our region, as
part of its 40th anniversary activities. The basic idea is for diverse groups of policy-makers, academics,
business executives, civil society, etc., to reflect on a series of development related topics from a Latin
American perspective. The underlying premise is that there are no intrinsic barriers to Latin America’s
emulation of the success of East Asian economies in the past fifty years, and of China and India more
recently, and that CAF has a proactive role to play in helping the region attain its potential.

To develop such a longer-term vision for Latin America and to learn from the Asian experience, we
commissioned Centennial Group International to prepare a study called Latin America 2040: Breaking
away from complacency, an agenda for resurgence. This study represents an important first step in
developing a long-term vision for the region’s development, and lays the groundwork for a revision of
CAF’s own corporate strategy for the long run. Centennial Group International presented the study at
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a meeting of CAF’s Board of Directors and other major stakeholders in early July of this year, where it
was well received. This book is based on that study and reflects some of the comments and sugges-
tions made at the meeting.

| believe that the study presents a compelling and yet realistic vision of what Latin America can
become within the next thirty years—that is within one generation—should the national leaders, policy
makers, and private businesses tackle the daunting policy and institutional reforms agenda identified
by the authors. Indeed, the study exceeds my already very high expectations when we commissioned
it, given the talent and experience of the 12-person team that worked on this project.

| congratulate the authors for the candid but respectful manner in which they have: traced Latin
America’s underperformance relative to the dynamic economies of East Asia; explained in plain lan-
guage the basic reasons for the differential economic and social performance of the two regions; and
suggested what Latin America must do to regain its past momentum and achieve a much needed
resurgence.

| recommend the book to everyone—within and outside the region—interested in the long- term
economic, social and political development of Latin America. They will find the book both thoughtful
and thought provoking.

Finally, | must thank the three editors—Claudio Loser, Harinder Kohli and Anil Sood—for the exem-
plary job they have done in producing this book in record time.

Enrique Garcia
President and CEO
CAF - Banco de Desarrollo de América Latina
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EXECUTIVE SUMMARY 1

Latin America 2040
Breaking Away from Complacency:
An Agenda for Resurgence

Claudio M. Loser, Harinder S. Kohli, and Anil Sood

Region’s Natural Endowments and Strengths

Latin America is arguably the most richly endowed developing region of the world. With vast areas
of fertile land, plenty of sunshine, and abundant water resources, it stands in stark contrast to most
developing regions including Africa, East, Central, and South Asia as well as the Middle East, which
are increasingly threatened by water stress and shortages. In addition, Amazonia has the largest
remaining rainforests in the world, an extremely valuable natural defence against the threat of climate
change. The harvest of its oceans, such as tuna and shrimp, is highly desired by people throughout
the world. Its abundance of mineral resources including oil, gas, copper, silver, and coal is also eagerly
sought by both developed and developing countries, especially in fast-growing Asia.

The region also enjoys a number of other crucial advantages that facilitate economic development
and social progress. With over two hundred years of independence and self-governance, compared
to Asia and Africa, which achieved inde-
pendence from colonial rule only after
1945, Latin America has had plenty of
time to build on the institutions left by
Europeans. A majority of people share
a common history, language, culture
and religion. There is widespread pride
in being Latin American. Furthermore,
the countries enjoy strong historic ties
and physical proximity to the world’s

two largest markets, North America and

Photo Credit: CAF

Europe.

Throughout the twentieth century
and continuing today the region has been building modern physical and institutional infrastructure
at national and regional levels, to leverage these natural advantages. Since the 1960s the region has
also invested in regional infrastructure including the Pan American highway, which links Mexico in
the north to Chile in the south (90 percent complete) and the regional hydro-electrical complexes in
the Southern cone. It has set up numerous regional and sub-regional institutions and coordination
mechanisms.
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The strong natural advantages, proximity to, and close business ties with North America and
Europe, and relatively advanced institutional and physical infrastructure had made Latin America the
most prosperous developing region by a wide margin.

Until the late 1970s, the region enjoyed economic growth above the global average, and appeared
to have great promise. Income levels compared to the United States rose from 12 percent in 1970 to
17.7 percent in 1981. As Latin America’s per capita income steadily rose, by 1980 most Latin econo-
mies joined the ranks of middle-income societies—well before Asia—and appeared to be steadily
closing the remaining income gap with the developed countries.

Consequently, until the late 1970s, Latin America was generally regarded as the developing region
with the greatest promise, while Asia was not only the poorest region, but also judged as both socially
and politically fragile.

Recent Economic and Political Developments

After suffering repeated economic crises from the 1970s to the early 2000s, Latin America, along

with most other regions, entered a new era of economic progress and robust growth during the

past eight years. This improved economic performance has generated a welcome combination of
self-satisfaction and optimism in the region after aimost two decades of pessimism. The following
indicators illustrate the recent progress:

e Despite expected major variations between countries, the region as a whole enjoyed an aver-
age real annual economic growth of 4.7 percent between 2003 and 2008, the highest sus-
tained growth recorded since the 1970s. With slowing population growth, this yielded a per
capita income growth of 3.4 percent a year. While 2009 saw a decline of 1.6 percent due to
the global crisis, Latin America again enjoyed high real growth in the most recent years (6.2
percent in 2010 and 4.5 in 2011), surpassing global growth rates in both years.

e Unlike previous periods of high growth, the latest episode was not accompanied by higher
inflation or external imbalances. This hard won price stability should yield major benefits over
the longer term through increased consumer and investor confidence, hopefully leading to
higher savings and investments rates (provided that they are accompanied by improvements
in business climate and deepening of financial systems).

e During the last few years, good progress was achieved in another major social and economic
problem plaguing the region: huge disparities in incomes and living standards. Since 2003,
there was a noticeable decline in absolute poverty and a reduction in inequities in many coun-
tries including the two largest economies, Brazil and Mexico.

e The region as a whole has weathered the latest global economic and financial crisis reason-
ably well though Mexico and some countries in Central America were hard hit initially. Unlike
the OECD countries and some developing regions (such as Central and Eastern Europe),
overall Latin America suffered a much more modest slowdown in economic activity. Its finan-
cial systems withstood the storm quite well. Many countries have recovered well, though the
region remains exposed to the volatility of global conditions.
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All'in all, the region can derive much satisfaction from its economic performance since 2003 (with
Mexico being a major exception). An important factor behind this performance was the very positive
global economic environment through 2007—including the expansionary monetary policies adopted
by most major economies—under which the world enjoyed several years of unprecedented —and
one might say unsustainable—prosperity, booming international trade, and increased private capital
flows. Higher global growth in turn contributed to record commodity prices. This favourable global
economic environment in turn helped fuel Latin America’s growth. At the same time, domestic policy
reforms during the 1990s (which led to prudent monetary and fiscal policies, more realistic exchange
rates, stronger regulation and supervision of banks) played a critical role in keeping inflation low and
removing vulnerabilities.

Having finally secured macro-balances and price stability that had eluded it for so long, the region
can now focus on policies and issues important for its longer-term growth and well being. This is the
focus of this book.

Longer Term Performance and Comparison with East Asia

The above-noted progress in absolute terms during the past few years is both real and laudable.
But, it must not obscure the fundamental longer-term trends and issues that Latin America faces.

A review of Latin America’s longer-term performance paints a much more sombre portrait. It por-
trays a region that has essentially been stagnant relative to the rest of the world through the 1990s,
and only keeping pace with others since. It is a region that suffers the highest disparities in the world,
and that is steadily losing, and may have already largely lost, its long standing position as the world’s
most advanced and prosperous developing region. Consider the following facts:

e In 1965, Latin America accounted for 6.6 percent of global GDP. Forty years later, in 2005, it
had only 5.8 percent (Figure 1). In other words, while Latin America’s real per capita income
rose between 1965 and 2005 by 91 percent, so did it for the world as a whole, leaving the
region no better (and actually worse) in relative terms after forty years. While the region gener-
ally did better than the world in the 1960s and 70s, it experienced lower average real GDP
growth than the world since the 1980s (though the trend now seems to be reversing itself)
(Figure 2). Recent years have seen considerable improvement with Latin America accounting
for 7.8 percent of global GDP in 2010 and 8.1 percent in 2011, but much of the improvement
between 2005-2010 is due to enhanced terms of trade and a significant exchange rate appre-
ciation, particularly in Brazil and Argentina. Real GDP growth in Latin America until 2010, in
fact, was actually slower than the global GDP growth.

e The income of many Latin American countries relative to the US has also stagnated. In terms
of GDP per capita, Argentina went from a share of 44 percent of the US in 1981 to 23 percent
in 2011, and Mexico from 31 percent of the US to 21 percent. In contrast, successful Asian
countries—including Korea and China—continue their unrelenting march towards converging
with the developed economies. For example, in 1981 the per capita income of Korea was 14
percent of the US and by 2011 it had reached 47 percent. China has risen from 1.2 percent
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Figure

1 I Latin America remains stable as a share of the world
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to 11.2 percent.

e In general, the ups-and-downs of Latin America’s importance in the world economy have
followed the cycles of commodity prices rather than reflecting sustained self-generated
development.

e In 1981, Latin America accounted for 35 percent of emerging and developing country GDP.
In 2011, Latin America’s share of emerging and developing country GDP had dropped to only
22 percent.

e |n 1981, Brazil and Argentina each enjoyed a slightly higher GDP that China. Mexico’s GDP
was 73 percent higher than China’s and 49 percent higher than India’s. Argentina’s economy
was almost double that of Indonesia, a country with almost six times the population. By 2011,
Indonesia’s GDP was almost double that of Argentina and India’s was 45 percent larger than
Mexico’s. China today is significantly larger than all of Latin America combined.?

e Perhaps the single most troublesome longer-term issue is that Latin America has been the
most prosperous developing region for almost a hundred years, but it suffers from the highest
disparities of income, even higher than in Africa. Despite the recent progress cited above, the
disparities today essentially remain as large as forty years ago. These disparities are a hidden
and ticking time bomb that can destroy the very social and political fabric of the region.

There are two basic messages here. First, most countries in Latin America—with the exception

of Chile—have stopped converging with the United States (in the last few years Brazil has regained
growth momentum but it is too soon to say whether this is a longer-term trend). Second, Latin America
is gradually but steadily surrendering its leadership of the developing world to Asia.

Are Latin American Economies Mired in the Middle-Income Trap?

The inability of the Latin American economies to further close the productivity and income gap
with developed countries during the past forty plus years suggests that the region has become mired
in the “middle income trap” (Box 1). Their persistent subpar performance is a sharp contrast to that of
most Asian economies.

Asia’s recent superior performance can be explained by many “technical” aspects, such as
its much higher savings and investment rates, better human development, export orientation, bet-
ter global competitiveness and cost of doing business rankings, etc. However, we believe that Latin
America’s fundamental problems arise from deeper structural weaknesses, lack of an effective long-
term development strategy, past focus on short-term issues and, above all, an ideological approach
to policy.

Few countries sustain high growth for more than a generation, and even fewer continue high
growth rates once they reach middle-income status. Some features differentiating growth beyond mid-
dle-income from growth from low-income to middle income are clear. Growth tends to become more
capital intensive and skill intensive. The domestic market expands and becomes a more important

1 Based on IMF WEQ’s current GDP numbers, April 2012.
2 ibid.
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Box What is the Middle Income Trap, and how did

1 some East Asian Countries Avoid it?

The middle income trap refers to countries stagnating after achieving middle income status
and not growing to advanced
country levels. This is illustrated in

— 18,000
the figure, which plots the income % South Korea per
capita of three middle income S 15,000
countries between 1975 and 2005. 3 Avoiding the middle income trap In
a steadily growing country, the E 12,000
line would be continuously rising &
over time (positive growth), that 9,000 is
towards higher income levels. That is
the experience of South Korea. 6,000 Brazil
But many middle income
countries do not follow this pattern. 3,000 South Africa
Instead, they have short periods Caught in the middle income trap of

growth offset by periods of decline.
Rather than steadily moving up over
time, their GDP per capita simply
moves up and down. That is the
middle income trap—unable to compete with low income, low wage economies in manufacturing

1975 ©
1980
1985
1990
1995
2000
2005

exports and unable to compete with advanced economies in high skill innovations.

engine, especially for growth of services. Wages start to rise, most rapidly for highly skilled workers,
and shortages can emerge. The traditional low-wage manufacturing for export model does not work
well for middle-income
countries. They seem
to become trapped in a
slow growth mode unless
they change strategies
and move up the value

EWERRER Y15

chain. Cost advantages in
labour-intensive sectors,
such as the manufactured

exports that once drove ‘
) Photo Credit: Ahunt
growth, start to decline
in comparison with lower wage poor country producers. At the same time, middle-income coun-
tries do not have the property rights, capital markets, successful venture capital, or critical mass of

highly skilled people to grow through innovations as affluent countries do. Caught between these two
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groups, middle-income countries can become trapped without a viable high-growth strategy.

This seems to be what has happened to Latin America. For example, Mexico’s economy grew at
an average annual rate of about 6.6. percent over the 30 years from 1950 to 1980 but slowed to an
average annualized rate 2.4 percent in the subsequent 30 years, from 1980 to 2010. Likewise, Brazil’s
growth averaged about 7.1 percent a year in the thirty years from 1950 to 1980 but slowed to aver-
age of 2.0 percent from 1980 to 2000 (although it has improved substantially in recent years). In many
Latin American countries, wages are too high to be globally competitive in basic manufacturing . The
collapse of the region’s garments producers after protection was withdrawn is proof of that. Yet, Latin
America does not have the research and development capabilities that allow it to develop new prod-
ucts in advanced areas (exceptions are by now familiar: For example, Embraer in Brazil).

Importance of the Middle-Class in Fuelling Growth

In some middle-income countries, the domestic market can complement export markets as the
economy matures and the local market becomes large. In most countries, domestic consumption
typically starts to grow quickly when incomes per capita reach around US$6,000 in PPP terms. This
did not happen in Latin America, perhaps because of its relatively small middle class.

Compare Brazil with South Korea, for example. Brazil's growth started to slow after 1980, when
it had reached a per capita income level of US$7600 (PPP). At that time, its middle class, defined as
households with incomes of between US$10 and US$100 per capita per day, was just 29 percent of
the population. This made it impossible for the middle class to drive further growth. In contrast, South
Korea's income per capita reached US$7700 (PPP) in 1987. By that time, South Korea’s evenly distrib-
uted growth had produced a sizeable middle class, which accounted for 53 percent of the population.
The country capitalized on the demand from this large middle class to grow its service industries and
create the building blocks for a knowledge economy. Today, 94 percent of Korea’s population is mid-
dle class.

The middle class can provide an impetus for growth in ways other than just consumption demand.
For example, the middle class typically values and demands a high-quality education for their children.
The causal channel is less important than the suggestion that distribution plays an important role in
sustaining growth.

What Makes East Asia Different from Latin America?

Latin America’s loss of its long standing position as the most prosperous and promising develop-
ing region is best illustrated by comparing its economic and social development relative to East Asia in
general, and the so called NICs more specifically.

Between 1965 and 2011, the real per capita income of the NICs grew at an average annual rate of
5.6 percent, while Latin America recorded a real per capita growth rate of only 1.8 percent. As a result,
in terms of per capita income, the NICs—that lagged well behind Latin America in 1965 (US$2,087 vs.
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US$3,924)—leapfrogged over the region (US$25,483 vs. US$8,781) in 2011.2 This illustrates how the
most dynamic economies in Asia, now joined by China and India, have continued to converge with the
most prosperous nations, while most Latin American economies have become mired in the middle-
income trap. Other striking differences between East Asia and Latin America include:

Political leaders in East Asia are intensely focused on economic issues and are not preoccu-
pied with geo-political issues or ideological debates. This is in sharp contrast to Latin America.
All successful East Asian countries, as well as China and India, have achieved major gains in
total factor productivity (TFP) while Latin American countries have remained relatively stag-
nant. From 1980-2012, the two largest economies (Brazil and Mexico) have even regressed
somewhat (Figure 3).

East Asian countries have much higher savings and investment rates than Latin America (sav-
ings are 46 percent of GDP in developing East Asia vs. Latin America’s 21 percent*).

East Asia has placed much greater emphasis on human development and put a high pre-
mium on meritocracy in its education system. It has achieved, in relative terms, much higher
educational standards, and graduates a significantly higher number of engineers, scientists
and doctors than Latin America.

East Asia’s investment, public as well as private, in infrastructure has been much higher than in
Latin America, and it has deeper financial markets, particularly non-bank financial institutions.
Each Asian economies are more open than Latin America, with total trade to GDP ratios of 67
percent for developing East Asia vs. 46 percent for Latin America.® The NICs are much more
open with a total trade to GDP ratio of nearly 200 percent.

The structure of production in
East Asia has changed dra-
matically in the past forty years
with the region becoming the
manufacturing hub of the world,
while Latin American econo-
mies remain highly dependent
on commodities and agricultural
products.

Even as East Asian econo-
mies moved from low-income
to middle-income and finally to
upper middle-income status their

Photo Credit: CAF

income distribution and other
social indicators have remained much more equitable, while Latin America continues to suffer

3 Inconstant 2010 US$
4 World Bank - World Development Indicators

5 Ibid
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Figure

3 Latin America’s TFP performance has been generally poor
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from the highest disparities of any region in the world.

e East Asia’s more equitable distribution of incomes and assets allowed it to develop a large
middle class as soon as the countries achieved middle-income status and this fast growing
middle class in turn gradually became an engine of innovation, entrepreneurship and domes-
tic consumption that fuelled further economic growth. In contrast, Latin America’s policies
were ungeared at developing a strong middle class, but at extracting resources from there
through high inflation, expropriation of financial assets, and generally poor incentives for sav-
ings at an individual level.
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e |Intra-regional trade (over 55 percent of total trade) and investment (FDI) flows in East Asia
approach European Union levels and are much higher than in Latin America (around 20 per-
cent, excluding the US). Unlike the EU, these flows are market- and not policy-driven thanks to
extensive production networks developed by private businesses. Latin America has few if any
such production networks (except between Mexico and the US).

Latin America in 2040: Under “Business as Usual” Scenario

How would Latin America look if the trends of the recent past were to persist over the next thirty
years?

According to our model of the global economy, under the “business as usual” scenario, Latin
America would grow at about 3 percent a year (in real terms), and 2.3 percent on a per capita basis.
The region’s share in world GDP would remain around 8 percent. Its per capita income in 2040 in PPP
terms would be US$22,600, compared to the average global GDP per capita of US$24,500. As a resullt,
three developing regions of the world—East Asia, the Middle East and Central and Eastern Europe—
will be more prosperous, with Latin America joining Africa and parts of Asia as the laggards. Equally
important, Latin America could continue to have by far the highest disparities between its citizens. It is
most likely that these conditions will further exacerbate the law and order situation and perhaps lead to
unacceptable levels of
social unrest and crime.

Chile, Peru,
Panama, Dominican
Republic, and Trinidad
meet the criterion for
inclusion in the “con-
vergers” category,
but Argentina, Brazil,
Mexico and most other
Latin American coun-
tries do not meet the
criterion. What is shown
in the business-as-
usual scenario is what
would happen if they
continue down a path

Photo Credit: CAF

of relatively low TFP
growth and relatively
low capital investment. This scenario is presumably unacceptable to the region’s political, social, busi-
ness and intellectual leadership, and to its citizens at large.
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Latin America in 2040: Payoffs from Reducing
by Half the Growth Differential with Asia

On the other hand, what would be the economic and social outlook of the region should it manage
to narrow the historic difference in its growth rate with that of Asia?

While it is not realistic to assume that Latin America can suddenly grow at the same rate as the
leading economies—China and India—we have developed a scenario under which the region cuts by
half its current differential with East Asia (and China and India) and lifts its growth to about 6 percent
in market exchange rates (or 4.7 percent in real terms) a year between now and 2040 (we assume
that Mexico and Brazil would manage to escape the middle income trap and move from being non-
convergers to join the convergers category).

Under this scenario, the size of the region’s economy by 2040 (in real terms) would be almost four
times its current size. Its share of global GDP at market exchange rates would rise to 14 percent, not
including a possible impact of a secular appreciation of the currencies of the region on the basis of
increases in productivity. This will allow the region to retain its position as one of the most prosperous
developing regions (though this will still not allow the region to catch up with the NICs).

If Latin America can develop along such a “prosperous scenario”, it would sharply reduce poverty
within 20 years. Currently, under the World Bank’s US$1.25 a day poverty threshold, the region had
some (60) million poor in 2008. If the region sustains income growth at 6.5 percent, some 3 million
people could be lifted out of poverty every year. Equally important, as discussed below, this higher
economic growth can be achieved only by successfully tackling the current inequities. This success,
combined with rising average per capita income, would bring a much greater sense of optimism and
commitment to shared prosperity amongst all segments of society. It is the only way to ensure social
cohesion and peace in the region.

The region’s leaders and public must embrace and strive for this scenario of a more equitable and
prosperous Latin America. Only then will the region continue to close the gap with OECD countries
and keep pace with the successful Asian economies.

A Shared, More Ambitious Vision for the Region

Given Latin America’s rich natural endowments, there is no reason why Latin America cannot do
as well as East Asia. Indeed, as demonstrated by the successful Asian countries, the region’s destiny
is firmly dependent on its own actions. Only through its own efforts will the region prosper.

To do so, all concerned—governments, bureaucracy, the business community, academia, think
tanks, media and other opinion makers as well as multilateral agencies active in the region—must
adopt a focus on simultaneously achieving a much more inclusive and equitable society and much
higher economic growth. The region’s leaders must aim much higher, be pragmatic and focus single-
mindedly on achieving this vision.

Such a vision, and a commitment to realizing it, must be shared both within the countries them-
selves and across the region as a whole. This commonly shared vision must be accompanied by a
very different mindset across the political and social landscape: abandonment of the past ideological
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divides and adoption of pragmatism, as has been the case in East Asia.

A main characteristic of the economic history of Latin America has been the emphasis on ideology
and ideological policies, as opposed to Asia’s emphasis on outcomes. In the past, policies have been
formulated on the basis of economic theories under the assumption that results would follow automat-
ically over time. Over the last quarter century two schools of thought have prevailed. According to both
the standard reform-oriented Latin American model and the alternative heterodox model, if policies are
right, growth will follow ultimately. In the first case the assumption is that markets will provide an ade-
quate response to policies. The heterodox model questions the market approach of the Washington
Consensus but also assumes that the alternative interventionist policies will yield growth and equity.
Under both ideological camps, no significant modification of policies was considered irrespective of
the results. More often than not, popular support for the policies collapsed over time because of the
ideological adherence to a rigid interpretation of what would be the “right” economic model and poli-
cies even when they failed to produce expected results, mainly because of a narrow interpretation of
the models.

A major lesson of the Asian success in the past fifty years is that Latin America needs to pursue a
more pragmatic and non-ideological set of policies, based on strong market principles and measured
government intervention, but with the understanding that the policies should be aiming at attaining
commonly agreed social objectives and economic outcomes. Under this pragmatic approach, policies
and the right mix of government-private sector association would be adjusted as needed to realize the
outcomes sought under the shared vision (while respecting the principles of good governance, trans-
parency, and with a good understanding of the costs of these policies).

Of equal importance, there must be a consensus on policies and objectives within the region to
achieve effective complementarities between individual economies by helping integrate across the
region. This is in contrast to the current practice, where polices in one country are often introduced at
the expense of others rather than seeking to exploit the comparative advantages of each country for
an effective integration with the rest of the world.

Realizing the Shared Vision

Given the diversity of the region and differing resource endowments, human capital, structure and
efficiency of individual countries as well as vastly differing institutional capacities, it is neither prudent
nor possible to lay out a detailed strategy for achieving this common vision across the entire region.
That can only be done at the level of each individual country.

However, learning from the region’s own experiences in the past forty years and contrasting them
with East Asia, it is possible to define the broad contours of the strategy required to achieve this more
ambitious vision. In our view, to realize the above vision Latin America needs to adopt a strategy that
comprises three complementary pillars:

e More inclusion

e Higher productivity

e Greater competition and openness (within Latin America and towards Asia)
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Importantly, actions under these three pillars will need to be underpinned by improved governance
and accountability for results.

Achieving a More Inclusive Society

Latin America has recently made important strides in improving the conditions of its poor.
Nonetheless, income and wealth distribution remains highly skewed. Politically and socially the cur-
rent situation is unsustainable over the long term. Tackling structural inequities is therefore obviously
essential from the point of view of equity. But, as demonstrated by Asia, achieving a more equitable
society is equally relevant to sustaining growth over the longer term by expanding the size of the mid-
dle class and attaining greater equality of opportunities.

With significant numbers of Latin Americans not fully integrated into the mainstream economy and
society (indigenous Americans, Afro-Americans and women) and with current high degrees of infor-
mality, in the past the benefits of economic growth have not reached large segments of citizens. This
particularly affected those without European ethnicity and women, leading to the disillusionment of
large portions of the population with the current economic policies and institutions. Only when growth
is much more inclusive, will there be realistic prospects of high sustained and sustainable growth over
time for Latin America, as has been achieved in Asia.

Thus, striving for a more inclusive society promises a win-win situation, and not one where there
is a trade-off between growth and equity. The fundamental approach to achieving a more inclusive
society will involve the removal of numerous current structural inequities by:

e  Providing access to quality education and other public services including rural infrastructure,

e Breaking the current economic dominance by entrenched vested interests, and

e Ensuring jobs and finance to those who are today left at the margins of the society.

Such an approach must be clearly additional to the ongoing efforts in countries such as Brazil and
Mexico that have been generally successful in reducing poverty and indigence.

Towards this goal, this book focuses on four priority areas: i) basic and secondary education; ii)
infrastructure; iii) “inclusive” innovation and technological development; and iv) governance.

This list is by no means comprehensive but, in our view, includes the most critical issues requiring
immediate attention by the region’s political leaders and policy makers.

At the same time, Latin America must pay much more attention to the looming problems of envi-
ronmental degradation, rising crime, and corruption. These issues, however, are not covered in this
book.

Sharply Enhancing Productivity

The key to achieving a higher growth rate on a sustainable basis and to converging with the
developed economies lies in sharply enhancing productivity and competitiveness of Latin American
economies. Unfortunately, as noted above, the region has not been able to improve its total factor
productivity. Indeed, the two larger economies—Brazil and Mexico—have even regressed. This must
be reversed.
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Improved productivity and competitiveness would in turn help Latin America to achieve much
higher economic growth than it has managed in the past forty years (or even the last five years), while
loosening the historic dependence of its economic fortunes on the ups and downs in international
commodity prices. This will require much more emphasis on:

e Improved human capital,

e Better business environment,

e Much higher investment rates necessary to transform the structure of production of goods

and services in light of the changing global economic environment, and

e More innovation and technological development.

In our view, a better business environment is the key to unlocking the virtuous cycle of greater
efficiency and competitiveness, higher business confidence, increased private investment, higher
domestic savings and improved productivity. India’s recent higher investments, savings and the result-
ant economic growth rates can be traced back to the major economic reforms undertaken starting
in 1990 that significantly improved the business climate. With most of Latin America is finally enjoying
macro economic stability, improvements in the business climate could add equally impressive results
albeit with some time lag.

Again, without attempting to be comprehensive, this book presents suggestions in three priority
areas: i) infrastructure (particularly physical connectivity and energy); ii) tertiary education, innovation
and technological development; and iii) governance.

Promoting Greater Competition and Openness to Neighboring
Economies, Towards Asia, and to Global Economy

The third pillar of the new strategy for the region should be the promotion of much greater compe-
tition, both in internal markets and with external sources. Given the relatively smaller share of trade in
total GDP, Latin American countries must give the highest priority to enhancing domestic competition,
starting with dismantling of monopolies—whether public or private—and enforcement of well-struc-
tured competition laws. In parallel, there is a need to promote and facilitate much greater openness to
other countries in the region, closer links with fast-growing Asia that is emerging as the new center of
gravity of the world economy, and dismantling of remaining barriers to trade and investment with the
global economy as a whole.

For many decades, Latin America was characterized by an overwhelming presence of government
in economic activity (as was the case in many other regions of the world), well beyond a regulatory
role. The situation changed dramatically starting in the 1970s in Chile, and in subsequent decades
in many countries including Argentina, Brazil, Colombia, Mexico, and Peru. Most importantly, during
this period there was a major effort at privatizing many activities that were not considered as central
to the role of the state or of strategic relevance. There were many different methods pursued for the
sale of government assets, some of them seriously flawed. In some circumstances, public monopolies
were replaced by private monopolies. Several industries continue to be dominated by one or very few
companies and, frequently, the dominance in the market is accompanied by restrictions on imports



EXECUTIVE SUMMARY 15

of goods and services, or limitations to investment in specific areas, and thus helps consolidate the
monopoly power of the companies. Improved domestic competition thus remains a work in progress
in the region. While it is beyond the focus of this book to deal in depth with the specific area of domes-
tic competition, the consolidation of the competitiveness and productivity aspects of economic policy
rest in significant part on the opening of markets. A further push in the process of privatization, of
improved regulations and opening of markets, as well as government sector productivity enhance-
ments would go a long way in helping the region in attaining a more effective growth path in the future.

In parallel with measures to enhance domestic competition, Latin American economies must also
pursue two avenues to improve their trade performance in support of accelerated growth: regional
cooperation leading to expanded intra-regional trade; and continued diversification of export markets
beyond North America and Europe and of export products beyond the dominance of commaodities
and fuels (except in the case of Mexico).

Latin America lags far behind Europe and Asia in regional cooperation, particularly as measured by
intra-regional trade. There are three basic reasons for which the Latin America region should seriously
consider significantly enhancing intra-regional trade, including through improved regional cooperation:
i) to permit the economies to specialize, an important strategy to escape the middle income trap; ii)
to overcome the reality that Latin America economies—with the exception of Brazil and Mexico—are
small by global standards and thus do not have domestic markets large enough to permit the econo-
mies of scale needed by firms to be globally competitive; and iii) to allow local firms to take advantage
of their superior knowledge and understanding of the needs of customers in the neighboring countries
compared to the competitors from other continents.

Latin America must gradually reduce its dependence on the slow-growing economies of North
America and Europe and develop much closer ties with the world’s fastest growing region: Asia. The
region also stands to make significant gains by increasing the value-added of its output and exports
and, within manufacturing, to move up the technology ladder—a critical measure for getting out of the
middle income trap and making progress toward high income status. Finally, dismantling of remaining
barriers to trade with and investment from the global markets as a whole will be a very powerful vehi-
cle to curb the current monopolistic power of large companies, to increase competition at all levels,
and to spur innovation. This book includes specific suggestions actions in these areas.

Improved Governance: Focus on Results and Accountability

As with many developing economies, Latin America’s Achilles heel is its poor governance in all its
facets. Indeed, this overarching issue is the biggest hurdle to Latin America achieving a sustaining a
more inclusive society and higher economic growth rate over the next thirty years.

A closer look at each and every crucial issue facing the region reveals that the most underlying
problems are rooted in poor governance, and that without fundamental improvements in governance
it will not be possible to tackle these issues effectively.

Most political scientists equate good governance with democratic governments. In our view, while
a democratic political system is indeed highly desirable and Latin America has made marked progress
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in that direction, governance comprises of many facets that go well beyond the political system. The
various facets of governance are intertwined with each other like pieces of a jigsaw puzzle.

Our own definition of governance comprises all facets of governance that affect economic man-
agement: role and focus of governments; importance given to economic and social development by
the top political leaders and policy makers; delivery of quality and universality of basic public services
(law and order, rule of law, education and health services); and focus on results and enforcement of
accountability.

Specifically, Latin America must transform the following ten facets of governance in order to kick
start the economies to achieve higher economic growth and make the societies much more inclusive:

e Make economic and social development the primary focus of the political leaders and policy

makers, not just in words but also in reality

e Reverse the deterioration in political governance, while strengthening democratic institutions

e Make governments smarter, more focused and more credible

e Decentralize, where possible, both the authority and accountability for most public services to

local bodies as close to the people as possible

e Modernize and make more effective all institutions involved in economic management

e Reform the civil service to meet the needs of modern economies and of democratic, more

open and more inclusive societies

e Improve the quality, honesty and credibility of all public services including the police, judiciary,

education and health services

e Actively promote and enforce competitive markets and prevent capture of state organs by big

business

e |nculcate a code of self discipline and ethical behaviour within the business community

e |mplement agreed policies and priorities, monitor results and enforce accountabilities at all

levels of government (national, state and municipal).

Undertaking such a transformation of governance will require Latin American leaders to emulate
the four characteristics that have distinguished East Asia from other developing regions:

e Sharp and primary focus of political leaders and policy makers alike on economic issues

e Ability to implement policy decisions

e |nsistence on achievement of results on the ground, and

e Enforcement of accountability

These and other facets of governance are discussed in more detail in the relevant sections of the
book.

Role of CAF
Advocating a More Ambitious Vision of Latin America:

CAF is in a unique position to help the region lift its sights and aim higher. It can fill a major void
in the region that currently has no clear, ideologically-neutral and credible advocate for a more ambi-
tious vision of long-term social and economic development of the region. Such a vision also must be
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anchored in a clear strategy on how to realize it.

CAF is well positioned to do this: it is the only multilateral institution owned exclusively by countries
within the region (except for Spain); is the largest multilateral donor in its countries of operations; has
a reputation for not being wedded to any particular ideology; has a well-deserved image of being a
“friend” of the member countries; and its leadership has direct access to the top decision makers
throughout the region.

CAF can and should help forge the needed consensus amongst top political, policy and business
leaders of the region: that the current economic and social prospects are both unsustainable and
unacceptable politically as well as socially; that the region needs to focus much more on higher, more
inclusive and sustainable growth; and that to do so the countries must adopt different strategies and
policies in addition to adopting a different mindset.

Towards that end, CAF should become a vocal and persistent advocate of this new and more
ambitious vision of Latin America. CAF leadership would need to assume a leading role in this effort,
starting with face-to-face meetings with the political leaders and key policy makers. A major short-
term objective would be to help start a pragmatic, evidence-based and ideology-free dialogue on the
region’s economic performance amongst the top political leaders and decision makers in the region.

In addition, CAF could consider the following steps:

e Discussion of the proposed new vision at forthcoming meetings of the region’s political lead-
ers, policy makers and top business executives.

e Launching of a coordinated media campaign to educate general public and build a grass
roost support for the proposed changes in strategy, policy and mind set.

e  Creating a network of professionally led think tanks with necessary critical mass of experts
and each focused on a few of the critical issues highlighted in this book. CAF supported think
tanks would be regional—and not national—in their focus.

e Reporting to the heads of state at their regular Annual Summits on the progress being made
by Latin American economies relative to other regions of the world as well as on any common
social and economic agenda adopted by them.

Realigning CAF Operations to Described Strategy:

As a leading advocate of a new, more ambitious vision for Latin America, CAF must also align its
own operations to help realize this vision. But, in doing so it must not stray away from two key reasons
for its past success: remaining pragmatic and focusing its core agenda on activities in which it already
has or can develop a comparative advantage.

Keeping these factors in view, CAF should carefully review its potential assistance under each of
the three pillars of the proposed new strategy for the region: a) achieving a more inclusive and cohe-
sive society; b) helping achieve and sustain higher productivity and economic competitiveness; c) and
enhancing competition and openness, including through greater regional cooperation and openness
to Asia.

In addition, CAF must give greater priority to environmental and climate change issues.
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CAF operations already are aimed to achieve many of these adjustments. Therefore instead of
starting anew, in many areas CAF will need to make only modest adjustments or put greater empha-
sis on some existing activities (e.g., infrastructure development and regional cooperation). But, there
are also some areas that are not yet covered adequately by CAF and need to be added to the array
of its core activities (articulation of a new vision for the region; addressing inequities; and promoting
stronger links with Asia).

CAF should consider the following areas for particular emphasis under the above three pillars:

e Achieving a More Inclusive Society: Five priority activities fit well with CAF’s existing strengths

and should be emphasized more in its operations:

e rural roads

e 24/7 power supply to all

e widespread access to the internet

e low cost housing

e micro-finance

In addition, CAF should consider adding two aspects of education that will involve only modest
investment of CAF resources but could have a major impact on the quality of education in the region
over the long term: a) training of teachers (including primary school teachers); and b) a program to
systematically measure education quality at the primary, secondary and tertiary levels across coun-
tries. If the results from these activities are positive, over the longer term CAF could consider adding
education to its core activities, as is currently the case with infrastructure and regional cooperation.

e Sharply Enhancing Productivity: Historically, this has been CAF’s core area of focus, with

heavy emphasis on infrastructure development.

e The focus on infrastructure development should continue but with renewed efforts to
assist the region increase overall infrastructure investment level to 4-5 percent of GDP,
including through private sector participation

e CAF’s past excellent work on the region’s competitiveness should be followed up with
similar work at country level, and a special initiative to enhance the business environment
on an urgent basis.

e Two other new areas for CAF support should be considered to meet priority needs of the
region: a) privately sponsored, funded and managed tertiary education institutions (pro-
fessional colleges, universities) and vocational schools; and b) a network of technological
research and development institutions and centers of excellence that also act as a bridge
between the region’s top universities and businesses.

e  Fostering Greater Competition, Regional Cooperation and Openness. Fortunately, CAF is
already both a leading advocate of regional cooperation in the region and a major source of
financing for regional projects.

e This traditional work should be reinforced by: a) regular analytic studies demonstrating
benefits of regional cooperation; b) public advocacy of greater regional cooperation; and
¢) concrete support for initiatives to promote regional cooperation (e.g. above-proposed
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regional think tanks, networks of research and development centres.)

e In the area of regional projects, CAF could focus more on projects that would: a) create
physical connectivity between two or three countries at a time (roads, bridges, energy
trade) rather than on Pan-American projects that require sustained political support and
commitment from a large number of countries with different political philosophies; b)
focus much more on trade logistics (border crossings, customs procedures); and c) cre-
ate a network of ports and airports to facilitate trade along the Pacific within Latin America
and with Asia.

e CAF also needs to become a leading advocate of greater competition within the coun-
tries, stronger links with fast growing Asia, and of much greater openness to rest of the
world and of.

e  Finally, CAF should act as an intellectual bridge between Latin America and Asia, perhaps
by developing a closer institutional relationship with the Asian Development Bank.

Over time, as more and more countries put in place the above recommended reforms and the
region achieves the much higher investment and domestic savings rates anticipated in this book, CAF
may need to reconsider the volume of its own financial support—both to public and private sectors—to
underpin and support the much higher investment levels and financial needs of the region. But, that
should come after, and not before, the countries have improved their investment and savings perfor-
mance through domestic policy and institutional reforms.



