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Chapter 1 - Development Challenge Facing Lao PDR 

; 00 1. Updated using World Bank, 2003 and UNDP, 

Lao PDR faces an enormous development challenge. If Lao PDR is to make signijicant 
progress towards realizing its development vision, concerted efforts wi l l  be needed to improve 
growth, poverty, and social outcomes. 

Averages-MRY 
E. Asia SSA SAsia 

1,000 500 440 
85 60 53 

2.1 5.4 3.4 
69 50 62 

14 47 37 
22 33 51 

1.1 Background and context 

Low income 
410 

40 
3.1 
60 

1. With high poverty, poor social indicators, and weak governance, the development 
challenge facing Lao PDR i s  enormous. Lao PDR's economic and social indicators fal l  
below the average for low-income countries and are among the poorest in the region (see Table 
1). With GDP per capita o f  around 3 10 USD, Lao PDR is one o f  the poorest countries in the 
world.2 Two-thirds o f  the households have no electricity, and every other household i s  without 
safe water access. L i f e  expectancy i s  low, chi ld malnutrition is high, chi ld and maternal 
mortality rates are three-to-four times those o f  other East Asian countries and the percentage o f  
children completing primary schooling i s  low. Compared to the averages for the region and for 
l ow  income countries, governance in Lao PDR remains weak. 

Table 1: Lao PDR: General and Millennium Development Goal Indicators 

GNP per capita 
Adult literacy rate (%) 
Total Fertility Rate 
L i f e  expectancy 
% Population below national poverty line 
Poverty and Malnutrition 
Population below PPP 1$ a day (%) 
% Children underweight (under 5 years old) 
Education and Gender Indicators 
Net enrollment rate (ages 6-14)** 
% Cohort reaching grade 5** 
Youth literacy rate (ages 15-24) 
Ratio of  girls to boys in primary and secondary ed 
Ratio of literate females to males 
Health Indicators 
Infant Mortality Rate (per 1,000 live births) 
Under 5 mortality rate (per 1,000) 
Matemal mortality ratio (per 10,000 live births) 
Prevalence of HIV/AIDS (%) 
% Population access to safe water 
Source: Lao PDR HD Strategy and Work Program 
200 1 
Note: PPP-based GNP per capita i s  $1660. 

2002;* 1997198;*** Administrative Data 

Lao PDR 
1990 

210 
36 
6.3 
50 
45 

44 

61 
53 
55 
74 
52 

108 
170 
650 

iscussion I 

zoo0 
310* 

49 
5.4 
59 

39** 

26 
40 

72 
50 
81 
77 
69 

82 
106 
530 
0.1 
52 

te. World 

MDGs 
2015 

15 
22 

100 
100 
100 
100 
100 

45 
55 

163 

80 
nk mimeo 

99 77 77 
93 60 
93 68 
93 85 71 
93 89 77 

59 92 75 
47 151 89 

76 

85 

68 
107 

* Based on WDI data. Lao PDR NSC data cited in NGPES places GDP per capita at 33 1 USD. 
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Lao PDR: Background and recent history 

Lao PDR i s  a small, landlocked country. It has a population o f  5.5 million, about 1/15 and 1/11 o f  the population 
o f  neighbouring Vietnam and Thailand, and i s  experiencing rapid annual population growth o f  about 2.3%. I t  has a 
land area o f  236,800 sq. km. Urbanization i s  l ow  at about 20%, and agriculture accounts for over hal f  o f  GDP. 
Gross National Income (GNI) per capita stands at around 310 USD. Reliance on  external support remains high. 
Donor funded programs accounted for nearly 40% o f  total public expenditures and over 60% o f  the capital budget. 

Lao PDR was one of the earlier countries to attempt the move to a market transformation. In 1975, Lao 
PDR was proclaimed, and the Supreme People's Assembly was tasked with drafting a new Constitution. A policy 
o f  "accelerated socialization" was pursued, including extensive agricultural collectivization. However, by 1982, 
the use o f  "market forces" in the development o f  Lao PDR i s  promoted at the 3rd Congress o f  the Lao People's 
Revolutionary Party (LPRP). Many o f  the priorities highlighted by the 3rd Congress relate to investment climate, 
governance, and human resource development issues which s t i l l  remain relevant today. In 1986, the Government 
officially abandoned a central planning system and introduced the New Economic Mechanism (NEM). In 1991, 
the collapse o f  the Soviet Union and the loss o f  assistance from that country, created a need for reforms and a re- 
orientation towards Asian and Western markets to promote growth. Multilateral and bilateral donors provided 
financing to support ongoing reforms. 

Following this first opening, however, reforms proceeded sporadically. In 1995, at the 6th Congress, three 
major SOEs (DAFI, BPKP, ADF) were to play a large role in the development o f  each region (Central, North, and 
South) o f  Lao PDR. During the Asian crisis, ambitious irrigation investments were implemented without 
appropriate financing, resulting in triple digit inflation in 1998. Following a strong stabilization program by the 
Government, the IMF resumed i ts  program in Lao PDR in 2001 and the World Bank provided structural 
adjustment support in 2002. 

The new Constitution was approved in 1991. Under Article 3 o f  the Constitution, the rights o f  the people are 
"exercised and ensured through the functioning o f  the political system, wi th the Lao People's Revolutionary 
Party (LPRP) as i ts  leading nucleus." The LPRP i s  headed by the Party Central Committee, and party committees 
in each province and district support the local authorities in the implementation o f  the development plan at each 
level as defined in the Constitution. 

The Head of State i s  the President o f  Lao PDR, elected by the National Assembly €or a five year t e r m  and 
responsible for appointing individuals to key posts, including the Prime Minister, Deputy PM, and provincial 
governors. The National Assembly i s  the representative legislative body o f  the country, composed o f  109 deputies 
and elected every five years. The Judiciary i s  composed o f  the Supreme Court at the central level and provincial 
and district courts at the local level. The State Audit Authority was set up in 1998, but i s  under the Prime 
Minister's Office, and not under the aegis o f  parliament as in many other countries. 

There are currently 13 ministries, 3 ministry-equivalent organizations, and 164 departments and department-level 
organizations. Provincial governors are responsible for a wide range o f  government services. With the NEM in 
1986, authority was devolved and local offices o f  central ministries placed under the authority o f  provincial 
governors and district heads. However, as a result, provinces became virtually autonomous, wi th significant fiscal 
impact for the central government. With the promulgation o f  the Constitution in 1991, fiscal, administrative and 
legal powers were to return to the central government. In 2001, P M  Decree 01 had the objective o f  "making the 
province the strategic unit, the district the planning unit, and the village the implementing unit." However, central- 
local relations remain difficult. 

Sources: Background note by Schneider (2003); Lao PDR Background Paper on Governance (2003) 
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G r o w t h  

2. Real GDP growth rates 
averaged 6.1% during the f i rs t  ha l f  o f  the 1990s and reached 6.6% in the latter ha l f  o f  the 1990s 
(see Figure 1). Manufacturing and services were the main growth drivers during the early 
199Os, while agriculture was the main driver during the latter ha l f  o f  the decade. Natural 
resources-including forestry, electricity (hydropower), and mining-also made a significant 
contribution to growth during the early 1990s, but the growth contribution o f  the sector has 
dropped o f f  as a result o f  a decline in forestry. 

L a o  PDR has recorded reasonable economic growth. 

3. M o r e  recently, however, growth dropped off to less than 6%. An increase in the 
growth contribution o f  manufacturing-notably in food and beverages-was not sufficient to 
offset the drop in the growth contribution o f  agriculture-especially in crops-from over 3 to less 
than 2 percentage points o f  GDP. Exports, which grew very rapidly during the f i rst  hal f  o f  the 
1990s, considerably slowed down during the second ha l f  o f  the 1990s as wel l  as more recently.’ 
Sustaining real GDP growth rates o f  6-7% going forward wil l pose a major challenge and 
require reforms across al l  sectors. 

Figure 1: Real GDP Lao Growth Rate - Period Average 

7.0% 1 

6.0% 

5.0% 

4.0% 

3.0% 

2.0% 

1 .O% 

0.0% 7 

Lao PDR exports are highly concentrated in a few product categories: garments (34% o f  2002 total exports); 
electricity (33%); wood and wood products (21%); and coffee (6%). Collectively, these four categories accounted for well 
over 90% o f  total exports. In the first half of 2003, garment exports declined by 19% on a YOY basis, while coffee exports 
increased by 38%. Exports are largely to ASEAN (especially Thailand and Vietnam) and the EU. 
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Poverty 

4. As a result of this economic growth, Lao PDR has made impressive progress in 
reducing poverty. The poverty headcount ratio-the percentage o f  the population whose per 
capita consumption is less than the national poverty line-fell from 46% in 1992/93 to 39% in 
1997/98, representing 1.9 mi l l ion poor. Based on preliminary LECS I11 data as discussed under 
the NGPES, the poverty headcount ratio f e l l  to 32%, representing 1.67 mi l l ion poor in 2002/03. 

5. Despite this recent progress, Lao PDR s t i l l  faces an enormous challenges in 
respect of poverty. There are huge differences in poverty across regions. In the 47 (25) 
districts identified as poorest (poor) under the NGPES, the poverty headcount i s  as high as 65% 
(42%). However, it should be noted that while the incidence o f  poverty i s  higher in these 
districts, the majority o f  the poor are s t i l l  located in the non-poor districts. 

Table 2: Poverty by District Category 

D is tric t-ty p e : Poorest 47 Poor 25 Non-Poor 70 
Mean SE Mean SE Mean SE 

Headcoun t 0.651 0.023 0.419 0.041 0.301 0.016 
Gap 0.213 0.012 0.105 0.014 0.067 0.005 
Severity 0,091 0.007 0.040 0.007 0.022 0.002 

Memorandum items: 
Poor population 0.371 0.031 0.108 0.019 0.521 0.033 
Population 0.223 0.021 0.100 0.016 0.677 0.024 

Source: Background paper by Richter (2003) 

Social indicators 

6. Lao PDR's social indicators are below the average for low-income countries (see 
Table 1). While infant and maternal mortality, l i fe  expectancy, and literacy have improved 
since 1990, completion rates for primary school have not improved, and net enrollment rates 
have increased very slowly. The aggregate indicators mask very significant differences in 
outcomes by gender, geography, and wealth.' 

7. Existing weaknesses in the educational and health systems will  continue to hamper 
improvement in the social indicators. The educational system i s  characterized by low 
enrollment and completion rates and low quality and efficiency. 

Multiple Indicator Cluster Survey (MICS 11) data indicate that while 82% o f  males over 15 are literate, only 59% o f  females 
are. Primary completion rates vary from a low o f  only 27% in Phongsaly to a high o f  85% in Vientiane municipality. Over 
90% of  house holds in Champasak or Xaynaboury have access to some form of  health care, compared to only 33% in Luang 
Namtha. (See Annex Table 3). 
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According to the MICS 11, nearly a third o f  children between the ages o f  6 and 14 were not 
enrolled in school. Enrollment was only 68%, and vanes significantly by gender, income, 
and province.6 While starting school on time i s  instrumental in helping students-especially 
girls-to complete their studies, most children are starting school late, especially among 
poorer households. In the lowest quintile, the percentage o f  children who have started 
school by age 6 i s  only 19%, compared to 42% for the top quintile. 

Only about one-half o f  students who start school in Lao PDR reach Grade 5. Completion 
rates are highly influenced by drop out and repetition rates, and both are high in Lao PDR. 
About 10 percent o f  students in grades 1-5 drop out every year, and between a fifth and a 
quarter o f  students repeat grades. 

Low completion rates are partly a result of the low quality of sewices offered. Inadequate 
textbooks and learning materials, poor school maintenance, and in adequate teacher 
preparation al l  contribute to l o w  instruction quality. Approximately only 80% o f  secondary 
teachers have completed lower secondary school (grade 8) plus the three years o f  required 
teacher training. Teacher wages remain very l ow  and subject to delayed payments.' 

Unequal access remains a problem. While 85% o f  al l  villages report having a primary 
school, only 43% have a complete primary school offering al l  five grades. Between 30-40% 
o f  schools offer only grades 1 and 2, while villages in remote areas lack schools altogether. 
Accessibility for the disabled is also o f  concern.* 

Public expenditures are inadequate and inappropriately allocated. Overall public 
expenditure o n  education remains l o w  at 8.8% o f  the budget and 1.9% o f  GDP in 2001. In 
real terms, expenditures i s  only ha l f  the level i t was in 1996. O f  particular concern i s  the 
drop in recurrent expenditure from over 7% o f  the total public expenditure budget in 
1996/97 to less than 4% in 2001/2001, resulting in new schools with insufficient teachers 
and maintenance. 

The health system is  characterized by high mortality and morbidity, l o w  health care 
utilization, poor quality o f  services, and inefficient public expenditures. Improvements in health 
status seem to have been, in large part, overestimated.'O 

Actual enrollment rates using survey data are lower than those in administrative data due to absenteeism and drop-outs during 
the Year. 
Enrollment was only 64% for girls compared to 71% for boys. For the wealthiest households in the highest quintile o f  assets, 
the enrollment rises to 78%. By contrast, enrollment falls to 47% for households in the lowest asset quintile (41% for girls 
and 53% for boys). Enrollment i s  over 90% in Vientiane municipality, but are only between 45-50% in the Northem 
provinces o f  Oudomxay, Phonsaly, Luangnamtha, and Bokeo, wi th significant differences between boys and girls. 

' While the G O L  granted a 40% pay increase to teachers in October 2000, salaries had fallen by a third in the three years 
The UN estimates that only 5% o f  disabled children attend school in developing countries, while about 10% have a disability. 
The investment: recurrent expenditure ratio is unsustainably high. With nearly 70% o f  investment financed by donors, 
counterpart financing requirements divert resources away from the recurrent budget. 
There are large inconsistencies between Government data and those collected by multilateral agencies which throw some 
doubt as to the magnitude o f  the actual improvement in health status. For example, the Lao Reproductive Health Survey 
2000 estimated the under-5 mortality rate at 107 per 1,000 live births; for the same year, the World Health Report suggests 
a rate o f  150 per 1,000 live births. Under the first estimate, there has been a marked reduction in under-5 mortality since 
1990, when it stood at 170 per 1,000 births. Under the second, there has been very l itt le improvement over the decade. 
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Mortality and morbidity rates remain high and are well above the average for the region. 
Factors contributing to high mortality include high fertility, in complete immunization, 
malnutrition, l ow  education and literacy, and poor quality health services." High morbidity 
is prevalent among the rural population, with malaria-at over one mi l l ion reported cases-the 
most common cause o f  death. 

Utilization of health care services is low, reflecting both demand and supply side factors as 
poverty and low coverage and quality. Poverty and a high reliance o n  user fees effectively 
prevents the poor from accessing health care. Since Decree No. 52 ended the pol icy o f  free 
public health care, cost recovery has mushroomed and now accounts for about 60% o f  total 
operating revenues o f  central and provincial hospitals. Geographical coverage i s  limited. 
about 38% o f  m a l  villages are located at least 4 km from the nearest health center. In the 
North, the average distance to the nearest hospital is  around 26 km. 

Service quality is poor. The quality o f  curative care remains low. District level hospitals 
are generally very small (5-30 beds), can only provide basic treatment, and lack supplies 
and trained personnel. There are fewer than 100 doctors per 100,000 people, one o f  the 
lowest ratios in East Asia, and only 0.9 trained personnel per bed compared to a regional 
average o f  1.5. 

As in education, public expenditures in health are low and inefjciently allocated. The 
budget allocation to health i s  less than 1% o f  GDP, which largely goes toward capital 
investment in facilities. O f  particular concem is the sharp contraction in recurrent spending 
from around 60% to less than 40% o f  total spending. While a focus o n  preventive measures 
such as health education, immunization, prenatal care, family planning could have had a 
greater impact at lower cost, much o f  the resources have instead been directed at curative 
care. 

Governance 

9. Widespread weaknesses in governance will  constrain the ability of  L a o  PDR to 
significantly improve i t s  development outcomes. There i s  international evidence that good 
governance is critical to improving development outcomes. Based o n  a cross-country database 
o f  governance indicators, Lao PDR rates poorly against the average for low-income countries.I2 
In each area o f  governance, the upper bar depicts the percentage o f  countries worldwide that 
rate below Lao PDR, while the lower bar depicts the average percentile rank for low-income 
countries. Lao PDR performs wel l  o n  political stability, but rather poorly o n  voice and 
accountability, and on control o f  corruption. 

Malaria, diarrhea, and acute respiratory infections are the main causes o f  infant mortality. Chi ld malnutrition remains 
widespread with 40% and 13% classify as underweight and severely underweight. 

l2 Based on Kaufmann, Kraay, and Mastruzzi (2003), "Governance Matters 111: Governance Indicators for 1996- 2002." 
Indicators reflect the statistical compilation o f  responses on the quality o f  governance based on a number o f  survey 
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F i g u r e  2: Governance indicators f o r  L a o  PDR 

Governnent Effectiveness 

Regulatory Quality 

Rule o f  Lau 

LROS (2002) 

Control o f  Corruption 

e 25 50 75 
Conparison with incone category average {Lou Incone) {lower bar) 

Country’s Percenti le Rank (0-180) 

Source: D. KauCrmnn, R. Kraar  and I ( .  I last ruzz i r  2003: Governance H a t t e r s  Ill: Governance Indicators  Cor 1996-2002 
l h t t p : / ~ , - r l d b a n k . ~ r g ~ i / ~ ~ u e r n a n c e / p u b s / g ~ v m 3 t t e r + 3 . h t m l l  

10. These findings are consistent with the results o f  the Wor ld  Bank’s 2003 Country 
Policy and Institutional Assessment (CPIA) for Lao PDR, which identified significant 
weaknesses in several critical areas, including in the transparency and accountability o f  the 
public sector and in the quality o f  budgetary and financial management. (See B o x  1). Without 
significant improvements in the overall pol icy and institutional environment, Lao PDR will 
find i t  dif f icult  to make significant progress towards realizing its development vision. 
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Box 1: Lao PDR Country Policy and Institutional Assessment for 2003 

Each year the World Bank assesses the quality o f  each borrower's policy performance with regard to fosterin) 
poverty reduction, sustainable growth, and the effective use o f  development assistance. The assessment cover 
twenty items grouped into four categories, including economic management, structural policies, policies for socia 
inclusion and equity, and public sector management and institutions. 

Lao PDR ratings were low in the categories o f  structural policies (including policies for financial stability an( 
environmental sustainability) and public sector management and institutions (including the quality o f  publil 
financial management and transparency and accountability in the public sector). 

Selected CPIA areas 

Quality of budgetary and financial 
management 

Transparency and accountability in 
the public sector 

Financial sector depth and efficiency 

Financial stability 

Policies and institutions for 
environmental sustainability 

Assessment 

Weaknesses in public financial management 
0 Expenditures are not controlled to budget l im i ts ,  leading to 

a significant arrears problem 
Ineffective cash management. There are multiple bank 
accounts, some outside the control o f  Treasury. Some 
provinces are short o f  cash while others hoard central 
government revenue. 
The manner in which fiscal decentralization i s  occurring i s  
undermining fiscal control 

Need to improve transparency o f  decision making 
processes, including between the centre and the provinces 
and in the implementation o f  sectoral policies 
New accountability organizations - e.g., National Audit 
Office, State Inspection Authority - are under-resourced 
and need to b e  strengthened for task at hand 

Small banking sector wi th a large share o f  credit flows from 
state owned banks becoming non-performing loans 
Poor access to financial services for private enterprises, 
consumers, and the poor 

Sector remains highly concentrated with two insolvent state 
banks accounting for 80% o f  system 
Inadequate regulatory, accounting and disclosure standards 
wi th weak enforcement 
Weak capacity in commercial banks and central bank 
supervision 

Deforestation remains the most important environmental 
problem 
While laws to protect and manage environmental resources 
have been passed, implementation i s  weak due to a lack of 
enabling regulations, institutional capacity, expenditures, 
and community participation 
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1. 2 Development vision 
11. As part of i t s  development vision, Lao PDR seeks to graduate permanently from 
least developed country status by 2020. l3 Lao PDR estimates that this would require per 
capita GDP between U S D  1,200-1,500 and average annual GDP growth o f  7%. The National 
Development Framework (NDF) sets out the main longer-term development indicators and 
objectives that underpin the National Growth and Poverty Eradication Strategy (NGPES) 
recently prepared by the Government. Some o f  the outstanding issues revolving around the 
NGPES are discussed in B o x  2. 

12. Lao PDR will also face the challenge o f  meeting i t s  Millennium Development 
Goals (MDGs) by  2015. These include, for example, halving the proportion o f  people living 
in poverty compared to 1990; achieving universal primary education; promoting gender 
equality; reducing chi ld mortality by two-thirds compared to 1990; and ensuring environmental 
sustainability, including halving the proportion o f  people without access to safe drinking water. 

Box 2:NGPES - Some outstanding issues 
The NGPES report covers a wide range o f  areas and recognizes the importance o f  creating an enabling 
environment for growth and development-encompassing macroeconomic stability, private sector development, 
regional integration, and natural resource development-as well  as the need to improve public sector governance. 
The NGPES states that i t s  operational framework comprises four main sectors (agricultureiforestry, education, 
health, and infrastructure) and several other supporting or potential growth sectors. Rural development and a poor 
district focus are also central elements o f  the NGPES. 

In their joint comments on  the drafi NGPES, IMF and World Bank staff noted while the NGPES provides a useful 
integration o f  the poverty reduction strategy with the Government's overall national objectives and socioeconomic 
programs, additional structural and sectoral reforms are needed as part o f  the poverty reduction strategy. Key  
policy issues flagged included the need to link the development o f  natural resources to poverty reduction, greater 
revenue effort, public sector reform, and district targeting. 

T o  combat poverty, the NGPES has a strategy of poor area development and foresees channeling priority 
investments to 47 districts classified as "poorest. Based on the findings o f  a poverty monitoring system 
questionnaire fielded by the Government in 2001102, 72 (out o f  142) districts-covering about one third o f  the 
population-were classified as "poor." O f  these 72 districts, 47 districts were classified as "poorest," in which at 
least half  o f  the households are poor according to household poverty criteria. Priority investments w i l l  be 
channeled to these 47 districts over the period o f  the plan, while the remaining 25 poor districts w i l l  be targeted 
during 2006-2010. 

While the target districts o f  the NGPES are on average much poorer than the rest o f  the country, the majority of 
the poor reside outside the targeted districts. In 199718, the "poorest" 47 districts had a poverty incidence o f  65 
percent, compared to only 42 percent in the 25 "poor" districts and 30 percent in the 70 "non-poor" districts. The 
pattern i s  confirmed when we look at other indicators o f  well-being such as education, assets, village 
infrastructure. However, only 37 percent o f  the poor reside in the poorest districts, and over hal f  o f  the poor reside 
in districts classified as "non-poor." Households in the poorest 47 districfz are also more rural, less densely 
populated, and account for only a fifth o f  the total population. (See Table 3). The NGPES strategy o f  targeting 
poor districts should therefore be accompanied by measures to ensure that the allocation mechanisms within the 
districts are also functioning well, Le., that the non-poor in the poorest districts are not receiving a disproportionate 
share o f  resources. 

Sources: NGPES; poverty backzround paper by Richter (2003) 

" 6th Party Congress 
l4 I t  will be important to update these numbers with the forthcoming LECS 111 and further refine the poverty reporting 

methodology associated with the monitoring system. 
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Table 3: Elements of 2020 Development Vision 

Indicators 
Total Population (million) 

GDP growth rate (%) 
-Agriculture (%) 

-Service f%) 

Population growth rate ("h) 

-Industry ("A) 

2000 2005 2010 2020 
5.2 5.9 6.6 8.2 
2.6 2.5 2.3 2.2 
5.8 7.0 7.0 7.0 
4.9 4.5 4.2 3.8 
8.5 10 10 8.5 
5 10 10 9 , ,  

L i f e  expectancy at birth (years) 
Adult literacv over 15 years (%) 

59 63 67 70 
70 78 84 90 

Infant mortality under 5 (per 1,000 live births) 

Access to clean water (% o f  population) 
Maternal mortality (per 100,000 live births) 

13. Concerted efforts will  be needed if Lao  PDR i s  to make significant progress 
towards realizing i t s  development vision. Achieving many o f  the MDGs by 2015 or the 
goals o f  the NDF by 2020 wil l demand extraordinary efforts to reduce poverty and improve the 
health and education status o f  the population. Whi le there has been improvement in some key 
social indicators since 1990-including under-5 mortality rates, l i f e  expectancy, and literacy, 
there are other indicators that have not improved. Whi le Lao PDR will realize the MDG for 
poverty, o n  current trends it will not be able to achieve the MDGs for universal completion o f  
primary school, maternal mortality, and chi ld malnutrition by 2015 (see Figure 3). 

82 62 40 20 
530 350 250 130 
52 57 100 100 

Figure 3: Progress Towards MDGs, selected indicators 
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Under-5 Mortality Rate 
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50 
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Child Malnutrition 
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Figure 4: Growth and poverty reduction year 1990-2000 
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Source: World Development Indicators 

14. 
cross-country experience are particularly relevant for Lao PDR and are worth highlighting. 

What will be needed for Lao PDR to make significant progress? Several lessons from 

15. First, economic growth is essential to realizing such improved development outcomes. 
Countries which grew faster achieved more poverty reduction. As indicated in Figure 4, the 
more rapid growth in East Asia and Pacific countries resulted in a much sharper reduction in 
poverty than in other regions, with consequent improvements in other social indicators. 

16. Second, having more resources is no guarantee o f  improved economic growth. Economic 
growth i s  not mainly the result o f  capital accumulation or additional resources. Empirical 
research o n  growth demonstrates quite clearly that productivity growth and not capital 
accumulation explains much o f  the differences in economic growth across countries and over 
time." Resources may be important for some countries at particular junctures. The research o n  
aid effectiveness, for example, demonstrates that additional aid resources can contribute to 
good development outcomes, but that depends critically upon an appropriate pol icy and 
institutional environment.16 But resources are not a "magic bullet." Indeed, recent empirical 
research find that some natural resources-oil and minerals in particular-actually have had a 
negative impact on growth through their damaging effect on the incentives to improve 
institutional quality." 

I5 See, for example, Easterly and Levine (2001), "It's not factor accumulation: stylized facts and growth models." 
l6 World Bank (1998), Assessing Aid: What Works, What Doesn't and Why 
" Recent econometric research b y  the IMF finds that natural resources have a strong negative impact on growth by impairing 

institutional quality. However, once the effect o f  institutions i s  controlled for, there i s  either litt le or even a positive effect 
o f  natural resources on growth. Readily appropriable or "point source" natural resources l ike fuel and minerals also have a 
stronger negative impact than do food or agricultural resources. (IMF Working Paper, Sala-i-Martin and Subramanian 2003). 
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17. The world i s  strewn with examples o f  countries with huge natural resources that have 
failed to grow. Nigeria provides a particularly stark cautionary tale. In 1965, per capita o i l  
revenues were USD 33, and per capita GDP in Nigeria was about USD 245. By 2000, per 
capita o i l  revenues had increased to U S D  325, but per capita GDP remained at the same level 
as in 1965. Since 1965, after deducting payments to foreign o i l  companies, Nigeria obtained 
cumulative revenues from o i l  o f  around U S D  350 bi l l ion measured at 1995 prices. Nigeria's 
huge o i l  revenues have not improved the standard o f  living in Nigeria at all.l* 

18. Third, while growth is essential, growth alone is not sufjcient for rapid improvement in 
social outcomes. Countries differ in terms o f  how effectively their economic growth has 
translated into improved development outcomes. Vietnam, for example, managed to achieve 
many social indicators comparable to Thailand at a much lower level o f  per capita GDP. For 
example, as indicated in Figure 5, Vietnam's infant mortality rate declined steadily and was 
lower than that o f  Thailand in 2000 although i t s  GDP per capita was only about one-eighth o f  
Thailand's. That growth alone i s  not enough to improve social outcomes sufficiently i s  also 
true at the global level. At current trends, for example, while the MDG for poverty i s  likely to 
be achieved in al l  regions except for Africa, the under-5 mortality rate is unlikely to be 
achieved in any region o f  the wor ld by 20 15 .I9 

' 

Figure 5: GDP per capita and infant mortality 
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I* Figures are from Sala-i-Martin and Subramanian (2003). 
l 9  World Bank, World Development Report 2004. 
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19. Fourth, increasing public spending alone-without complementa y improvements in 
service delive y - i s  also not enough. Increasing public spending without additional 
improvements in the efficiency and targeting o f  that spending i s  not l ikely to translate into 
better outcomes. Cross-country data, for example, typically indicate a weak relationship 
between public spending and health and education outcomes once the effect o f  per capita 
income i s  controlled for.2o 

20. Evaluating changes in public spending over time yields a similar message. A 
comparison o f  Thailand and Venezuela, for example, indicates that while Thailand increased 
public spending on primary schooling much more than did Venezuela, there was little 
difference in completion rates for primary education between the two. (See Figure 7). 

Figure 6: Increasing public spending alone i s  not enough 

Under-five mortalitv rate*. 2000 

-150 -100 -50 0 50 100 150 
Public spending per capita on 

health, 1990s average" 
* Public spending and ch i ld  mortality are given as the percent deviation f r o m  rate predicted by GDP per capita. 

Source: World Bank, World Development Report 2004. Spending and GDP from World Development Indicators 
database; Under-5 mortal iv from UNICEF. 

Because richer countries typically have better outcomes and spend more on health and education, a simple scatterplot o f  
spending and outcomes will show a line with a significant slope. Once the effect o f  per capita income i s  controlled for, 
however, the effect is much less marked. 
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2 1. As discussed above, previous studies have noted that recurrent expenditures on health 
and education in Lao PDR are below what i s  needed. But additional spending must be 
accompanied by improvements in service delivery if outcomes are to improve sufficiently, 
especially for the poor. The 2004 World Development Report identif ies four main reasons why 
public spending on services have typically failed to benefit the poor: (i) public spending on 
services tends to benefit the r ich more than the poor; (ii) money fails to reach the frontline 
service providers such as schools and clinics; (iii) service quality i s  particularly l ow  for poor 
people as incentives for effective delivery remain weak; and (iv) there i s  insufficient demand 
from the poor due to other factors. Without also resolving these problems, there are likely to be 
l imited benefits from additional public spending. 

300 - 90 - 

80 - 

70 - 

60 - 

Figure 7: Changes in spending and outcomes 
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Source: Spending data from WDI database; primary completion from Bruns et. al. (2003) 

22. Cross-country data indicate 
strong positive relationship between various indicators o f  governance-such as voice and 
accountability, control o f  corruption, and rule o f  law-and per capita incomes (See Figure 8). 
Interestingly, recent research indicates that the this relationship i s  due to  the strong positive 
effect o f  governance on income, and not the other way around. 21 The research suggests that a 
strategy o f  waiting for governance to automatically improve as the country gets richer i s  not 
l ikely to succeed, and that there i s  a need for systematic interventions to improve govemance 
where i t  is  weak. 

Fifth, good governance is critical to sustained growth. 

21  Kaufmann and Kraay (2003), “Governance and Growth: Causality which way? Evidence for the World, in Brief.“ 

14 



Figure 8: Voice and accountability 

1.3 Organizing framework 

23. Lao PDR's development vision is appropriately multi-faceted and involves not just 
growth but improved welfare. This report therefore looks not only at the sources o f  growth, but 
o f  improved development outcomes more broadly. Figure 9 provides the analytical framework 
used to explore the linkages between growth, poverty reduction, and social outcomes. Growth 

~ leads to poverty reduction and improved household incomes @. Increased household incomes 
lead to greater demand for education and health services, resulting in improved social 
outcomes such as improved enrollment and mortality rates ~. At the same time, growth also 
results in greater public revenues and expenditures 8. These expenditures translate into such 
outputs as more teachers, schools, and hospitals 1, which can contribute to improved outcomes 
such as reduced poverty ~ and again to improved social outcomes 8. These improved social 
outcomes feed back to higher growth and lower poverty 

Figure 9: Framework for growth, poverty reduction, and social outcomes 

Growth 
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24. Figure 9 does identify the important necessary linkages needed for growth to translate 
into reduced poverty and improved social outcomes. Improvements to the broader pol icy and 
institutional setting are also required. Growth may result in increased resources and 
expenditures, but if public financial management and service delivery are weak then these may 
not translate into much improvement in development outcomes. The 2004 Wor ld  Development 
Report provides a useful framework o f  accountability relationships between three sets o f  
actors-poor people, pol icy makers, and providers-in thinking about whether and how public 
services can be made to work for the poor, which we wil l revisit in the context o f  Lao PDR. 
(See B o x  11). The framework in Figure 9 also highlights the importance o f  demand-side as 
wel l  as supply-side factors in improving social outcomes. Public schools, for example, may be 
built, but if households do not send or keep their children in those schools-e.g., because the 
returns to education are perceived to be low-educational outcomes will not improve. 

25. Figure 9 also provides the basic, organizing framework for this report. Chapter 2 
discusses the sources o f  growth for Lao PDR 1 through various sectoral studies (section 2.1) 
and a simple macroeconomic model (section 2.2). Chapter 3 discusses the various l i n k s  by 
which growth can get translated into improved poverty and social outcomes. Section 3.1 
focuses o n  the top-half o f  the diagram and the demand-side impact. The impact o f  growth on 
household incomes and poverty 2 is explored through simulations using POVSTAT, a 
methodology developed by the World Bank (section 3.1.1). H o w  higher household incomes 
translate into demand-side improvements in social outcomes 3 i s  also estimated (section 3.1.2). 

26. The bottom hal f  o f  the diagram i s  explored in section 3.2, which focuses o n  supply-side 
interventions, including how growth translates into an indicative resource envelope for 
increased public expenditures 4 i s  addressed (section 3.2.1). H o w  efficiently these increased 
public expenditures get translated into outputs 5 such as improved infrastructure or more 
schools and hospitals i s  not explicitly covered in this report. ” H o w  ever, the impact that these 
outputs have on poverty reduction 6 and improved social outcomes 7 i s  discussed in the 
analysis o f  the determinants o f  poverty and social outcomes. As wil l be discussed, however, 
the relationship between public expenditures and better outcomes i s  a complex one which 
requires major improvements in accountability in several l i n k s  along the service delivery chain. 
Improvements in social outcomes 8 feedback into reducing poverty and improving growth. 
The analysis o f  poverty determinants, for example, provides clear empirical evidence o f  the 
relationship between better education and lower poverty. While not explicitly addressed in this 
report, there is also widespread international evidence o f  the relationship between better social 
indicators such as improved human capital and long run productivity and economic growth. 23 

27. Based on the results from the preceding chapters, chapter 4 discusses elements o f  a 
strategy for realizing Lao PDR’s development potential, as wel l  as some o f  the key steps needed 
to implement such a strategy, including the importance o f  improving the enabling environment 
for the private sector and public sector governance, through better information and 
transparency. 

~~ 

’’ The Lao PDR expenditure tracking survey will address some o f  these issues in the context o f  the education sector. 
23 One way to address this feedback link i s  to conduct growth accounting exercises which take into account the effect o f  

improvements in the quality o f  human and physical capital on aggregate GDP growth. However, as is discussed later in the 
report, data constraints preclude any meaningful growth accounting exercise in Lao PDR at present. 
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Chapter  2 - Sources o f  G r o w t h  for  Lao PDR 

While Lao PDR has had reasonable economic growth, sustaining and improving upon this 
performance wi l l  require signijkant reforms across all sectors. I t  w i l l  be important to 
maintain agricultural performance to reduce poverty and to develop manufacturing and 
services as a long-term growth engine for Lao PDR while improving the growth contribution of 
natural resources. 

28. This chapter discusses some o f  the sources o f  growth for the Lao PDR economy. 
Section 2.1 provides summary sectoral analyses covering key sectors such as agriculture; 
manufacturing and services; and natural resources, including mining, forestry, and hydropower. 
Based on the preceding analysis, what can Lao PDR reasonably expect by way o f  growth going 
forward? Section 2.2 provides some indicative figures from a simple macroeconomic model. 

Household 
Incomes and 

Poverly 

Growth 

I /-----. / \  
Revenues and 
Expenditures 

Social 
Outcomes 

2. 1 Sectoral analyses 

29. Brief sectoral analyses o f  agriculture, manufacturing and services, and natural 
resources-including forestry, mining, and hydropower-are provided. Each sectoral summary 
describes the current status and key issues faced by sector, including steps needed to increase 
the growth and development contribution o f  the sector. The share o f  GDP, growth rate, and 
contribution to overall GDP growth o f  each sector are provided in Table 4. 

2.2.1 Agriculture 

30. While agriculture is the most critical sector for improving social and development 
outcomes in Lao PDR, the sector is largely characterized by subsistence rice farming and low 
productivity. Growth wi l l  come from a transition to greater market orientation, including 
regional specialization characterized by rice intensi9cation in favorable zones and 
diversifcation away from rice in other areas. However, particular attention wi l l  need to be 
paid to managing risks associated with local food security and resource degradation. 

17 



31. Agriculture i s  the most critical sector for improving development outcomes in Lao 
PDR. O f  the 798,000 households in Lao PDR in 1999, 668,000 were agricultural households. 
With the overwhelming majority o f  the poor located in rural areas, progress in poverty 
reduction depends critically upon performance in the sector. As noted in Table 4, even 
excluding forestry, agriculture (crops, livestock and fisheries) accounts for nearly half o f  GDP. 
The sector also contributed nearly ha l f  o f  the GDP growth recorded during the latter ha l f  o f  the 
1990s, although this has dropped to about a third more recently. 

32. The sector has performed quite well. Agricultural sector growth rates between 1991- 
2000 have been among the highest in the region at 4.7 percent, compared to Vietnam (4.6%); 
Thailand (2.4%); and Cambodia (2.0%). Rice production and yields grew strongly during the 
1990s by an impressive 53 and 43%, respectively. 

33. A significant increase in yields underlies this performance. As indicated in Table 5, 
total planted area increased by less than 3% during the past decade. However, rice yields, 
especially for season and irrigated rice, increased significantly. 

There has also been a shift in planted area away hom upland r ice and maize towards irrigated 
rice and higher value products such as vegetables and I f  accurate, the above data, 
which i s  from a NSC report based on MAFF data, indicates a significant and surprising drop in 
planted area from 1990 to 1995. 

34. Despite its strong performance, the sector i s  still characterized by a high 
subsistence orientation. Subsistence r ice farming on small holdings remains the predominant 
activity. 94% o f  the agricultural households in Lao PDR produce mainly for their own 
consumption, and 92% grow rice.25 Only 35% o f  households sold some o f  their produce. 
Holdings are small and the distribution o f  land appears reasonably equitable. 

24 Between 1996-1999, the average price per kg for salad and long beans at markets o f  five cities was 15% and 30% higher, 

25 Lao Agricultural Census 1998-1999. 
respectively, than the price per kg for glutinous rice (data reported by NSC). 
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Table 4: L a o  PDR Real  GDP by Sector, Period Averages 

LAO PDR REAL GDP - PERIOD AVERAGES 

Sector 
SHARE OF GDP 
1991-1995 1996-2000 2001-2002 

52.5% 
29.5% 
19.3% 
1.2% 
9.0% 

23.0% 
11.6% 
8.8% 
1.7% 
0.8% 

16.3% 
13.1% 
10.1% 
0.7% 
0.7% 
0.8% 
0.1% 
0.Ph 
0.2% 
0.3% 
3.1% 
0.1% 

24.6% 
5.1% 
4.8% 
0.0% 
0.3% 
8.0% 
1.1% 
3.7% 
4.3% 
1.5% 
0.9% 
0.1% 

6.6% 
1.3% 
5.1% 
0.2% 
0.0% 
0.1% 
0.1% 

100.0% 

47.5% 
28.0% 
17.8% 
1.6% 
8.6% 

19.5% 
9.9% 
7.3% 
1.6% 
0.8% 

19.4% 
16.4% 
12.8% 
0.6% 
1 .O% 
0.6% 
0.1% 
0.4% 
0.3% 
0.7% 
3.0% 
0.1% 

25.4% 
5.7% 
5.0% 
0.1% 
0.6% 
9.2% 
1 .29h 
3.2% 
3.0% 
0.9% 
1.9% 
0.2h 

7.7% 
2.0% 
5.3% 
0.4% 
0.2% 
0.1% 
0.2% 

100.0% 

47.5% 
30.1% 
18.2% 
2.4% 
9.6% 

17.4% 
8.7% 
6.4% 
1.6% 
0.7% 

20.9% 
18.5% 
14.6% 
0.5% 
1.1% 
0.6% 
0.0% 
0.6% 
0.3% 
0.9% 
2.3% 
0.1% 

25.1% 
6.0% 
5.1% 
0.1% 
0.8% 
9.7% 
0.8% 
2.8% 
2.8% 
0.6% 
2.1% 
0.2% 

6.5% 
2.8% 
3 2 h  
0.5% 
0.3% 
0.0% 
0.2% 

100.0% 

GROWTH RATES 
1991-1995 1996-2000 2001-2002 

2.5% 
4.2% 
0.0% 

12.3% 
-1.2% 
7.1% 
8.0% 
6.3% 
7.5% 
4.5% 

13.0% 
14.3% 
12.1% 
12.7% 
43.4% 
43.3% 
4.3% 

37.8% 
6.9% 

73.2% 
9.3% 
0.6% 

6.8% 
6.8% 
5.3% 
7.9% 

42.8% 
10.5% 
13.1% 
3.7% 

-4.9% 
16.3% 
76.3% 
31.6% 

20.7% 
6.3% 

40.7% 
15.1% 

10.6% 
13.1% 

6.1% 

6.8% 
10.0% 
7.7% 

23.0% 
13.2% 
25% 
2.2% 
2.3% 
3.2% 
5.7% 

8.4% 
10.3% 
12.8% 
-3.1% 
3.7% 
24% 

-11.3% 
7.1% 

16.1% 
20.6% 
-1.3% 
14.4% 

6.6% 
8.3% 
7.5% 

17.4% 
20.5% 
8.8% 

4.9% 
3.2% 
3.9% 

-2.2% 
15.4% 
12.8% 

1.1% 
27.8% 
-8.8% 
27.7% 
67.0% 
9.9% 

15.7% 

6.6% 

3.7% 

3.6% 
17.3% 
1.Ph 
3.5% 
2.7% 
2.4% 

12.9% 
5.5% 

11.5% 
12.5% 
11 5% 
16.4% 
17.7% 
-1.3% 
-0.6% 
68.7% 
a.5% 
9.6% 
3.3% 

18.5% 

5.7% 
8.5% 
5.5% 
3.1% 

34.3% 
8.2% 
8.7% 
2.5% 
1.7% 

-2.7% 
0.2% 
3.6% 

48% 
2.8% 
6.6% 
5.7% 

11.9% 
-26.4% 

7.5% 

5.8% 

3.8% 

CONIRIBLITIONTOGROWTH 
1991-1995 1996-2000 2001-2002 

1.3% 
4.3% 
-0.3% 
0.1% 
4.1% 
1.6% 
0.9% 
0.5% 
0.1% 
0.0% 

1.9% 
1.7% 
1 .O% 
0.1% 
0.2% 
0.2% 
0.0% 
0.1% 
0.0% 
0.1% 
0.3% 
0.0% 

1.7% 
0.3% 
0.2% 
0.0% 
0.1% 
0.8% 
0.1% 
0.1% 

-0.2% 
0.2% 
0.3% 
0.0% 

1.2% 
0.1% 
1.1% 
0.0% 

0.0% 
0.0% 

6.1% 

3.2% 
2.7% 
1.3% 
0.3% 
1.1% 
0.5% 
0.2% 
0.2% 
0.1% 
0.0% 

1.6% 
1.6% 
1.5% 
0.0% 
0.0% 
0.0% 
0.0% 
0.0% 
0.0% 
0.1% 
0.0% 
0.0% 

1.7% 
0.5% 
0.4% 
0.0% 
0.1% 
0.8% 
-0.1% 
0.1% 
0.1% 
0.0% 
0.3% 
0.0% 

0.1% 
0.5% 

-0.5% 
0.1% 
0.1% 
0.0% 
0.0% 

6.6% 

1.8% 
1.2% 
0.7% 
0.4% 
0.1% 
0.6% 
0.2% 
0.2% 
0.2% 
0.0% 

2.3% 
2.2% 
1.6% 
0.1% 
0.2% 
0.0% 
0.0% 
0.3% 
0.1% 
0.1% 
0.1% 
0.0% 

1.4% 
0.5% 
0.3% 
0.0% 
0.2% 
0.8% 
0.1% 
0.1% 
0.0% 
0.0% 
0.0% 
0.0% 

0.3% 
0.1% 
0.2h 
0.0% 
0.0% 
0.0% 
0.0% 

5.8% 

'Muding natural resource sedcfs. Agriculture excludes forestry; industry exdudes electricity, mining, and quafrying 

sourcet calcu/afed based on fiaur-es SUDD!%~ bv Lao PDR National Sfafisticd Center 
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Table 5: Lao PDR agricultural planted area and yields 

YO change 
1990 1995 2000 1990-2000 

Rice 
Season rice 
Irrigated rice 
Upland rice 

Starchy roots 
Maize 
Vegetables and beans 

Raw matls for manuf 

Total 

Rice 
Season rice 
Irrigated rice 
Upland rice 

Starchy roots 
Maize 
Vegetables and beans 

Raw matls for manuf 
Source: MAFF data cited by NSC 

664 
3 92 

11 
260 
20 
48 

8 
58 

797 

2.77 
3.55 
1.46 
8.22 
1.70 
7.68 
3.41 

560 
367 

14 
179 
14 
28 

9 
58 

669 

2.92 
3.71 
1.65 
7.09 
1.71 
6.48 
2.10 

690 
500 
1 I O  
80 

8 
I O  
40 
72 

820 

3.27 
4.23 
1.63 
6.49 
2.36 
6.38 
3.45 

4.0% 
27.4% 

900.0% 
-69.3% 
-59.6% 
-79.2% 
406.3% 

23.7% 

2.8% 

17.9% 
18.9% 
11.3% 

-2 1 .O% 
38.6% 

-17.0% 
1.1% 

35. Whi le agriculture value added per worker improved by about a third over the 1 9 9 0 ~ ~  
productivity remains relatively l o w  (see Figure lo). Factors that have contributed to l ow  
productivity include the very low  use o f  chemical fertilizer, the small proportion o f  irrigated 
cropland, and the near absence o f  high yielding cereal varieties.26 Whi le overall fertilizer use 
quadrupled over the 1990s, i t remains l o w  o n  an arable hectare basis at 10 kg/ha. in 2000, 
compared to 121 kg/ha for Indonesia and 364 k g h a  for Vietnam. In 1998/99, only 28% o f  
farm households in Lao PDR used mineral fertilizer, and only 29% used farm machinery. 
Because o f  mountainous terrain, the proportion o f  land suitable for irrigation i s  limited. The 
proportion o f  irrigated cropland in Lao PDR in 1994-96 was only 18%, compared to 28% for 
low-income 

26 Lao PDR agricultural production systems can be grouped into four major types. The lowland rainfed system i s  
characterized b y  a single paddy crop during the wet season. The lowland irrigated system supports both a rice 
crop in the wet season and a dry season crop. Upland systems are characterized by shifting cultivation. Plateau 
farming involves mostly coffee cultivation. 

27 However, the area served by irrigation schemes has increased significantly recently from 217,000 ha in 1997198 
to 295,000 ha in 1999/2000 as a result o f  heavy investment in irrigation schemes and diesel pumps beginning in 
1997. 
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36. Given the prevalence o f  subsistence farming, agriculture contributes only a small share 
o f  total exports, unlike in most low-income Asian countries.28 The openness o f  the sector i s  
very low, with the ratio o f  total agricultural imports plus exports to agricultural GDP among the 
lowest in the region.29 Substantial growth o f  exports o f  commodities i s  not l ikely in the near- 
term.30 M a i n  export opportunities are l ikely to be cross-border and sub-regional, as in the case 
o f  livestock (pig) production in Houapanh province for Hanoi, but need to be facilitated. 

Figure 10: Agricultural value added per worker (constant 1995 USD) 

Source: FAOSTAT 

.... ~ - . . _ _  
---......_ 

37. Long-term growth will  come from a transition to greater market orientation, 
including diversification away from rice, intensification in favorable areas, and increased 
regional specialization. An agriculture potential assessment study by JICA seems to indicate 
substantial scope for expanding agriculture from the standpoint o f  suitable land resources and 
estimates the potential total area for annual and perennial crops to be as high as 3.1 mi l l ion ha, 
compared to the 1.1 mi l l ion ha. currently under c ~ l t i v a t i o n . ~ ~  Coupled with an expanding rural 
labor force due to population growth o f  nearly 2.5% per year, such additional land and labor 
inputs wil l drive agricultural expansion. Sustained growth over the long term, however, wil l 
need to be driven by productivity growth and efficiency improvements from increased 
diversification, intensification, and specialization. 

’* Coffee alone accounts for over ha l f  o f  official agricultural exports. I t  should be noted, however, that unofficial and 

29 The ratio for Lao PDR was only 0.09, much lower than in Cambodia (0.1 8); Indonesia (0.30); Vietnam (0.42); and Thailand 

30 Reasons include (i) poor transportation infrastructure and services; (ii) relatively l ow  purchasing power in nearby 

unrecorded trade, e.g., in live cattle, i s  also l ikely to be very significant. 

(0.57). 

economies; (iii) rough similarity between Lao and neighbouring countries agricultural products; and (iv) risk aversion o f  
small-holder production base and weak links to export opportunities. Furthermore, farmers interested in export markets 
w i l l  therefore have to distinguish between production for own or domestic consumption with that for world markets. 
While glutinous rice accounts for about 96 percent o f  total rice consumption in Lao PDR, wor ld markets are predominantly 
for ordinary rice. 

Agriculture and Forestry (MAF) Master Plan (2001). 
31 Based on physical parameters such as land use, soil and climatic conditions, topography, and forest cover (Ministry o f  
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38. Diversification from rice i s  l ikely to increase as markets are better integrated and new 
areas are brought into cultivation. Under rain-fed conditions, other crops are better suited to 
cultivation in drought-prone areas. Much  o f  the potential area expansion cited above wil l be in 
hilly areas rather than lowlands and more suited to tree crops and livestock rather than food 
crops. 

39. Regional specialization has been l o w  and considerable scope exists for intensification 
o f  rice production in favorable areas and increased regional specialization. Intensification 
would be based on more widespread use o f  improved varieties, increased fertilizer use, better 
crop protection practices, and improved post-harvest processing and management 

40. Better domestic market integration will  be needed to support the above process. 
Rice markets remain fragmented as evidenced by wide differences in provincial and regional 
prices.32 Improved market integration would help households manage the tradeoff between 
lowering r i s k  through local self-sufficiency in rice with increasing incomes through responding 
to market opportunities in cash crops. 

41. Improving security of tenure to agricultural land i s  important for farmers' 
incentives to make productivity investments, including in perennial crops. While al l  land 
in Laos i s  vested in the State, land use rights are informally recognized and a process o f  
administering and recording land transactions with these rights is being developed. Since the 
early 1990s the Govemment has moved to formalize the land administration system, with the 
1991 Constitution affirming the rights o f  individuals to use land and subsequent decrees 
addressing land management and admini~trat ion.~' Expanding the land registration system to 
encompass rural areas and rationalizing the Government's program o f  allocating agricultural 
and forest land to eligible beneficiaries will be important challenges to be met. The framework 
to enable assignment o f  rights to groups also needs development and piloting, as this wil l be 
more appropriate than individual rights systems in many areas where swidden agriculture 
currently dominates. 

42. Particular attention will  need to be paid to managing risks associated with local 
food security and resource degradation. Given inadequate rural infrastructure, off-farm 
opportunities, and formal social safety nets, attention to local food security and i s  a prudent 
transitional stance. Households are st i l l  subject to significant climatic risks as indicated by the 
saw-tooth pattern o f  agricultural growth. Achieving sustainable, higher rates o f  growth wil l 
also require attention to land capability, watershed and river bank protection, and appropriate 
use o f  arable, pasture, and forest land." Land and water resources are under considerable 
demographic pressure. Data from the 1998/99 agricultural census indicate that as much as 29% 
o f  agricultural land was cleared within the last 3 years. Coupled with the surprising drop in 
planted area from1990-1995 cited earlier, this could indicate the possibility o f  huge land 
degradation and weak land tenure.35 

Cited in Bourdet (2000) 
The Land Law o f  1997 identifies types o f  land rights that can be granted by the State to citizens, land classification and 
land management (including maximum size limits for various types o f  agricultural land), establishes provisions for land 
registration and issuance o f  land certificates, and defines administrative responsibilities in the land management system. 
A Land Tilt ing project has been implemented since 1997 as the first phase o f  a long-term strategy to complete registration 
o f  a l l  rights in land and strengthen land management. 
The area under forests has been declining wi th a loss o f  about 1 mi l l ion ha. or 8 percent over the past two decades. At 
current rates o f  deforestation, remaining forest area will decline f rom 45% o f  total land area to below 35% by 2020. 
If both data are correct, this would indicate that previously cleared land (drop in harvested area from 1990 to 1995) was so 
useless or degraded that it was more worthwhile to clear new land than use previously cleared land, and that land tenure is  
sufficiently weak to allow this to happen on such a scale. 
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2.2.2 Manufacturing and services 

43. W%ile the manufacturing sector has performed well, it faces signiJicant challenges and 
risks in core sub-sectors. Furthermore, the sector is overwhelmingly dominated by very small 
enterprises, suggesting possible constraints to the ability of the sector to expand exports and 
employment. Sustaining the performance of the sector will require improvements in key 
building blocks such as the environment for doing business, infrastmcture, and market 
institutions, as well  as facilitating regional linkages. 

44. The manufacturing and services sectors have performed well. Over the last decade, the 
manufacturing sector has enjoyed growth o f  over 10% o n  average, and accounts for over 18% 
o f  GDP. Most o f  the growth contribution has come from food and beverages, which alone 
accounts for over 78% o f  value added in manufacturing and 15% o f  total GDP. Despite very 
rapid growth rates during the early 1990s, garments and wood processing s t i l l  account for a 
relatively small share o f  total value added in manufacturing, only about 6% and 3%, 
respectively. I t  should be noted that UNIDO survey data yield quite different subsectoral 
breakdowns in manufacturing compared to NSC data used for estimating value added in GDP.36 

K e y  reforms areas in agriculture 

Sustaining the growth performance o f  the sector will require measures to  facilitate diversification while 
maintaining food security, including 

Promoting market integration and efficiency. This includes (i) improv ing transport infrastructure, 
especially rural roads and (ii) removing pol icy  distortions which contribute to fragmentation o f  domestic 
markets and affect f a rm gate prices. Improv ing rural roads is a high pr ior i ty  as fewer than 2% o f  rural 
roads are paved, most are impassable in the rainy season, and alternative transport options are limited.37 
Price controls are s t i l l  practiced, with rice and meat prices set within ranges determined by the central 
government with actual prices set by the provinces. Transportation o f  r ice and livestock between 
provinces is strictly controlled. 

Strengthening agricultural services. Core research and extension agencies-National Agriculture and 
Forestry Extension Service (NAFES) and National Agricultural and Forestry Research Institute (NAFRI)- 
are o f  recent or ig in  and need to be strengthened given the need for pr ior i ty  research o n  diversif ied 
cropping under irr igation in the dry season. Effectiveness o f  such programs wil l b e  enhanced by village 
organizations with w h o m  Government can partner. Progress o n  developing sustainable agricultural credit 
and mico-finance i s  also needed, including a move away f r o m  reliance o n  subsidized lending through 
APB . 
Strengthening land administration t o  improve security o f  land tenure and provide incentives for 
investments in improv ing productivity, including in perennial crops. 

j6 Lao PDR has no railway, limited use o f  inland waterways, and problematic third country transit arrangements and access to 

j7 These figures are based on GDP figures provided by the NSC. There are wide discrepancies between the subsectoral 
seaports. 

breakdown of manufacturing between NSC data and figures from the UNIDO manufacturing survey. The WID0 survey 
estimated a much lower share of value added in manufacturing from food and beverages (29%), and a much higher share 
from tobacco (10%); garments (25%); and wood and wood products (10%). Since the analysis in this report focuses on 
contributions to aggregate GDP growth, for consistency, we rely on the NSC data. The UNIDO data also do not provide 
subsectoral data over time to  a l low estimation o f  subsectoral growth rates. 
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45. Services account for an even greater share o f  GDP (over 25%), but performance has 
been less strong, with growth around 6% on average. The bulk o f  the growth contribution has 
come from wholesale and retail trade, which accounts for over 38% o f  services value added and 
nearly 10% o f  total GDP, and has grown at over 8% o n  average. The second most important 
subsector is transport, which accounts for about 20% o f  services value added and 5% o f  GDP. 
Tourism i s  widely cited as an area o f  high growth potential in services for Lao PDR, but the 
present, poor information base precludes any detailed analysis.38 Using World Development 
Indicator figures for cross-country comparisons, however, i t i s  clear that Lao PDR attracts only 
a tiny fraction o f  the tourists received by i t s  neighbors (about 3% and 14% o f  Thailand and 
Vietnam, respectively). Improving tourist infrastructure and service quality could allow Lao 
PDR to tap into these large regional tourist flows as part o f  a multi-country visit. 

46. While the manufacturing sector has performed well, it faces several significant 
challenges going forward. First, competitiveness i s  limited. While labor costs are low, 
labor productivity-as proxied by value added per worker-is correspondingly low. For example, 
while Lao PDR’s labor costs are only 44% (50%) o f  Indonesia (Sri Lanka), its value added per 
worker i s  only 33% (46%).” 

47. N o t  surprisingly, given i t s  landlocked status, logistics and transport costs are much 
higher than for other countries. Estimated transport costs for a 20 ft. container for general 
commercial cargo from Vientiane to Los Angeles i s  over 1.4 times that from Bangkok or 
Beijing. The costs o f  shipping a container from Vientiane to Bangkok i s  estimated to be 1.4 
times the cost from Beij ing to Bangkok.4o The cost o f  importing and exporting through 
Thailand is high due to high trucking costs and time consuming customs procedures. Despite 
these high costs, Thailand remains the preferred transit route over Vietnam due to even more 
cumbersome procedures with the latter. These higher logistics and transport costs are not offset 
by significantly lower costs in other areas. The comparative cost o f  doing business in Lao PDR 
i s  also high. While Lao PDR has cheaper labor costs, i t has average electricity, 
telecommunication, and rental costs compared to other East Asian c o u n t r i e ~ . ~ ~  

38 Based on Lao PDR data, Lao PDR received 674,000 tourists in 200 1, of  which 56% came from Thailand, down from about 
750,000 in 2000. World Development Indicators (WDI) data, by contrast, record that Lao PDR attracted 300,000 tourists in 
2000. Whi le  there i s  no estimate for the present GDP contribution of tourism, the hotel and restaurant sector currently 
accounts for about 2% of GDP. 

39 UNIDO Intemational Yearbook of Industrial Statistics; MIH Survey o f  Industrial Establishments 1999. 
40 Based on quotations o f  freight forwarding companies. Most goods shipped out of Lao PDR are shipped unbundled in 

41 Based on estimates for Lao PDR compared to regional information compiled by JETRO. 
trucks then loaded to containers in Thailand. 
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Figure 11: Labor costs and value added per employee in manufacturing (1999) 
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source : UNIDO International Yearbook o f  industrial Statistics ; MIH Survey o f  Industrial Establishments 

48. Second, several important  subsectors face specific risks. Garments and wood and 
wood products together accounted for over 50% o f  total exports in 2002. In the garments 
sector, the phasing out o f  export quotas under the Multi-fiber Agreement (MFA) in 2005 
represents a significant r i s k  for the Lao PDR garment sector as the main commercial 
justification for many o f  the garment factories currently located in Lao PDR is to take 
advantage o f  the country's quota allocation. The competitiveness o f  the garment industry in Lao 
PDR relative to those in China and Vietnam remains questionable. Already, foreign investment 
in the sector has slowed down and has fallen from U S D  4.8 mi l l ion in 2000 to U S D  0.4 mi l l ion 
in 2001. Garment exports fel l  by nearly 20% during the first ha l f  o f  2003 o n  a year-on-year 
basis. W o o d  and wood processing is  characterized by l o w  value-added and efficiency, large 
SOE presence, non-transparent allocations o f  logging quotas, and capacity utilization o f  only 
20-30%. To operate at full capacity, the wood processing industry would require an equivalent 
to 3-5 times the sustainable annual allowable cut. A s  noted in the discussion o f  the forestry 
sector, on present trends and without significant reforms, the sector will be unable to contribute 
meaningfully to the economy in the not too distant future. 

4 
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49. In services, wholesale and retail trade face infrastructure and other constraints. The 
private sector plays the dominant role as state trading monopolies have been largely abolished. 
While there is a dearth o f  reliable statistics on the subsector, anecdotal evidence suggests that 
larger f i r m s  are often engaged in some form o f  wholesale trade o f  imported products, and that 
the informal and household sector dominate retail trade. Constraints faced by the trade 
subsector include the high cost o f  business operations, poor transport and logistics 
infrastructure, and the small size o f  the domestic market. Tourism faces additional constraints 
of underdeveloped tourist destinations and service skills.4z 

50. The Lao PDR manufacturing sector i s  overwhelmingly dominated by small, 
informal private enterprises. Medium and large enterprises (those with more than 10 
employees) accounted for only 30-40% o f  total manufacturing output and value added, with the 
balance accounted for by small enterprises. Only around 540 firms employed 10 or more 
employees, o f  which ha l f  are located in Vientiane municipality and province, with foreign 
owned or controlled garment manufacturers by far the largest firms. The private sector plays 
the dominant role in manufacturing, with SOEs contributing only 20% o f  value added. 

51. Formal manufacturing and services f i r m s  account for l imited employment. The formal 
manufacturing and services sector i s  estimated to employ about 100,000 persons and 22,000 
persons, respectively, or only around 5% o f  the total labor force o f  about [2.4] million. Small 
manufacturing establishments and the approximately 150 large manufacturing enterprises with 
over 100 employees each accounted for about 45% o f  formal employment. 

Box 3: Constraints on enterprise development 
A survey o f  11 1 medium and large private companies in Lao PDR by the Mekong Project Development Facility in 
1997 identified fluctuations in exchange rates; access to foreign currency; finance; poor quality o f  roads; and 
entering foreign markets as the five main constraints in operating their businesses. More recently, focus group 
meetings in Pakse and Savannakhet in January 2002 on Lao enterprise development issues organized by the World 
Bank identified similar issues. Finance and trade facilitation were particularly highlighted. Participants noted the 
difficulty o f  accessing finance and finding working capital. Interest rates were high, wi th SOEs and businesses 
affiliated with Government received more favorable interest rates. Poor trade facilitation remains a clear 
constraint. In terms o f  production, participants cited lack o f  availability o f  good quality domestic inputs and the 
need to import appropriate inputs. However, without the right contacts and network, the cost o f  importing i s  high 
to rent-seeking behaviour by authorities. Exchange rate volatility also made i t  difficult to manage costs and 
production. Transport logistics are poor and high cost. Participants noted that transport logistics are largely 
dominated by a few Government controlled firms, with smaller family-owned firms unable to transport large 
volumes at lower cost and delay. 

Source: 1997 MPDF survey; 2002 focus groups 

42 Lao PDR tourism numbers are only a fraction of i t s  neighbours, suggesting significant upside potential if i t  can tap into 
regional tourism flows as part of a multi-country visit. Based on World Development Indicator figures for cross-country 
comparison purposes, Lao PDR attracted only 300,000 tourists in 2000 compared to 2 and 9.5 million in Vietnam and 
Thailand, respectively. (Lao PDR official figures recorded 674,000 tourists in 2001, of which 56% were from Thailand.) 
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52. The very small size of  these firms indicates possible barriers constraining the 
growth of  firms and limits on the ability of  the sector to expand exports and employment 
over the near term. A 1999 UNIDO survey o f  small manufacturing establishments recorded 
a total o f  21,800 establishments wi th  an average size o f  about 2 persons. The "missing middle" 
and lack o f  medium-sized f i r m s  suggests that there are a number o f  barriers blocking the 
growth o f  small scale firms.43 While there has been limited formal, analytical work done on 
the constraints to  firm growth, anecdotal evidence indicates that government interference may 
be an important reason constraining f i r m s  from growing (See B o x  4). Surveys and focus 
groups have also identified access to finance, inputs, and logistics as important constraints on 
enterprise development in Lao PDR (See Box 3). Given its central importance for long-term 
growth in Lao PDR, a formal analysis o f  such constraints needs to be undertaken. 

53. The inability to grow such medium-sized firms wil l place significant limits on the 
ability o f  the sector to adopt new technology and expand employment. Coupled with the small, 
scattered population, l ow  urbanization, poor transport l inks ,  the lack o f  medium and large scale 
enterprises also suggests limits on the ability o f  Lao PDR to rely heavily on a strategy o f  l o w  
cost, labor-intensive manufactured exports to major wor ld markets, at least until transport costs 
and these other constraints are reduced. 

54. Nevertheless, the sector has a critical role to play in improving development outcomes 
by providing off-farm employment opportunities. Three-quarters o f  the enterprises in the 
UNIDO survey were micro-grain rice mills, with an average number o f  only 1.7 persons.44 
Such small, rural enterprises in both manufacturing and services will play an important part 
increasing household incomes and improving poverty and social outcomes (See B o x  5). 
However, if enterprises-both rural and urban-are unable to grow, then the scope for off-farm 
employment will be correspondingly limited. 

~~~~ 

43 A formal analysis o f  such constraints needs to be undertaken given its importance. A survey o f  1 11 medium and large 
private companies in Lao PDR by the Mekong Project Development Facility in 1997 identified fluctuations in exchange 
rates; access to foreign currency; finance; poor quality o f  roads; and entering foreign markets as the five main constraints in 
operating their businesses. 

Almost all o f  the establishments were run as individual proprietorships as opposed to cooperatives or partnerships. These 
findings are consistent with those o f  an earlier 1996 GTZ study o f  2,799 SMEs which found the average number o f  workers 
per firm to be only 1.9 workers, including the owner. 
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I 

Box 4: The value o f  keeping a low profile 

"Two unrelatedfirms ... recently began attending handicraft trade shows in Europe and the US. They began to 
make a profit from their new orders. Following publicity about the trade shows' successes, local authorities began 
to charge these firms higher taxes and higher 'unoficial' export duties for finished goods. I t  also began to take 
more than a month for their finished goods to clear customs procedures for export. Higher amounts of money and 
time were needed to manage export and tax authorities. This anecdote illustrates a common practice and the well- 
known 'tall poppy 'syndrome: the tallestflowers are most vulnerable to the mower. " 

Source: Mekong Project Development Facility (1998), A Survey ofMedium and Large Companies in Lao PDR 

Government interference and cumbersome regulations may be important reasons which contribute to the large 
number o f  small, informal f i rms .  Based o n  the recent "Doing Business" database o f  the W o r l d  Bank, for example, 
while the number o f  procedures involved i s  roughly comparable to  other countries, the number o f  days involved in 
starting up a business in Lao  PDR is three times the regional average. 

Figure 12: Starting a business in Lao PDR v. elsewhere 

198 

OECD Average Regional Average Lao PDR 

Source : World Bank, Doing business Data 
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I Box 5: Off-farm and non-farm activities in Lao PDR I 
Rural industries in L a o  P D R  typically consist o f  small-scale operations and is an  additional activity undertaken by 
households in addition to  fanning. Typical off-farm and non-farm employment include such activities as weaving, 
sugar cane processing, bamboo handicraft, and fishing and f ish processing. A recent small survey o f  240 
householdenterprises in these four areas found that (i) most workers are fami ly  members with only a very s m a l l  
proportion o f  hired workers; (ii) most acquired their ski l ls  through self-study and leaming f r o m  family, friends, 
and relatives rather than f r o m  formal schooling or training; (iii) there was a reliance o n  traditional tools with 
almost no  mechanisation (with the exception o f  fishing); and (iv) the share o f  household income f rom these 
activities was between about 60-70% (but was much lower with sugar cane processing). 

Importantly, the study found huge gaps between the prices received by producers and market prices even during 
the dry season, reflecting poor transport and market l i nks ,  and suggesting large profits by traders and 
intermediaries. As indicated in Figure 13 producer prices in handicrafts, for example, were less than 60% o f  
market prices. 

The study identif ied the m a i n  constraints o n  the development o f  rural off-farm and non-farm activities in Lao  P D R  
to  b e  (i) poor transport infrastructure and communications; (ii) underdeveloped markets and lack o f  market 
information; (iii) lack o f  ski l led labor; (iv) underdeveloped rural savings and credit systems. 

Figure 13: Market margins are large 
Producer prices as % o f  market prices 

86 8 
82 8 

Handicraft- Weaving-Silk Sugar cane Fishing-Smaked 
Small sticky rice s k i r t  processing- and dried f i s h  

basket Brown sugar 

Source: Keo-y et.al. (2003) "Off-farm and Non-farm E?mployment and 
Activities in the Lao PDR" in Off-farmand Non-farmemployment in Southeast 
Asian Transitional Economies and Thailand. (2003) 
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55. Sustaining the performance of the sector will require progress on improving 
human resources and infrastructure, developing market institutions, establishing a 
predictable business environment, and facilitating regional linkages. Addressing 
infrastructure needs i s  an obvious priority. Based o n  WDI data, the percentage o f  paved roads 
in Lao PDR (14%) i s  among the lowest in the region and considerably lower than i t s  
neighbours Vietnam (25%) and Thailand (98%). The difficult challenge o f  improving human 
resources has been discussed in a preceding section. 

56. As may be expected for a transition economy, Lao PDR s t i l l  needs to develop 
institutions required for an effective market system. Of  central importance are institutions to 
enforce the rule o f  law and ensure contract enforcement. Their absence may result in excessive 
reliance upon "personal relationships" with decision makers, which contributes to an 
unpredictable or uneven playing field for business. Inadequate o f  transparency o f  decision 
making processes in government exacerbate this problem. Privileges o f  SOEs through 
regulatory and administrative procedures create biases against the private sector. In the forestry 
sector, for example, allocation o f  logging quotas generally favor SOEs. The range o f  products 
that can be imported by private sector companies i s  more restricted than that for SOEs as a 
result o f  Ministry o f  Commerce regulations. SOEs are particularly dominant at the provincial 
level in Lao PDR, and provincial governments are often more supportive o f  them than private 
f i rms.  

57. While improving human resources and infrastructure wil l take much time and resources, 
Lao PDR could do much to remove the constraints faced by private manufacturing and service 
f i r m s  simply by "letting go." In Vietnam, for example, the enactment o f  the Enterprise L a w  in 
2000 reflected a change in official mindset f rom a business license system-where the 
government perceived its role in terms o f  restraining and redirecting private sector activities-to 
a business registration system, where the govemment set the ground rules and let the private 
sector operate freely within prescribed limits. The response was dramatic, with about 80,000 
new enterprises registered between 2000 and 2003. As noted in Box 4, freedom from 
government interference and less cumbersome regulations could help reduce the "tall poppy" 
syndrome and encourage more private firms to become bigger and to move into the formal 
sector in Lao PDR. 

58. Regional linkages are l ikely to be more important for Lao PDR than they were for i t s  
neighbours. As noted earlier, exports o f  l o w  cost, labor-intensive manufactured goods to major 
wor ld markets are unl ikely to be as important a source o f  growth for Lao PDR as i t  was for i ts 
neighbours given i t s  land-locked situation. By contrast, i t s  higher share o f  ASEAN trade, and 
location amongst rapidly growing economies highlight the relative importance o f  i t s  regional 
trade and the need to undertake measures to facilitate such linkages. 

59. The 2002 Lao PDR Industrialization and Modernization Strategy (2001-2020) notes the 
country's location in the region as a possible source o f  advantage and identifies a three-phase 
process for developing transit service infrastructure, encompassing not just road but water, air, 
and ra i l  l i nks .  As noted in Box  6, however, while infrastructure is undoubtedly important, i t  
must also be accompanied by increased openness and pol icy and administrative measures to 
facilitate trade. Otherwise, expensive infrastructure will be underutilized. 
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Box 6: Landlocked or  landlinked? Regional linkages and Lao PDR 

Improving transportation 
Among landlocked countries, Lao PDR already stands out for the amount o f  resources it devotes to the transport 

In addition to the international routes cited above, i t  w i l l  soon be possible to make the 2000 km. trip from 
Kunming in Yunnan, China to Bangkok in less than 20 hours owing to the completion o f  the North-South 
Corridor. With appropriate complementary feeder road investments, this has the potential o f  connecting millions 
o f  Yunnan and Lao small farmers and businesses with nearby countries and other international markets. (Cont.) 

Lao PDR i s  a smal l ,  mountainous , landlocked country surrounded by five other countries - China, Vietnam, 
Cambodia, Thailand and Myanmar. Owing to a sparse population and a rough topography, improvements in 
transportation are difficult and costly. Compounding the problem i s  widespread deterioration caused by a neglect 
o f  maintenance and war. During the past decade, some improvements have been achieved in rehabilitating the 
national road system. Major improvements have been achieved in Route 13, the North-South route connecting the 
Chinese, Thai and Cambodian borders and passing through the country's major urbanized areas. Major investments 
in Routes 8 and 9 have connected Lao PDR with the Vietnamese ports o f  Vinh and Danang. Longstanding Thai 
road investments have meant that Vientiane has long been well  connected with Bangkok and the Thai ports. This 
progress has permitted substantial national and international access for the capital and a number o f  provincial 
capitals to important centers o f  economic activity. The major problem lies with provincial and district roads 
and i s  l ikely to remain serious for some time to come since not enough resources are available to rehabilitate or 
provide appropriate maintenance for them. As a result, a substantial part o f  the Lao population w i l l  remain without 
adequate transport l i n k s  for the foreseeable future. 

Geography has an important impact on economic growth. One study finds that long coastlines and the ratio of 
coastline to total land area make a positive contribution to growth By contrast, landlocked countries face a 
number o f  problems including poorer terms o f  trade, lower capital goods imports, and lower export-oriented FDI. 

Since higher transport costs limit the range o f  trading partners, the fortunes o f  landlocked countries are more 
closely linked with those o f  nearby countries. The neighborhood they are in matters a lot. Lao PDR's own 
experience appears to bear t h i s  out. Growth in GNP per capita for a sample o f  20 landlocked countries in Sub- 
Saharan Africa, South Asia, and East Asia averaged only 0.2% during 1990-2001, compared to 1.4% for  lo^ 
income developing countries.46 By comparison, Lao PDR's per capita GNP growth o f  3.8% was the highest for a1 
landlocked countries, suggesting that Lao PDR may have been able to reap some advantages from being in a fas 
growing neighborhood. Improving transportation and trade links with its regional neighbours should allom 
it to build on these advantages. 

45 Sachs, J. , Radelet, S. and Lee, J-W "Economic Growth in Asia" (draft paper prepared for ADB study on Emerging 

46 Of course, this does not control for other factors. 
47 A study o f  30 landlocked LDCs found that Lao PDR devoted the largest share of GNP to transport (4.9%), along with 

Asia:Changes and Challenges; July 1997). 

Mongolia (3.5%) and the Central African Republic (2.7%), while 13 others devoted only 1-2% and the remaining 14 less 
than 1%. See Chawdhury,A.K., "Emerging Priorities for Transport"(Wor1d Bank Transport Forum 2003; Washington D.C.; 
January 21,2003) 
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(Cont.) 

I 

I Improving trade and the trade regime 

During the past decade, tariffs have been substantially lowered with a major reduction in 1995 when a multiple 
rate system with a 150% maximum rate was reduced to only 6 rates ranging from 540%. Exemptions are 
numerous, wi th about 80% o f  tariffs foregone.48 While import and export licensing were previously pervasive, a 
number o f  liberalizing changes were introduced in 2001, including abolishing export licenses (except for logs and 
sawn timber) and dropping license requirements for those who submit and get annual business plans approved b y  
relevant agencies. However, there s t i l l  appears to be no publicly available list showing which imports do and do 
not require licenses. 

Going forward, it w i l l  be important for Lao PDR to improve trade facilitation and make progress on  i t s  

commitments under the ASEAN Free Trade Area (AFTA) to improve i t s  regional linkages. Complicated 
administrative requirements, non-harmonized procedures and documents al l  hinder trade. The ASEAN 
Framework Agreement on the Facilitation o f  Goods in Transit i s  intended to simplify and harmonize transport, 
trade and customs regulations and requirements for goods in transit, but i s  not yet effective. Lao PDR's 
preferences and commitments to AFTA are likely to be critical. Unl ike the original six ASEAN (ASEAN-6) 
members whose trade i s  predominantly wi th non-ASEAN members and whose ASEAN trade i s  primarily wi th 
Singapore, a near free trade economy, ASEAN takes one third o f  Lao PDR's exports and supplies two thirds o f  i t s  

imports, figures that would be even larger were Vietnam included. AFTA membership carries obligations to 
liberalize trade with other members on set schedules and according to potential imports classified on  four lists, 
including (i) an Inclusion List (IL) o f  goods immediately eligible for preferential treatment under certain 
conditions; and (ii) a Temporary Exclusion L i s t  (TEL) o f  goods which must be moved to the IL according to a set 
~chedule.~' Each member specifies a Common Effective Preferential Tar i f f  (CEPT) for each IL and TEL item, 
and IL items can be imported at this rate-exempt from al l  non-tariff barriers-under three conditions.50 

The four new ASEAN (ASEAN-4) members are committed to moving al l  TEL items to the IL and setting al l  IL 
rates to zero by 2008. By M a y  2001, the ASEAN-6 had included 98% o f  al l  tar i f f  l ines in CEPT arrangements and 
93% o f  these had tariff rates in the 0-5% range, wi th zero to be achieved by 2003. This creates a large incentive fo i  
Lao PDR move items onto the IL with rates o f  20 percent or less to take advantage o f  preferential rates from the 
ASEAN-6.51 Annex Table 1 discusses some o f  the changes in the trade regime needed for Lao PDR to take full 
advantage of integration into regional and world markets. 

48 Duties as a share of total imports i s  only 3%, compared to an import-weighted average tarqf o f  14.7%. 
49 The other two lists are sensitive goods (unprocessed agricultural goods) and the general exception l i s t  (GEL) covered by 

Art icle XX of the GATT. 

the exporting country's CEPT must be below 20% if the importing country's CEPT i s  below 20%. 
These are (i) 40% of value added must be from within ASEAN; (ii) item must also be on the exporting country's IL; and (iii) 

By May 2001, the ASEAN-4 had included only 54% of their tariff lines on the IL, but had 43% percent on the TEL. 
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Key reform areas in manufacturing and services 

1. Improve business environment by creating a predictable, transparent and favorable policy environment and 
level playing field, above al l  by “letting go,” including (i) moving away from “picking winners;” (ii) removing 
biases in administrative procedures and regulations that favor SOEs over domestic or foreign private firms; (iii) 
identifying and removing unnecessary regulatory and administrative complexities; and (iv) strengthening market 
institutions, including dispute resolution and contract enforcement. 

2. Improve supporting infiastructure, including (i) transportation and logistic infrastructure to access regional 
and international markets; (ii) access to financial resources and services; and (iii) human resources to increase 
productivity through education and training. These are also the areas identified as constraining the development 
o f  the off-farm and non-farm sector in Lao PDR. 

3. Facilitate regional linkages, including carrying out commitments under AFTA (speeding up move of 
Temporary Exclusion L i s t  (TEL) items to the Inclusion L i s t  (IL), setting Common Extemal Preferential Tariff 
(CEPT) rates below 20 percent to take advantage o f  preferential access to ASEAN-6) and extending CEPT rates 
on a MFN basis. 

I 

2.2.3 Forestry 

60. Whi le the forestry sector has the potential to contribute much more significantly to Lao 
PDR’s development, the sector remains in disarray. Improved forest management, including 
greater community participation, i s  critical to improving the development contribution o f  the 
sector. 

61. The forestry sector has the potential to contribute much more significantly to L a o  
PDR’s development both by increasing revenues and improving livelihoods. While forests 
cover nearly half o f  Lao PDR, i t  contributes only around 3% o f  GDP in 2001-2002, down from 
over 5% during the 1990s, but s t i l l  contributes significantly to exports.52 While the sector grew 
at over 40% on average during the f i rs t  ha l f  o f  the 199Os, i t contracted by nearly 9% on average 
during the second ha l f  o f  the decade before growing again in 2001 and 2002. The contribution 
o f  log royalties to government revenues has decreased from 17% o f  total revenues in the mid 
1990s to around 9% in 1998/99.” The main reasons include l o w  royalties, waste, irregularities, 
and low collection rates.54 Between FY1994/95-1998/99, the Government received U S D  114 
mi l l ion in royalty payments, while the market value o f  the logs i s  estimated at USD 340 
million. As a result, the Government realized only about one-third o f  the estimated market 
value o f  the timber harvested. Forestry can also contribute directly to the livelihood o f  the rural 
poor by providing food, fuel, fiber and shelter. Such non-timber forest products (NTFPs) are 
estimated to contribute 40% o f  total rural family income. 

li2 Wood and wood products accounted for 21% of 2002 exports. 
53 Payments for logs are comprised o f  royalty, reforestation fee, and provincialAoca1 development taxes and fees. The f i rs t  two 

are payable to  the national treasury while the third are based on  local level decisions that vary from province to province 
with considerable variation. 

international prices. In-forest waste is high as logs are not recorded until delivery to the second landing. 
li4 A comparison o f  royalty rates with intemational reference prices appears to indicate that Lao prices were 67-93% o f  

33 



62. However, the sector i s  endangered by current practices. Deforestation and forest 
degradation are accelerating at an alarming rate. Forest area was estimated at more than 64% in 
the 1960s, and at 47% in 1988/89. Between 1993-1997, the deforestation rate was estimated at 
nearly 0.6% per year. At this rate, forest cover will fal l  below 35% by 2020. Of  equal 
importance i s  the degradation o f  forest quality through uncontrolled logging o f  select, 
commercially valuable species, leading to questions regarding ~usta inabi l i ty .~~ 

63. Poor forestry policies and practices-characterized by inadequate transparency, 
predictability, and accountability-are contributing to this situation. Procedures are not clear and 
criteria are not disclosed. Agencies involved can seldom provide a clear description o f  the 
processes involved in setting quotas, issuing permits, and establishing royalties. Inadequate 
transparency, predictability and accountability a l l  contribute to poor forestry practices and 
problems. The Forestry law covers forest management but does not clearly address village 
forestry, forest plantations, sustainable management practices. The Agriculture Law and Land 
Law overlap with forests and forest lands. Three state-owned enterprises with special access 
dominate the forestry sector. 

64. Policies to increase the share o f  value added products by encouraging exports o f  
plywood and furniture have also appeared to have had questionable W h i l e  they have 
received emphasis by the Government as a future source o f  timber to replace natural forests, 
timber plantations are not a substitute for the natural forest, constitute only a very small portion 
o f  the resource base, require substantial investment, and have l o w  p r o d u ~ t i v i t y . ~ ~  

65. Business as usual will result in depletion of this resource base without contributing 
to national development. Lao PDR's forests are a tremendous resource which conserves 
biodiversity, soil and water values and could contribute substantially to poverty alleviation. 
However, the lack o f  appropriate forest management, weak legal and administrative settings, 
and an incentive structure which favors short-term earnings over longer-term sustainability are 
resulting in overexploitation. These conditions have to be reversed and legislation improved if 
production forestry i s  to remain as a major economic sector. 

55 Total extraction (recorded commercial logging and estimated household use) from production forests i s  estimated to be on 

56 Analysis o f  net economic revenue indicates that on average the benefit to the Lao economy was USD 41 higher per m3 o f  
the order o f  1.3 million m3 and the interim annual allowable cut (AAC) estimated at 0.6-0.7 million m3. 

log if the logs were exported unprocessed with all royalties and taxes recovered than if they had been processed locally and 
then exported. 

57 Plantations established during the 1990s accounted for only 2.3 % of total forest area. Productivity of established plantations 
measured by private investors i s  low. The Mean Annual Increment (MAI) for Eucalyptus camaldulensis was 10-30 
3/ha/year, which compares poorly with improved hybrid stock which managed with appropriate silviculture and site-species 
matching can achieve MA1 in excess o f  100 m3hdyear. 
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Key reform areas in forestry 

Realizing the development contribution o f  the sector w i l l  require substantial reforms to improve forest 
management and utilization; expand community participation in forestry management; and control illegal logging. 

Improving forest management and utilization. The regulatory apparatus needs to be strengthened. The line o f  
command between the Department o f  Forestry, provincial authorities and Provincial Agriculture and Forestry 
Office (PAFO) foresters needs to be clarified and an effective regulatory body capable o f  overseeing forestry 
operations needs to be established. Market-based procedures in awarding logging and management rights and 
transparent bidding and pricing o f  log sales would increase public revenues. 

Expanding community participation. Appropriate village communities should be eligible to receive 
management rights to forests and the commercial autonomy o f  village forestry associations (WAS) assured. 
Participatory forestry i s  relevant to 54% o f  the potential production forest area with a beneficiary population 
o f  1 .S mil l ion people. 

Control illegal logging. Unclear and overlapping jurisdictions and responsibilities between different 
government authorities and the lack o f  enforcement capacity and compliance compound the difficulty of 
defining and controlling what constitutes illegal logging. Virtually every logging activity has been authorized 
by someone who has or claims to have authority. 

2.2.4 Hydropower 

66. While Lao PDR has impressive hydropower potential, many upfront steps are required 
before the development contribution of the sector can be realized, including improving the 
enabling environment for private sector participation. Developing hydropower is not without 
signi$cant risks. Ultimately, however, the development contribution of the sector wi l l  depend 
critically on how the revenue streams are managed. 

67. Hydropower presently contributes crucially to power generation and exports. The 
electricity sector in GDP has grown extremely rapidly, especially during the latter half o f  the 
199Os, raising i t s  share o f  GDP from slightly more than 1% o f  GDP during the first ha l f  o f  the 
1990s to nearly 3% o f  GDP presently. Over 97% o f  total electricity generating capacity in Lao 
PDR i s  based on hydropower resources. Total generation capacity i s  643 MW, while peak 
domestic demand at the end o f  2002 was about 210 MW. Surplus power i s  exported and rep 
resents an important source o f  foreign exchange for Lao PDR.58 With the addition o f  exports 
by Theun-Hinboun (THPC) and Houay H o  power companies (HHPC) to those by Electricite du 
Laos (EdL), overall power exports increased to over 100 mi l l ion U S D  as o f  2000, representing 
over a third o f  national exports.59 The Government has agreements-in-principle with Thailand 
and Vietnam for the export o f  3,300 MW and 2,000 MW o f  power over the decade, 
respectively.6o 

'.3 Power trade in the region has been facilitated with the signin of an Inter ovemmental Agreement for Power Trade in the 
Greater Mekon Subregion (GMS) in November 2002, wh ic i r v ides  t f e  authority and institutional framework for the 
development ofa regional power market. The GMS includes ambodia, Lao PDR, Myanmar, Thailand, Vietnam, and 

59 Yunnan Province, China. 
Lao PDR also imports power, and electricity imports have been around USD 7 million in recent years. 

6o T h i s  includes the proposed 1080 MW Nam Theun 2 project. 
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68. Only a small proportion of Lao PDR's substantial hydropower potential has been 
developed. The total exploitable hydropower potential has been estimated at 23,OO MW. 
However, the upper limit which could currently be regarded as economic ranges from 3,000- 
5,000 MW. The Ministry o f  Industry and Handicrafts (MIH) is currently employing 
consultants to carry out a power system planning study which considers domestic power 
requirements and export potential. The study i s  expected to provide substantial guidance o n  the 
selection and sequencing o f  hydropower development. EdL's current Power Development Plan 
foresees the development o f  up to 13 smaller projects (each less than 100 MW) to be 
commissioned over the 2005-2020 period. 

69. M a n y  issues, however, need to be resolved before this potential can be realized. 
First, the economic viability of the proposed, smaller projects needs to be assessed. While 
hydropower costs are site specific, economies o f  scale are important and the economic 
advantage o f  hydropower typically increases with installed capacity. The smaller projects 
under consideration by EdL may therefore be economically unattractive with the possibility o f  
meeting domestic demands by taking a share o f  larger, more competitive export projects or 
alternatively, import o f  power from neighbouring countries. 

70. Second, mechanisms for involving the private sector and alternative financing models 
w i l l  therefore have to be developed. While larger hydropower projects are more likely to be 
economically viable, the Government i s  unlikely to be able to develop such projects without 
private sector assistance. Financing o f  EdL's system expansion has traditionally been provided 
by multilateral and bilateral agencies through soft loans. However with annual growth rates 
coming o f f  a higher base, capital requirements are increasing at a time when competition for 
concessionary financing i s  becoming increasingly fierce. This dilemma can be met in a number 
o f  ways. First, public-private partnerships models with adequate sharing o f  risks are seen as 
one o f  the solutions to overcome the financing constraints inherent in the public sector. 
Second, non-traditional lenders such as China and India are playing an increasing role through 
the provision o f  export credits for projects where goods and construction services are sourced 
through their respective countries. Notwithstanding, Lao PDR will only realize the full gains o f  
such alternative financing models if there i s  competitive bidding o f  construction contracts. 
ADB-supported Theun Hinboun (THPC) project provides a good example where significant 
cost-savings were realized through competitive bidding, whereas other examples confirm the 
linkage between lack o f  competition and excessive costs. 

7 1. Third, better sector planning and site-specijk preparatory studies are needed. While 
Lao PDR was a pioneer during the 1990s in developing policies to encourage private 
development o f  hydropower for export, experience has shown that the procedures for awarding 
mandates to hydropower developers were inadequate because the mandates were awarded with 
very few performance requirements included. Particular weaknesses include legally binding 
Memoranda o f  Understanding (MOUs) which enable a developer to tie up an attractive site 
indefinitely without developing it. While Lao PDR's policies led to the signing o f  numerous 
M O U s  in the 1990s, most have become inactive. Efforts are currently being undertaken to 
terminate inactive MOUs, but the process will be time consuming and, if not carefully 
implemented, are not without risk to the country's reputation as a recipient o f  FDI. Insufficient 
transparency in negotiating royalties and negotiating such royalties in advance o f  power 
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purchase agreements are also undesirable features. For example, construction o n  the Houay H o  
project (HHPC) was well underway before final agreements were in place. More 
comprehensive preparatory studies wil l allow the Government to adopt more transparent 
solicitation procedures in order to attract reputable developers and ensure a proper benefit 
sharing in terms o f  royalties. Improvements to the legal, regulatory and institutional 
environment wil l also be needed (see below). 

72. Developing hydropower i s  not without risks. The economic attractiveness o f  
hydropower exports depends significantly upon gas prices in Thailand. The analysis o f  the 
Thailand Power Scenario, for example, noted that the savings to Thailand from including N T 2  
in i t s  generation expansion plan increase substantially with higher gas prices.6i 
Alternative sources o f  supply in the region could also pose a threat.62 

73. Current power exchange tariffs between EdL and the Electricity Generating Authority 
o f  Thailand (EGAT) are also outstanding issues. Export tariffs have fallen in recent years as a 
consequence o f  surplus generation in Thailand following the Asian crisis combined with EdL's 
inability to guarantee power supplies to EGAT. The structure o f  the tar i f f  agreement i s  also 
important in order for Lao PDR to reap the full benefits o f  its hydropower resources. 
Currently, the tari f f  agreement does not provide EdL with the correct incentive in determining 
the installed capacity o f  new hydropower plants.63 A uniform, periodically updated tar i f f  level 
and structure covering al l  power exchanges between Lao PDR and Thailand is important to 
facilitate the optimal development o f  hydropower in Lao PDR. 

74. While hydropower does have the potential to contribute significant revenues to 
Lao  PDR, projects need to be carefully selected, structured, and managed if such 
potential i s  to be realized. While IPPs can be major export revenue earners, their export 
revenues are offset by debt repayments, dividends to foreign shareholders, and foreign 
operating costs. THPC i s  estimated to provide annual royalties o n  the order o f  U S D  3 million; 
annual tax revenue o f  around U S D  4-6 million, and annual dividends o f  U S D  15-20 mi l l ion to 
EdL. However, HHPC, which i s  not expected to generate net prof i t  in the foreseeable future, 
provides a sobering example. Whi le HHPC provides annual royalties o f  around U S D  1 million, 
the Government i s  incurring a net outflow on the servicing o f  the debt incurred to purchase an 
equity stake in HHPC. 

61 Vemstrom (2003), Thailand Power Scenario Study, p. 54. 
62 In 2002, Thailand signed a MOU with Myanmar for the joint development of hydro potential on the Salween River near the 

Thai-Myanmar border. However, no formal studies or estimates have been undertaken, and most information regarding its 
potential i s  uncertain and speculative. 

63 In a mixed thermal-hydropower system, i t  i s  economic to increase the installed capacity of hydropower plants such that 
they are able to deliver all available energy during the expensive daily peak period and not during inexpensive off-peak 
hours. 
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I Box 7:Economically productive uses o f  electricity 

In the village o f  Tapen, where 58 houses are supplied by a 2.5 kW village hydro system, families are using electric 
light to work in the evenings to make baskets, adding about $20 extra income after costs per month. The Tapen 
villagers sell miniaturized baskets to tourists passing nearby. The tourists also consume cooled drinks. An 
icemaker was constructed by a local engineer and driven from the turbine by belt during daytime hours, producing 
enough ice to satisfy both the tourist demand and the demand from a neighboring village. One villager i s  using the 
electricity to power a fridge that she uses to make sweets for local sale, as well  as to charge batteries for customers 
from nearby villages who pay a fee for this service. Another lady i s  using the electric light to extend her sewing 
business into the evening hours, adding about $5 a month to her net income - much more than her monthly 
expenditure on  electricity. I t  was also found that a carpenter was operating power tools for h i s  furniture and wood 
preparation business. 

In Tapen various ideas and plans for using electricity productively are discussed with enthusiasm. For example, 
the village electricity manager i s  planning to install a 7kW hydro-driven generator that would power a rice mill 
mechanically ( th is  application i s  universal to most villages with enough hydro potential and in almost al l  cases the 
amortization cost o f  increased capacity i s  more than covered by the revenues o f  the milling operation). But even 
with the current capacity, Mr. S inh  i s  planning to incubate poultry, and a weaving co-op i s  under discussion that 
would benefit from light in evening hours. To satisfy strong demand by tourists for local paper, a papermaking co- 
operative i s  planned which would use electrically or mechanically driven pulpers. 

I 

I Source: Project Concept Note for Southern Provinces Rural Electrijkation II, Annex I 

75. Because the sector will not generate substantial employment in the long run, the 
development contribution o f  hydropower wil l come largely f rom increased rural electrification 
and effective use o f  government revenues from hydro-power. The electrification rate in Lao 
PDR stood at 35% at the end o f  2001. Improvements in rural electrification can contribute 
significantly to facilitating off-farm opportunities (See B o x  7). As with other natural resource 
sectors, the development contribution o f  hydropower wil l depend crucially upon how the 
revenues generated are used and shared and what impact that has o n  the economy.M 
Participants at a 2002 power sector workshop identified several priorities for the successful 
development o f  hydropower in Lao PDR, including reforms to improve governance 
arrangements and the enabling environment for private sector participation in the 

2.2.5 Mining 

76. While the mining sector currently makes a marginal contribution to the economy, Lao 
PDR has excellent geological potential to develop a vibrant mining industry. Developing the 
mineral wealth of the country wi l l  require addressing signijkant weaknesses in the existing 
legal, regulato ry, and tax regime. As with other natural resource sectors, the development 
contribution of the sector wi l l  ultimately depend on how the revenue and benefit streams are 
managed. 

W h i l e  EdL does not pay royalties to GoL in relation to i t s  hydropower generation, EdL i s  required to subsidize 
rural consumers. Rents flow to users rather than host, local communities directly. 

65 "Options for Power Sector Reform in Lao PDRI organized in November 2002. 
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Key reform areas in hydropower 

1. Clarifi governance arrangements in the sector, including (i) amendments to  the Electricity and other relevant 
laws and preparation o f  implementing regulations; and (ii) commercialization and regulation o f  EdL, including 
the separation o f  EdL's role as an operator and investor, establishment o f  an appropriate tariff structure for EdL 
and mechanisms for regulating tariffs o n  a regular basis, establishment o f  transparent cross-subsidy 
mechanism, and complete separation o f  EdL and G o L  finances. 

2. Facilitate private participation in IPPs by (i) define single agency responsibility for issuing IPP licenses; (ii) 
resolve issues o f  Government shareholding in IPP projects; (iii) rationalize inactive M O U s  and mandates; and 
(iv) develope models o f  project agreements such as concessions and PPAs to  use as starting points in 
negotiations with developers. 

3 .  Improve sector planning and site-spec@ preparatory studies, Current planning and implementation s y s t e m  at 
EdL and MIH are project rather than program based, resulting in inconsistent studies and a piecemeal approach 
in part because it depends o n  other countries decisions.66 More  comprehensive preparatory studies would al low 
more transparent solicitation procedures and proper benefit sharing. 

77. At present, the mining sector i s  little developed and contributes only marginally to 
the national economy. Mining and quarrying are currently estimated to account for less than 
0.5% o f  GDP. As o f  2001, i t was estimated that the market value o f  al l  mineral produced in the 
formal sector in amounted to approximately USD 8 million, with exports accounting for about 
ha l f  o f  the production value67; tax revenues and employment thus remain very limited.6* 

78. However, this situation changed in 2003. The new Sepon gold mine began operations. 
Financed and operated by Oxiana, a private Australian company, i t wil l produce an estimated 
140,000 ounces o f  gold, with an estimated gross market value o f  approximately U S D  43 
mi l l ion per annum. In 2005, plans also call for exploiting copper resources and producing an 
estimated 60,000 tonnes worth about U S D  100 mi l l ion per annum. Production o f  the gold and 
copper mining phases is expected to last 20 years. Other mines in the formal sector produce 
other metals, industrial and construction materials, but are small, operations in intemational 

66 With a more programmatic approach, investment projects could be formulated to support an optimum development program. 
At present, resource inventories are done in a piecemeal fashion and grid extension planning only occurs during preparation 
o f  a proposed project. 

67 Operating costs and value added are not available. 
68 Based on declared production figures, tax revenues are estimated at approximately USD 120,00O/year. No reliable figures 

exist for employment, but formal sector employment i s  estimated at less than 5,000, with between 8,000-15,000 persons 
engaged in informal mining. 

69 State owned enterprises are few in number but account for approximately half o f  production. In the informal sector, 
gemstones-primarily sapphires-and placer gold are exploited in rural areas by artisanal miners. Quarry materials are 
exploited by small scale miners along the Mekong near urban and peri-urban areas. 
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79. Lao PDR has excellent geological potential to develop mineral resources further. 
Based on geological data available, it i s  estimated that Lao PDR is comparable to other 
countries in the region such as the Philippines, Papua New Guinea, and Indonesia, al l  o f  which 
have large mining industries. Geological survey work and other investigations carried out to 
date have identified several potential mineral deposits which could be developed. These 
include the Phu B i a  gold-copper deposit; the Xanakham gold-copper deposit; sapphire in Houei 
Say area; Tonghap potash deposit; and gold anomalies in central Lao PDR.'O 

80. Developing this mineral potential will require attracting domestic and 
international capital as the amount of investment required to develop mineral deposits 
and the risks of failure are very large. A United Nations-World Bank survey o f  major 
international mining companies identified criteria used in evaluating potential investment in 
emerging economies. These criteria are (i) good geological potential; (ii) mining legislation 
which provides clear mining rights, title, and ownership and control o f  operations; (iii) tax 
regime which provides competitive fiscal conditions; (iv) political stability and appropriate 
govemance; (v) availability o f  infrastructure. Recent experience has indicated that governments 
that address these issues can and do attract significant amounts o f  inve~tment.~ '  In Argentina, 
for example, exploration value rose dramatically and the value o f  minerals production 
increased five-fold during the 1992-2001 period. 

81. Lao PDR will need to address remaining legal, regulatory, and tax weaknesses in 
the mining policy regime to attract such investment and develop the sector. There are 
several weaknesses in the legal and regulatory regime. First, there i s  need for greater clarity 
o n  which legislation-the 1997 Mining Law or Mining Exploration and Production Agreements 
(MEPA) apply to new mining investments under what circumstances. The 1997 Mining Law i s  
viewed as less attractive by any private companies and little, if any, new exploration has taken 
place under i t s  terms as MEPAs can s t i l l  be negotiated. Second, the same rules should apply to 
al l  investors in a transparent manner. If MEPAs are used, then the basic terms and conditions 
should be published and they shall apply to al l  investors. 

82. The 1997 Mining L a w  contains several weaknesses which could be addressed by 
applying intemationally accepted principles such as the " f i rst  come, f i rs t  served" principle, 
finders rights, and clear rules for t i t le  issuance. Liquidity o f  mining investments should be 
improved by making explicit the right to transfer, pledge, or mortgage the mining title.72 
Security o f  tenure for mining titles could be improved by strengthening the obligations o f  
government to issue a title in the event o f  discovery as wel l  as specifying the conditions under 
which a title may be revoked. Companies wil l not invest in exploration unless they are granted 

'O The Phu-Bia gold-copper deposit i s  located 90 km northeast of Vientiane and i s  estimated at 1.02 million oz of gold. Pan 
Australian mining i s  currently operating under a MEPA concession agreement and conducting feasibility studies for 
bringing the deposit into production. Drilling and preliminary mapping indicate up to 50 billion tones o f  potash in the 
Tonghap potash deposit. Across the border in Thailand under very similar geological conditions i s  the Udon Thani Potash 
project with estimated earnings o f  USD 4.3 billion over an estimated mine l i f e  of 22 years. 

71 These include Argentina, Chile, Mexico, Peru, Ghana, Mali, and Tanzania. Measures undertaken typically include updating 
mineral policy; rewriting mining legislation; updating the taxation regime; improving govemance and reinforcing 
government supervisory institutions; and improving the scientific database. 

72 In reality, small companies explore, but larger companies develop and operate mines. Companies which begin exploration 
may not have the financial resources to continue exploration or develop the deposit. While the 1997 Mining Law states the 
principle o f  transferability, the required procedures are vague. Mining rights acquired under a MEPA may only be 
transferred upon consent of the Government. 
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exclusive rights within the title area, and most countries provide for an automatic right to 
develop the deposit in the event o f  commercial discovery. In Lao PDR, neither the Mining 
L a w  nor the MEPA provide for such automatic 

83. Institutional arrangements and the governance and regulatory regime around 
mining need to be clarified. There i s  a need to mandate a single government institution to 
deal with investors, a mining t i t le  registry and cadastre office to grant mining titles, and an 
inspectorate to monitor commitments and financial obligations o f  the title holder. At present, 
the division o f  responsibilities between the Ministry o f  Industry and Handicrafts (MIH) and the 
Department for Foreign Cooperation (DDFI) within the Committee for Planning and 
Cooperation (CPC) i s  not clearly laid out in published administrative guidelines. This results in 
discretionary interpretation by the Direction o f  Geology and Mines (DGM) and uncertainty for 
investors. State ownership o f  enterprises operating in the sector means that the role o f  the 
government as shareholder/operator and as regulator needs to be clarified and vested in 
separate legal entities. 

84. Effective monitoring and oversight are required. Environmental permits and 
monitoring needs to be strengthened. Environmental regulations and guidelines specific to the 
mining sector need to be completed and synchronized with the main environmental laws. 
Weak capacity in provincial authorities to effectively monitor mine operations i s  a key issue 
that must be addressed given their significant role in mining oversight. Royalties from the 
Sepon gold and copper mine, for example, are paid directly to Savannakhet province, and a 
trust fund for socio-economic enhancement o f  the area is jo int ly managed by district authorities 
and the Sepon mine. 

85. The relationship between the central and local govemment in the ownership and control 
o f  mineral resources and mining revenues needs to be clarified. International experience, 
notably in Africa, has indicated problems fiom conferring ownership o f  mineral rights o n  sub- 
national entities (e.g., provinces or state enterprises) or private  concessionaire^.^^ Ultimately, 
whether mineral resources accrue in the f i rst  instance to the centre or to the province differ 
among countries. What i s  important i s  that there be a transparent mechanism for revenue 
assignment and a match between revenue and expenditure responsibilities as part o f  a clear 
intergovernmental framework which i s  also enforced in practice. 

73 Instead, they provide that the govemment will "consider the application for a mining license" subject to a number o f  factors. 
74 Because mineral resources are an exhaustible national asset, a significant share o f  the benefits f rom their exploitation should 

accrue to the nation for reinvestment in other productive activity. This is particularly true if the Govemment has invested 
large public resources in developing the infrastructure required by  mining, or if the mining products are high value-low bulk 
items (such as gold) which can be readily transported or smuggled out o f  the country. 
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86. The mining tax regime should provide a transparent and level playing field for al l  
investors, be stable over time, and be internationally competitive. The Lao P D R  tax regime for 
mining has several weaknesses in this regard. Because the Foreign Investment Law overrides 
the general taxation laws, the tax regime for a mining project-notably prof i t  taxes and royalties- 
i s  negotiated o n  a case-by-case basis. The principal product o f  these negotiations i s  the MEPA, 
which contains different tax treatment for different taxpayers, without reference to published, 
standard guidelines or tax rules. Furthermore, because MEPAs are considered confidential, 
transparency o f  tax rules i s  not achieved. Establishing and publishing a standard template for 
the taxation terms o f  MEPAs would improve transparency. 

87. Ultimately, as with the other natural resource sectors, the development contribution o f  
the sector wil l depend largely upon how the government revenues that are generated (i.e. 
royalties, taxes, dividends) are managed and used. The effectiveness and efficiency o f  their use 
will determine the final impact o f  mining sector's expansion on economic growth, poverty 
reduction and social outcomes. 

K e y  reform areas in mining 

1. Improve governance arrangements in sector by (i) avoiding conflicts o f  interest in role of the State as "owner/ 
operator" or state owned mining enterprises and the role o f  the State as "regulator" o f  the sector; (ii) ensuring 
clear mandates for government oversight institutions to avoid potential delays which may be caused by 
unnecessary division o f  labor between MIHDGM and the DDFI; and (iii) completing the mining regulations 
and sector specific environmental regulations. 

Improve enabling environment for private sector participation by (i) establishing a track record o f  consistent 
and fair dealing wi th investors (both local and foreign) through appropriate regulations, guidelines and 
procedures 
which w i l l  facilitate the expeditious issuance o f  mining titles; (ii) putting in place an internationally 
competitive taxation package which encourages investment while, at the same time, maximizes govemment 
taxation 
revenues; and (iii) establishing a standard set o f  investment conditions or work contracts for the sector which 
would apply to a11 investors and avoid the need for "case-by-case" negotiations. 

~ 

2. 

I 3. Build capacity by training and logistical support for the Direction de la  Geologie et des Mines (DGM). 
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Table 6: Summary sectoral characteristics 

Sector 
Agriculture 

Manufacturing 
and services 

Natural resources 

Mining 

Forestry 

Characteristics 
Subsistence rice farming mainly; 
Limited non-rice crops for sale; 

Very small firms with low 
skilled workers and low 
productivity 

Hydro, developing with high 
potential 

Largely undeveloped with high 
potential 

Overexploited, depleting 
resource 

Messages 

Growth will come from reforms creating proper enabling 
environment for increased diversification, commercialization 
productivity growth 
Develop off farm opportunities to diversify risk and facilitate 
commercialization 

1 Critical for poverty reduction 

1 

1 Manage environmental risks 

1 

1 

Critical source o f  off-farm opportunities and growth 
Create enabling environment by establishing level, predictable 
playing field for business by “letting go”, creating and key 
market, human, and physical infrastructure 
Facilitate regional and cross border opportunities 1 

1 Development will require improved governance framework, 
especially given need to attract foreign participation given 
high financing requirements 
Development contribution will stem from electrification 
benefits and use o f  government revenues generated 

1 

1 Development wil l  require improved governance framework, 
especially given need to attract foreign participation given 
high financing requirements 
Development contribution will depend upon use of 
government revenues generated 

- 
1 Improve forestry management practices by increasing 

community participation 
Development contribution will stem from provision o f  off- 
farm opportunities and use of government revenues generated 

1 

2.2 Sources of  Growth 

88. Taken together, what does al l  this imply for growth, poverty reduction, and social 
outcomes? In this section, we construct a simple macroeconomic model o f  Lao PDR to provide 
indicative, order o f  magnitude for the growth figures. They are not meant to provide detailed 
and precise projections. Given the simplicity o f  the model, the figures are intended to be 
illustrative rather than predictive. In the next chapter, we provide some indicative simulations 
o f  the impact o f  such growth on poverty, social outcomes, and public revenues. The structure 
o f  the model and the basic assumptions employed are described in Box 8. 
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I I Box 8: A simple macroeconomic model  for L a o  PDR 
The model  combines top-down estimates o f  sectoral growth rates for agriculture, industry and services with 
bottom-up estimates for the GDP and public revenue contribution o f  selected natural resource sectors including 
hydropower, mining and forestry under different scenarios based o n  estimated project Estimates for the 
natural resource sectors are bot tom up in that they are based o n  estimates o f  value added and revenue f r o m  project- 
specific f lows. For example, estimates are built up f r o m  flows for EdL, THPC, HHPC, and NT2 for hydropower 
and f r o m  the Sepon gold-copper mine for mining. T o  avoid double counting with the natural resource sector 
figures, the figures for the industry sector exclude min ing and electricity, gas and water while the agriculture 
figure excludes forestry. Bottom-up estimates o f  revenue contributions f r o m  natural resources are combined with 
top-down revenue estimates calculated f r o m  estimated tax and non-tax elasticities to  generate an overall envelope 
for expenditures. Expenditure shares (based o n  2001/02 actual outturns published in the April 2003 Of f ic ia l  
Gazette) are then used to generate sectoral expenditures, which are benchmarked to  projected population figures. 

, Several scenarios are run. Different sectoral growth rates are assumed for agriculture, industry, and services, and 
different scenarios run for the natural resource sectors (e.g., with N T 2  in hydropower, additional gold-copper 
mine, improved forestry management). Other assumptions include (i) tax and non-tax revenue elasticity are 
estimated at 1.12 and 1.13, respectively; (ii) grants, net foreign and net domestic f inancing are assumed to  b e  2%, 
3% and 0% o f  GDP in total, respectively; (iii) GDP deflator declines to  5% after 2005; and (iv) exchange rate 
depreciates at 4%-5% assuming U S  inf lat ion o f  1% and relative purchasing power pari ty (PPP). 

Because the bottom-up estimates for the value added o r  GDP contribution o f  the natural resource sectors are not  
calculated in the same way as the National Statistics Center (NSC), adding them together with the top-down 
estimates for the contribution o f  the other sectors f r o m  the N S C  leads to  differences in the levels for baseline GDP, 
e.g., when comparing the resulting estimate for the level o f  GDP in 2003 with the historical 2002 GDP figure 
calculated by NSC.  However, the analyses conducted in the report are driven by changes and growth rates, rather 
than the levels themselves. Fo r  example, the revenue and expenditure estimates-as w e l l  as the poverty and social 
outcome impact-are driven by changes in GDP and no t  their level. 

89. Three growth scenariodcases are run. For  the natural resource sectors, the 
contributions are estimated on a "bottom up" basis. In hydropower, the base case assumes no 
new investments in hydropower, but incorporates contributions from EdL along with revenue 
from the existing IPPs: THPC and HHPC. In mining, the base case includes estimates f rom the 
ongoing Sepon gold-copper mine. In forestry, the base case reflects declining production 
under a "business as usual" scenario as modeled in the 2001 World Bank Forestry Sector Study. 
Under he  scenarios modeled in the forestry sector study, the sector declines under "business as 
usual" with production declining on average by -0.9%. By comparison, the actual average 
growth rate in forestry between 1995-2000 was -2.6%. 

90. The base case growth rate assumptions for agriculture excluding forestry (3%), for 
industry excluding natural resources (8%), and for services (6%) are based on recent subsector 
growth rates (averages for 2001 and 2002) adjusted for factors described in the sectoral 
analyses, and rounded to the nearest percentage point. In agriculture, for example, paddy i s  
assumed to increase more slowly than in the past because o f  expected diversification towards 
other crops (which is assumed to increase more rapidly) and because the past paddy increase 

75 I t  should not be noted that electricity, gas and water i s  overwhelmingly dominated by electricity, over 97% o f  which consists 
of hydropower (in terms o f  generation capacity). Water, for example, i s  estimated to contribute only about 0.1% o f  GDP. 
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reflected increases in irrigated rice due to new irrigation investments. In manufacturing, 
garments-which grew by nearly 18%-are now assumed to decrease going forward due to 
increased competition from China's accession to the WTO. The decline in wood processing 
(-1.3%) i s  also expected to accelerate due to subsector problems identified in the sectoral 
analysis. In services, growth in wholesale and retail trade i s  assumed to decelerate from the 
over 8% recorded recently, due to questions about sustainability. 

91. Because the model is not intended to be predictive, scenarios are run to illustrate their 
implications. The base case-plus scenario uses the base case parameters but assumes Nam 
Theun 2 (NT 2) i s  constructed in hydropower. The high case assumes higher growth rates 
based on historical 1995-2002 average growth rates for agriculture (4%); industry (10%); and 
services (7%). For the natural resource sectors, the high case assumes that N a m  Theun 2 (NT2) 
i s  constructed along with 13 smaller hydro projects under the EdL power expansion plan; 
improved village forestry management (VFM) in forestry; and the exploitation o f  an additional 
gold-copper mine in the mining sector. 

92. The results o f  the model with point-estimates are presented below in Table 7. Aggregate 
real GDP grows around 4-5% in the base case; around 5-6% in the base plus case; and between 
6-8% under the high case. Even excluding mining and electricity, industry makes an increasing 
contribution to growth. Given i t s  large share in GDP, agriculture continues to make an 
important but declining contribution to growth, and i s  eventually surpassed by services in terms 
o f  growth contribution. 

Table 7: Average contribution to GDP growth by sector (percent) 

Source: Model simulations 
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Figure 14: GDP flows from natural resource sectors 
(billions o f  kip) 
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93. The direct contribution of natural resources (hydropower, mining, and forestry) to 
GDP growth i s  relatively small. Under al l  scenarios, the contribution to growth from the 
natural resource sectors reaches a peak during 2006-2010 (e.g., less than 2% under the base 
plus case scenario) and then drops off. Even under the high case, the contribution to growth 
from natural resources increases from around 0.4% in 2004-05 to 2.3% during 2006-10-which 
i s  the same as the contribution from the industry sector-then drops o f f  to 1.5%, which i s  less 
than the contribution to growth from agriculture (1.6%). To a large degree, this l imited growth 
contribution reflects the nature o f  the natural resource sub-sectors. When developed, the 
sectors provide a steady and significant f low contribution to GDP which raises the level o f  
GDP, but-absent productivity or price improvements-does not directly contribute continuously 
to increased GDP growth over time. 

94. I t  should also be emphasized that these figures reflect only the direct contribution o f  the 
sectors based on estimates o f  sectoral value-added based on project-level data (in the case o f  
hydropower and mining) and do not take into account the additional impact on GDP growth 
from multiplier effects due to natural resource development (e.g., f rom additional rural 
electrification) or from growth-effects o f  higher public spending or additional private 
investments that these natural resource projects generate. As such, the figures provided should 
be considered as a rough baseline. 

95. L a o  PDR should take steps to increase the, direct growth contribution of  the 
natural resource sectors. As noted above, forestry can provide significant opportunities for 
off-farm employment and income. Hydropower can provide electrification benefits, and 
mining the possibility o f  backward and forward linkages. For more enclave type sectors such 
as mining and hydropower, increasing the opportunities for the involvement o f  local 
construction firms and employment during the construction stages o f  projects wil l be important 
in increasing the direct growth contribution o f  the sector. Ultimately, however, the 
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development contribution o f  natural resources wil l come in large part from how the public 
revenues generated are used. Without better revenue and expenditure management, the 
development contribution o f  the natural resource sectors wi l l  be limited. 

96. Growth in other sectors-agriculture, manufacturing, and services-will thus 
continue to be needed. The lack o f  diversification and high concentration o f  economic 
activity in Lao PDR also indicate that growth in the near term will continue to depend in large 
part upon the performance o f  a few key subsectors: rice (nearly 40% o f  agricultural value 
added); food and beverages (around 80% o f  manufacturing value added); and wholesale and 
retail trade (nearly 40% o f  services).76 Collectively, these three key subsectors alone 
accounted for around 42% o f  GDP. Significant reforms such as those identified above in the 
sectoral analyses, however, wil l be needed to allow these sectors to continue to generate the 
growth needed by Lao PDR. 

97. The 2002 Lao PDR Industrialization and Modernization Strategy (2001 -2020) identifies 
five priori ty industry sectors: electricity; agriculture and forestry processing; tourism; mining; 
and construction materials. While such industries appear to have good prospects, i t is far more 
important for Lao PDR to improve the overall enabling environment and governance for 
private investments and exports rather than to focus on "picking winners" in terms o f  sectors. 
Without such improvements, i t  wil l be difficult for Lao PDR to develop the diversified 
economic base that it needs going forward. 

76 Fo r  consistency, agricultural value added excludes forestry which is included in natural resources. 
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Chapter 3 - Improving Poverty and Social Outcomes 

Growth alone is not enough. Complementary improvements in public financial management 
and sewice delivery are also required to improve adequately poverty and social outcomes in 

98. The previous chapter discussed the sources o f  growth for Lao PDR. Growth, o f  course, 
i s  not an end in itself. In this chapter, we explore the demand and supply side sources o f  
improved poverty and social outcomes in Lao PDR. Growth can contribute to improved 
poverty and social outcomes through at least two channels: (i) by directly increasing household 
incomes and the demand for health and education; and (ii) by increasing public revenues and 
expenditures. Section 3.1 focuses on the f i rst  channel and uses the indicative sectoral growth 
rates derived in the preceding chapter to assess their direct (demand-side) impact on poverty 
reduction and improved social outcomes. This corresponds to the top ha l f  o f  the diagram in our 
organizing framework. Section 3.2 then focuses on the second channel and explores how 
growth can contribute to increased revenues and expenditures on critical public (supply-side) 
interventions to improve poverty and social outcomes. This corresponds to the bottom hal f  o f  
the diagram. 

U 

3. 1 Demand-side: Growth, poverty, and social outcomes 

3.1.1 Poverty reduction 

99. In this section, we use various growth rates to estimate the impact on the entire 
distribution o f  household income in Lao PDR, from which we derive the impact on poverty 
reduction ~. We assess the impact o f  macroeconomic growth on poverty reduction under 
several different scenarios using POVSTAT, a poverty simulation tool developed by the East 
Asia Region o f  the Wor ld  Bank.” 

77 POVSTAT is  an Excel-based pro am designed to simulate overty measures under altemative growth scenarios and 
forecast overty measures over,a&ure projection horizon. i o v e r t y  ro‘ections are enerated using country-s ecific 
househob survey data and projection parameters for that country. &e kasic methoiology underlyin POVSfAT i s  that 
the rate and sectoral pattem o f  growth determine how poverty measures evolve over time. Householfper ca ita 
consum tion is assumed to ow at the same rate as that o f  per capita output in the sector o f  employment o f  t\e household 
head. &e Datt and Walker$5002), POVSTAT 2.1: A Poverty Projection Toolkit.Projection Toolkit. 

48 



100. The results are reported in Table 8. Under the base and base case plus scenarios, 
aggregate GDP i s  expected to grow by an average o f  5%-6% during 2005-2010, before tapering 
off. Under these macroeconomic scenarios shown above, we estimate that poverty should be 
reduced to around 26% in 2005, 24% in 2010, and 23% in 2015. The difference in poverty 
impact between the base and base-plus scenarios does not capture the impact o f  the effective 
use o f  government revenue generated by natural resource projects that are part o f  base plus 
case. This finding thus highlights the fact that exploiting natural resources will only have a 
better impact o n  poverty-reduction if the revenue is spent by government in a way that benefits 
the poor. 

101. Under the NGPES medium-term macroeconomic framework, GDP i s  projected to grow 
at around 7% o n  average over the plan period. With population growth o f  around 2.5%, this 
implies an average per capita growth rate o f  4.5%. Industry also expands the most and 
agriculture the least. We project that the NGPES macroeconomic environment would reduce 
poverty to just over 22% by 2006 and 16% by 2010. Whi le this would be about 3% above the 
NGPES target, i t would nevertheless represent remarkable progress with a decline in the 
number o f  poor by above hal f  a mi l l ion compared to 1997/98, despite an increase in population 
o f  about 630,000. By comparison, the MDG-Goal is to halve poverty over 25 years. Taking the 
46% incidence o f  poverty in 1992/3 as a benchmark, this would imply a poverty headcount o f  
23% by 2017/8. If the projections are realized, however, this target would have been reached by 
2006 in only 8 years instead o f  25. 

Table 8: Poverty, Growth and Inequality Scenarios 

Actual Base Base Plus High NPEP 

Poverty Gap 
Poverty Seventy 

1372 1108 

363 4 0 6  42.6 31.7 40.3 
Coefficient) 

Memorandum item 
Real Per Capita 
GDP Growth 4.3 3.2 4 6  6 4  4 6  4.6 4 9 
Note: *Poverty and inequality predicated based on actual macroeconomic gowth rates. 

102. Additional scenarios are presented in Table 9 which highlight three r isks that could 
threaten such progress. First, increases in inequality can limit the reduction in poverty. 
Second, lifting people out o f  poverty i s  more dif f icult  in poor areas than in other parts o f  the 
country. Poverty estimates for the 46 poorest districts are provided in the lower ha l f  o f  (see 
Table 9). More than one in two persons in these districts remain poor, compared to a target 
level o f  one in three. With population growth, the number o f  poor hardly changes. These 
findings confirm the need for particular attention to be paid on poor rural areas as proposed 
under the NGPES, but indicate that this needs to be adequately supported by appropriate 
growth. Third, without agricultural growth, progress in poverty reduction i s  much more 
difficult. 
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103. Growth in agriculture i s  critical to reducing poverty. This i s  not surprising given the 
reliance o f  most poor households on subsistence agriculture. If the agricultural sector grows at 
only 2.5%-as it has in 3 out o f  the last 10 years-instead o f  4.5%, then the percentage o f  the poor 
drops by only 1% over the next 3 years, and the number o f  poor remains roughly unchanged at 
1.6 million. 

Table 9: Additional Scenarios 

21.50% 21.40% 

(1) (2) 
Actual Slow Agriculture Growth Slow Growth and Rising Within 

Sector Inequality 

Poverty Headcount 
Poverty Gap 
Poverty Seventy 
Number o f  Poor (‘000) 
Inequality (Giiii Coefficient) 

Memorandum item: 
Real Per Capita GDP 
Growth 4.3 4.2 

Note: ‘Poverty and inequality predicated based on actual macroeconomic growth rates. 
**The same macroecononiic and population growth rates are assumed for the poorest 47 districts and other districts 

104. The source of growth matters as much as the overall rate o f  growth in reducing 
poverty. The poverty impact o f  an additional percentage point in growth depends critically 
upon where the growth comes from, and again underlines the overwhelming importance o f  
agricultural growth. An additional increase in the GDP growth rate by 1% between 2003-2006 
relative to the NGPES macroeconomic scenario reduces the poverty headcount only slightly to 
over 21% by 2006 if the additional growth contribution i s  from industry (compared to around 
22% under the NGPES macroeconomic scenario), but reduces it to below 18% if the growth 
contribution i s  instead from agriculture (See Figure 15 below and Annex Table 8). 

Figure 15: Estimated Impact of  additional 1% GDP growth on poverty headcount ratio in 2006 by 
source o f  growth 
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0.00% 
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Scenario \---’ 
With Additional 1% GDP Growth Contribution 

Source: POVSTAT simulations 

50 



3.1.2 Social outcomes 

105. As noted above, economic growth contributes to improving social outcomes through at 
least two channels: (i) raising household incomes and (ii) increasing public revenue and 
expenditures. In this section, we focus on the former. As households get richer, their demand 
for health and education services increases, improving their social outcomes 3 

106. To obtain some very rough indications o f  the direct impact o f  growth on different social 
outcome variables for poor households, we f i rs t  ask (i) what impact growth has on their 
household income; then (ii) multiply this with our estimate o f  how social outcomes improve as 
household incomes increa~e.~' The results are presented in Figure 16 and indicate that, even 
under the high case, while growth does have an impact on social outcomes over time, the direct 
impact remains relatively modest over the medium-term. Even after eight years o f  sustained 
growth in per capita consumption for the bottom quintile o f  around 2.5% per year, Lao PDR 
would s t i l l  be quite far from achieving the MDG target o f  universal primary enrollment and 
completion rates. 

107. This result has two important implications. First, growth alone i s  not enough. 
Growth needs to benefit the poor to improve Lao PDR's social indicators. Although projected 
average growth rates for the economy overall are high under the NGPES scenario (on the order 
o f  6%), the projected growth rates for the bottom quintile are actually quite low. 

" We explore the link between household income and social indicators more formally using econometric analyses later in the 
chapter. 

79 More formally, we use estimates o f  the elasticity o f  outcomes (it., enrollments, completion rates, and health care 
utilization) wi th respect to per capita consumption and combine these w i th  projections o f  growth in per capita consumption 
(PCC) for the bottom quintile obtained from the POVSTAT simulations to predict how the probability o f  enrollment will 
change for households in the bottom quintile over time. We obtain the implicit elasticities by converting the probit 
coefficients into comparable linear probability coefficients, and then using average per capita consumption for each quintile 
to calculate the elasticity for each quintile "step," e.g., f rom 42 to Q1. 
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108. Second, constraints other than low incomes need to be addressed and the quality 
and coverage of  public services improved. Given the relatively l o w  impact o f  higher 
incomes o n  social outcomes, the scope for relying solely on demand-side effects from rising 
incomes to improve social outcomes dramatically over the near term remains limited. While 
additional resources could help, they would need to be matched by corresponding supply-side 
improvements in service delivery. Assessing the impact o f  increased expenditures on health 
and education outcomes requires understanding (i) how spending translates into outputs (such 
as textbooks, teachers, schools and health facilities) and (ii) how such outputs translate into 
improved health and education outcomes, a process which depends critically upon the quality 
o f  service delivery. At present, there i s  inadequate information to address these two critical 
issues. Whi le some information on the f i rs t  wil l  be collected as part o f  the expenditure tracking 
survey now underway, information on the second would require additional work.*O 

Figure 16: Simulated Impact of  Growth on Social Outcomes for Bottom Quintile (Ql) 
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For education, this can be done in part b y  using testing and other measures o f  student achievement, in combination with 
detailed measures o f  classroom and school inputs. For health, this would require much better information on expenditures 
and flow o f  funds in the sector, as well as a survey o f  facilities to collect data on treatment protocols, costs and results. 
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3 . 2  Supply side: Public interventions and poverty and social outcomes 

3.2.1 Growth, revenues and expenditures 

109. Whi le growth alone i s  not enough to directly improve social outcomes s,uffciently, 
growth can also contribute to increased public revenues and expenditures. This section 
explores how growth can contribute to increased revenues and expenditures on critical public 
(supply-side) interventions to improve poverty and social outcomes. W e  use the 
macroeconomic model o f  the previous chapter to obtain an overall resource envelope based on 
bottom-up estimates of revenue contributions from natural resources and top-down revenue 
estimates calculated from estimated tax and non-tax elasticities 4. Expenditure shares are then 
used to generate sectoral expenditures, which are benchmarked to projected population figures. 

U 

Figure 17: Natural ressources revenue - Base case plus 
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110. While i ts direct contribution to GDP growth may be limited, natural resource sectors 
can make a substantial contribution to public revenues. Under the base case plus scenario, for 
example, average annual natural resource revenues are slated to grow from 2004-05 levels by 
nearly 50% by 2006-2010 to nearly double by 201 1-2015. No t  al l  o f  this i s  driven by N T 2  
revenues. Average annual revenue flows from mining-the Sepon gold-copper mine-are 
expected to grow sharply from negligible levels to nearly 300 bi l l ion kip after 201 1. As a point 
o f  reference, this i s  greater than total expenditure on education in 2000/01 (289 bi l l ion kip). 
(All figures are real 2003 kip.) 

11 1. I t  must be emphasized that not al l  these revenues may accrue to the central government. 
The figures presented in Figure 17 include hydropower revenues (taxes, royalties, dividends 
and other payments to GOL from EdL, THPC, HHPC, and NT2); forestry revenues (royalties 
and contribution to GOL); and mining revenues (royalties, taxes and other contributions from 
Sepon). As noted previously, in the case o f  Sepon, the mining royalties are paid at the 
provincial level. Comments from counterparts indicated that while mining royalties are paid at 
the provincial level, in principle they accrue to the central government and are subsequently 
shared with provinces. Given past problems in remitting revenues from provincial to central 
governments, at the very minimum, greater transparency and accountability in central-local 
sharing o f  such royalty revenues i s  needed. 

112. Managing these natural resource flows will be a challenge and will require substantial 
improvements in governance as well as monetary and fiscal discipline. Successful large scale 
natural resource investments can lead to substantial balance o f  payments surpluses and a build 
up o f  liquidity which if poorly managed can result in overvalued real exchange rates and a loss 
o f  competitiveness (Le., "Dutch disease"). On the fiscal side, Lao PDR will need to be ware o f  
"fiscal ratcheting," increasing expenditures substantially in response to higher revenues without 
adequate provision for retrenchment when revenues decrease. Lao PDR has both renewable as 
wel l  as non-renewable natural resources. While flows from renewable resources can be 
considered as income, flows from non-renewable resources should be considered as liquidating 
assets. The general rule o f  thumb is that liquidating assets should be offset by investments in 
other assets, e.g. in developing human resources.81 However, because Lao PDR already has a 
serious imbalance between recurrent and investment expenditures, i t should avoid any 
presumption that resources should only be for investment purposes unless adequate provision 
for recurrent expenditures i s  made. The implications and lessons for Lao PDR on avoiding the 
"natural resource curse" are discussed further in the last chapter. 

113. However, relying on natural resource revenues alone wi l l  not be adequate, and 
Lao  PDR will have to take additional revenue measures and increase tax effort. As 
indicated in Figure 18, even under the base case plus scenario where N T 2  i s  constructed, the 
ratio o f  total revenue:GDP does not appear to increase that dramatically, although the share o f  
natural resource revenues in total revenues does increase.82 

As discussed further in [Box - Avoiding natural resource curse], for example, Botswana set up statutory development funds 
for this purpose. 
Even under high case scenario, the revenue: GDP ratio increases to only around 16% for 201 1-2015. 
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Figure 18: Natural resource and total revenues - Base case plus 
As share o f  total revenues and GDP 

2004-05 2006-10 2011-15 
1 - Natl res: total rev. (Base +) +Total revGDP (Base +) 1 

114. What does al l  this mean for the population in terms o f  actual expenditures which can 
contribute towards improved outcomes? We focus on recurrent expenditures in health and 
education which were identified in the 2002 PER as seriously underfunded and critical to 
improving outcomes. Based on existing expenditure shares, Figure 19 estimates the implied 
recurrent expenditures in primary education and health benchmarked to the approximate 
relevant population group under the base case plus ~cenario.~’ In health, per capita. expenditures 
hardly increase until 2015. Primary recurrent expenditures per chi ld (population aged 5-14) are 
estimated to increase from around 50,000 kip in 2001 to around 80,000 and 100,000 kip by 
2005 and 2010, re~pec t i ve l y .~~  In education, recent increases in the share o f  expenditures 
improves the picture somewhat given the very low base in 2001. Nevertheless, given the very 
low quality o f  services being delivered at present, such increases are not likely to be sufficient. 

115. Lao PDR will need to tackle this problem directly by increasing the share of  
recurrent expenditures in the social sectors. Table 10 presents the impact o f  different 
scenarios o n  recurrent primary expenditures per child. While necessary, relying upon higher 
growth, natural resource revenues, and even improved tax effort to deliver the required 
increases in recurrent expenditures is not sufficient. These have to done in conjunction with a 
direct increase in the share o f  budgetary resources going to recurrent expenditures. Recent data 
o n  2001/02 actual budget outturns indicate that Ministries with large expenditure shares include 
Finance (19.5%); Ministry o f  Communication, Transport, Post and Construction (16%); 
Agriculture (1 1 %); and Defense (9%), compared to sectoral expenditures on education and 
health o f  11% and 5%, respectively. 85 

’’ Expenditure data classified by function are limited in Lao PDR. The share o f  education and health in total expenditures was 
7.4% and 3.7% in 2000/01, respectively, and was increased only recently to 10.7% and 5% in the 2001102 budget outtums. 
Based on the PER, the share o f  recurrent expenditures in education was 52% in 2000, o f  which 48% was in primary 
education. In health, the share o f  recurrent expenditures has fallen to 40% or less in recent years. 
As noted in the discussion o f  social outcomes, children in Lao PDR begin and finish primary school late. The 
5-14 population subgroup i s  therefore reasonably close to the relevant one for primary education. 
I t  remains to be seen whether recent increases in education expenditure w i l l  be sustained. While actual 
education expenditures were 10.7% in 2001102, the budgeted share for 2001102 envisages a decrease in share 
to 10%. 

84 

8s 
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Table 10: Estimated recurrent expenditures in primary education per child 

Base case 51  54 65 
Base case plus 51 78 103 
Base case plus + 20% increase in tax effort (elasticity) 51 81 114 
Source: Model simulations 

3.2.2 Determinants of  poverty and social outcomes in Lao PDR 

116. What kind o f  expenditures and interventions wil l have the most significant impact on 
improving poverty ~ and social outcomes I? Identifying such interventions requires f i rs t  
understanding the determinants o f  poverty and social outcomes in Lao PDR, which i s  the topic 
of this section. 

Determinants of poverty outcomes 

1 17. Designing an appropriate poverty reduction strategy requires understanding the 
determinants of  poverty. W e  fol low the standard approach and start with a multivariate 
regression analysis o f  the determinants o f  living standardsag6 The regression results indicate the 
importance o f  demography, household head characteristics such as education and occupation, 
ownership o f  productive assets, and village infrastructure in contributing to higher per capita 
consumption. (The results are reported in Annex Table 1). W e  then use these regression 
results to simulate the impact o f  changes in these explanatory variables o n  consumption and 
poverty. 87 

86 Th is  approach follows Chaudhuri (2000), Datt and Jolliffe (2001); IFPRI (1998) and Ravallion (1996) *’ The simulations are done in three steps. First the estimated parameters from the regression results are used to generate 
predicted consumption. Second, based on predicted consumption, we derive the probability of a household to be poor. 
Third, we compare the predicted probability o f  being poor under observed population characteristics (our reference point) 
with the one obtained with key determinants of living standards change in value. The difference i s  the impact on poverty 
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Figure 19: Recurrent expenditure in primary education per child (age group 5-14) and recurrent 
expenditure in health per capita - Base case plus 
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1 18. These simulations have several advantages over just regression results when assessing 
the determinants o f  poverty. While regressions focus on the statistical significance o f  the 
variables, the simulations indicate their economic significance. The overall impact o f  a change 
in a (policy) variable on poverty outcomes derives from (i) the size o f  the relationship between 
the variable and consumption and poverty (the regression coefficient); (ii) the size o f  the 
change in the variable, and (iii) the share o f  the population affected by the change. Certain 
variables may have a statistically significant effect o n  increasing per capita consumption, but 
have a negligible impact o n  aggregate poverty outcomes because the coefficient or the 
population affected may be small. 

1 19. Improving education, village infrastructure, and off-farm employment opportunities a l l  
have a significant impact on national poverty reduction (See Figure 20). We consider thirteen 
simulations over four groups o f  variables: demography, education, agriculture and economy, 
and village infrastructure. Results are estimated for both the total and "affected" population 
only, i.e. only those households affected by the variable being changed. For each, results are 
separately estimated for the impact nationwide, within the 47 poorest districts, and within other 
districts. 
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Figure 20: Impact on poverty from selected scenarios (percent change in poverty) 
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120. The results are reported in Table ll.@ The figures in the table refer to percentage 
changes o f  both real per-capita consumption (PCC) and poverty headcount (POV) from a 
baseline o f  100. Under simulation 6 (retrain farmers to be self-employed), for example, the 
nationwide effect on the entire population is to reduce the poverty headcount by 9 percent 
(from a baseline o f  100 down to 91), and increase per capita consumption (PCC) by 5 percent 
(up to 105). In the poorest 47 districts, poverty i s  reduced by 10 percent and per capita 
consumption increased by 7 percent. Since not everyone i s  a farmer, not everyone will be 
affected by this change. The affected population columns therefore estimate the impact only on 
those affected by this change. Among the affected population, the nationwide effect i s  to 
reduce poverty by 13 percent (down to 87) and increase consumption by 9 percent (up to 109). 

121. Demographics. Household size, composition, and gender o f  the head matter for 
poverty. Reducing household size by one for al l  households with more than one member lowers 
poverty by 5 percent n a t i o n ~ i d e . ~ ~  Changing household composition by replacing one chi ld up 
to age 6 by one prime-aged adult reduces poverty by about 9 percent. Finally, female headed 
households have 14 percent higher poverty. Overall, families in the poorest districts are less 
affected by changes in household size and composition, and gender o f  the head, than those in 
other districts. While demographic characteristics evolve gradually over generations, this 
information can s t i l l  be used for targeting public assistance or investment programs. 

88 Several important caveats are worth noting. First, the simulations are conducted holding everything else constant and ignore 
general equilibrium effects. This may be appropriate for incremental changes, but is less defensible for large policy changes. 
Second, the impact o f  the changes i s  l ikely to differ across households within as well as across regions. Third, the timing o f  
the impact o f  the interventions will differ. Fourth, the simulations focus on the benefits in terms o f  poverty reduction o f  
different interventions, but ignore cost differences across various interventions. 

89 Less than 0.1 percent o f  the population l ive in single-member households. 
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122. Education. Building human capital o f  household heads and spouses leads to lower 
poverty. This is confirmed in Simulations 4 and 5, where we look at the impact o f  increasing 
the education o f  al l  heads, and al l  spouses, by one year o f  schooling. This is a relatively large 
reform as i t  affects al l  households, but i t  i s  only a modest improvement in educational 
standards. Poverty drops by about 3 percent nationwide. Further, remarkably, the reduction in 
poverty from the increase in the years o f  education o f  heads and spouses is similar for the 
affected p o p ~ l a t i o n . ~ ~  Finally, we find a slightly higher effect o f  head's education outside the 
poorest districts. One possible explanation i s  that returns to education from are higher in more 
urban areas. 

123. Agriculture and economy. Off-farm activity, irrigation, productive assets and 
livestock are three main exits from rural poverty, as shown in Simulations 6 to 9. Again, we 
illustrate the impact o f  large reforms, so our main focus is on the direction rather than the point 
estimate o f  the changes. Switching heads from being subsistence fanners, accounting for about 
three fifth of the population, to self-employed triggers a drop in poverty o f  9 percent 
(Simulation 6). For the affected population, the benefits are somewhat higher in the non- 
poorest areas, where activities l ike trading are more profitable. B o x  9 provides an example o f  
how off-farm opportunities can raise household incomes in significant ways. Irrigating al l  
dryland reduces poverty nationwide by around 3 percent. Again, among the affected 
population, households outside the poorest districts reap greater benefits from these reforms. 

124. Sanitation and electricity are important to improve living 
standards. Providing piped water and electricity to al l  villages lowers poverty by 8 percent 
among the newly covered families and by 5 percent and 7 percent nationwide, respectively. 
With the exception o f  electricity, the impact on poverty i s  larger in the poorest districts that in 
other districts among affected households. 

Village infrastructure. 

Determinants of social outcomes 

125. To analyze the main determinants o f  the poor social outcomes observed, we also use 
multivariate statistical techniques. The analysis uses survey data from the 1997/98 Lao 
Expenditure and Consumption Survey I1 (LECS 11) and the 2000 Mult iple Indicator Cluster 
Survey (MICS). Given data constraints, the analysis focuses o n  (i) primary enrollment and 
completion rates in education; and (ii) health care utilization rates. 

90 However, the spouse education coefficients are less significant than the head ones. 
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Box 9:  Off-farm opportunities in Lao PDR: The case of sericulture 

"The Lao Economic Accelerated Project for the Silk Sector (LEASS) o f  the Consortium Lao [a NGO] i s  currently 
working closely wi th local people ... to increase their incomes by planting new kinds o f  mulberry trees and 
teaching them better ways o f  raising silkworms to produce silk. 

"Mr. Mankeo, head o f  the project in Ban Tha, Xieng Khuong province, said that since the project had started it had 
created more jobs and incomes for local farmers.. .The roads in this area were not good, but this should not hinder 
the transportation o f  the si lk to cities because silk was so light. 'The product may be light, but the price i s  over 
100,000 kip per kg.,' added Mankeo. .. 

"Mrs. Khammone Vilaphane, 44, i s  head o f  the project unit in Sop Hau village, Huaphan province.. .She and her 
family had been involved in low-level si lk production for some time, but have now taken the Consortium's advice 
and improved their methods. Mrs. Khammone now earns more money from her silk production than her rice 
fields.. . 

'I have six members in my family, she explained. 'Before I used to farm rice twice a year.. .and that provided us 
with enough to feed the family, but did not let u s  save money. So, at the same time, I used to plant mulberry trees 
to raise silkworms so as to produce si lk in the old way ... I had 1,200 m2 planted with mulberry trees, but I only 
used to produce 4-5 grams per month ... but after I was trained b y  the Consortium project I could produce a 
minimum o f  one kg. o f  silk per month. And I earn 120,000 kip per kg.' 

"Mrs. Khammone not only produces her own silk, she also weaves it into garments. 'My daughter and I weave our 
s i l k  to earn more money. I can make 10 scarves with one k g  o f  silk and I make a minimum o f  25,000 kip- 
depending on  quality and size-for each scarf and I can make two a day,' she said.. .Now they are involved in silk 
production, Mrs. Khammone's family can earn more than 500,000 kip per month." 

Source: "Villagers learn to love their silkworms"; "Silk becomes an economic saviour: new ways of sericulture w i l l  boos1 
farmer's incomes" in Vientiane Times, 16-19 May 2003 
~ 

Educational outcomes 

126. To analyze the determinants o f  educational outcomes, we estimate regressions o f  the 
relevant educational outcome measure for each chi ld in the sample between ages 6 and 14 
(starting and enrollment rates) and for each youth between ages 15 and 19 (completion rates). 
Explanatory variables include household, child, village and location characteristics. The results 
are presented in Annex Table 4 and Annex Table 5 which report estimates from the LECS I1 
and from the MICS 2000, re~pec t i ve l y .~~  

9L  Following Filmer and Pritchett (1998a, 1998b), wealth quintiles were derived from an asset index constructed based on each 
household's ownership o f  consumer durables, characteristics o f  household's dwelling, and ownership o f  assets such as land, 
animals, etc. 
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Table 11: Simulations of  % Changes in Consumption and Poverty 

Entire Population Affected Population 
District-Category District- Category 

Number Description Indicator National Poorest Others National Poorest Others 

Demography 
1 Reduce by one the number of 

household members 

Replace one child aged 0-6 by 
one adult aged 15-49 

Move headship from female to 
male 

2 

3 

Education 
4 Increase head's education by one 

year 

5 Increase spouse's education by 
one year 

PCC 
POV 
POP 
PCC 
POV 
POP 
PCC 
POV 
POP 

PCC 
POV 
POP 
PCC 
POV 

104 
95 
100 
105 
91 
100 
101 
99 
100 

102 
97 
100 
102 
97 

103 
97 
100 
107 
91 
100 
100 
100 
100 

102 
98 
100 
102 
97 

104 
94 
100 
104 
91 
100 
101 
99 
100 

102 
96 
100 
101 
97 

104 
95 
100 
105 
92 
77 
110 
86 
5 

102 
97 
100 
102 
97 

103 
97 
100 
107 
92 
84 
103 
97 
3 

102 
98 
100 
102 
97 

104 
94 
100 
104 
92 
75 
111 
83 
5 

102 
96 
100 
101 
97 

POP 100 100 100 95 97 94 
Agriculture & Economy 

6 Retrain farmers to being self- PCC 105 107 104 109 110 109 
employed POV 91 90 91 87 88 86 

POP 100 100 100 60 77 56 
7 Irrigate all dryland PCC 268 1263 103 325 1471 105 

POV 97 97 97 96 97 96 
POP 100 100 100 79 87 77 

Village hfrastructure 

8 Providing all villages with PCC 103 105 103 105 106 105 
electricity POV 93 93 93 92 93 91 

POP 100 100 100 69 92 64 
9 Providing all villages with piped PCC 102 106 102 105 108 104 

water access POV 95 92 97 92 90 94 
POP 100 100 100 50 75 44 

Note: PCC stands for real per-capita consumption, POV for poverty headcount, and POP for population. 

127. Household income, the quality o f  village infrastructure and services, and access have a 
key impact o n  educational outcomes. As indicated in Figure 2 1 , for example, having textbooks 
available increases the probability o f  completing primary school by over 40%. 

128. Household characteristics. Household wealth or income i s  extremely important for 
educational outcomes. Controlling for other factors, a child from a household in the top wealth 
quintile i s  nearly 50% more l ikely to start school, 30% more l ikely to attend school, and over 
80% more l ikely to complete five years o f  school than a chi ld from the bottom quintile. These 
effects are ordered across quintiles, with each quintile increasing the probability o f  completion 
by at least 10%. Having the head o f  household be a farmer has a negative impact on starting 
and especially on completion rates, although no statistically significant impact on enrollments. 
Age o f  the household head and having a female head both have a positive impact on starting 
and completion rates. Ethnicity does not appear to have a large independent effect once other 
characteristics are controlled for. 
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Figure 21: Marginal Impact on probability o f  completing school 

41 -3% 

In top wealth quintile Village has lower Text books amilable Village accessible in 
secondary school rainy season 

*Selected non-demographic factors 
Source :Regression-analysis on LECS 97/98 Data by Asset quintiles 

129. Gender has an important impact on educational outcomes. 
Controlling for other factors, girls are 22% less l ikely to be enrolled in school and 41% less 
likely to complete school than boys. 

Child characteristics. 

130. Village infrastructure. Having a primary school in the village helps to get children 
into school, while having a secondary school increases the chance that they complete school. A 
primary school in the village increases the probability that a chi ld will start and be enrolled in 
school by over 30%. A lower secondary school in the village increases their probability o f  
completing primary school by 20%, while the presence o f  an upper secondary school increases 
the probability by another 14%. This i s  consistent with research for other countries which 
shows that the expectation o f  being able to continue o n  to secondary has a positive impact o n  
completion o f  primary.” 

131. The quality of  schooling also matters. The existence o f  textbooks has a large and 
positive impact on al l  educational outcome measures and increases the probability o f  starting 
and completing school by nearly 30% and over 40%, respectively. The presence o f  a 
permanent teacher also has a positive, but smaller, impact o n  the probability o f  completing 
school. 

92 See Cuadra and Moreno (2003). 
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132. Access affects educational outcomes. Living in a village that i s  accessible during the 
rainy season has a large and positive impact and increases the probability o f  starting, 
enrolling, and completing primary school by between 20-35%. An urban location also has a 
strong positive impact on al l  three measures o f  educational outcomes, and increases the 
probability o f  starting and enrolling in school by around 20-30%. 

133. Province effects. Unexplained, residual province-specific effects-which capture al l  the 
factors that are specific to  each province and are not controlled by the other variables included 
in the regressions-are large. Vientiane municipality i s  a positive outlier, whi le Phongsaly, 
Luang Namtha, Sekong and Saravane are the largest negative outliers. These province effects 
could reflect several possibilities, including differences in provincial income, spending, and the 
quality and returns to education. However, while rank correlations indicate an association 
between the magnitude o f  these province-specific effects and provincial poverty, there i s  little 
correlation with budgetary  pend ding.^? This result is  consistent with extensive research which 
shows l i t t le correlation between levels o f  spending and educational outcomes.94 These province 
effects could also reflect differences in returns to education across provinces, which affect the 
value that households place on the investment in education. A recent paper o n  Vietnam, for 
example, found that the returns to education were much lower for ethnic and geographically 
isolated minorities than for the majority population, resulting in lower demand for education.95 

Health outcomes 

134. We focus on health care utilization rates as a measure o f  health outcomes using both the 
LECS I1 and M I C S  2000. The LECS 97/98 survey data contain information on medical 
expenses which can be used as a rough proxy for health care ~ t i l i z a t i o n . ~ ~  W e  proceed as 
before and use regression analysis to look at such determinants o f  per capita health 
expenditures as household income and characteristics, demographic characteristics, village 
characteristics, and location. The results are presented in Annex Table 6. 

135. Income and physical access are key determinants of  health care spending. There is 
a strong link between health care spending and income. All else equal, households from the top 
two quintiles (net o f  medical spending) spend o n  average between nearly 100-140% more o n  
medical care than do those from the bottom quintile. This relationship probably reflects greater 
access to better quality services among the non-poor. Physical access i s  also important. 
Households in villages that remain accessible during the rainy season report higher medical 
expenditures than those in non-accessible villages.” Medical expenditures seem to go down 

93 The rank correlations between the province effects and per capita total and recurrent spending was only 0.25 and 0.19, 

94 If public spending had a high impact on outcomes, one would expect that the unexplained province effects (which captures 

95 See, for example, Filmer and Pritchett (1998a). 
96 van de Walle and Gunerwadena (2000) 
97 Surprisingly, the dummy variable for urban i s  negative and significant, suggesting that once all other factors are controlled 

respectively. 

all effects not controlled for in regressions would be highly correlated with spending.) 

for, rural households actually spend more on health care than do urban ones. I t  i s  not possible with these data to say 
whether this i s  because rural households are more likely to have spells of illness; more serious illnesses; or whether they are 
paying more for services. 
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with distance to the nearest hospital, and the presence in the village o f  a pharmacy or trained 
nurse i s  also associated with higher spending.98 

136. Occupation, education, and demographics also have an impact. Households headed by 
farmers show lower levels o f  health care spending than other groups. Education has a small but 
positive impact. Demographic characteristics have a small but statistically significant impact. 
Households with elderly and children have higher per capita expenditures, while those with 
greater numbers o f  women have lower expenditures, reflecting a possible gender bias in 
allocating health expenditures. Unfortunately, the data from the LECS 97/98 do not allow us to 
examine health care utilization conditional on being ill. The above findings therefore do not 
take into account the patterns and burden o f  i l lness among the population. To examine health 
care utilization conditional on illness, we turn to the MICS 2000 survey.99 The MICS 2000 
survey results indicate that only about 50% o f  those suffering episodes o f  i l lness receive any 
treatment at all. While the main reason cited for not receiving any treatment was because the 
i l lness was mild, 17% cited lack o f  transport or difficulties in physical access, while another 
15% cited the expense o f  the treatment.Io0 Regression results using the M I C S  2000 provide 
further confirmation o f  the critical importance o f  wealth for utilization, with those in higher 
quintiles far more l ikely to seek treatment compared to those in the bottom quintile (see Figure 
22). 

Figure 22: Increase in probability o f  seeking treatment relative to bottom quintile 
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98 By contrast, having a community health worker in the village does not appear to result in higher medical expenditures. 
99 The downside o f  the MICS data is that (i) the number o f  respondents who report an episode o f  illness i s  relatively l o w  (only 

959 responses out o f  6,600 households); and (ii) the data do not contain information on household income or consumption 
and requires the use o f  the assetiwealth index constructed for the education regressions. 

loo Of  those seeking treatment, 14% went to traditional healers or relatives, 37% went to a pharmacy, with the remainder going 
to private doctors, health clinics, or hospitals. 
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137. Table 12 summarizes the main findings from the econometric analyses o f  poverty and 
social outcomes. K e y  outcome drivers included household incomes, education, off-farm 
activities, village infrastructure and services, access, and location. While these results suggest 
some implications for pol icy change, care needs to be exercised in translating these results into 
specific recommendations for expenditure allocations.Io1 The analyses, for example, identified 
a clear need to improve the quality and coverage o f  key public services in education, health and 
infrastructure. However, given the lack o f  information regarding the link between public 
spending and outputs cited earlier, increasing spending alone may not result in improved 
services. For this reason, i t  is  also vitally important to devote more resources and attention to 
monitoring outcomes and understanding their l i n k s  to pol icy variables such as public 
expenditures as part o f  an overall effort to improve budget management and governance in the 
public sector. 

Table 12: Summary of key determinants of poverty and social outcomes in Lao PDR 
Key drivers 

Household incomes 

Education 

Poverty reduction 
(poverty headcount) 

1 Need growth which translates 
into higher incomes for lowest 
quintile 

1 Education o f  household head 
increases incomes and reduces 
poverty by 2% and 3%, 
respectively 

Off-farm activities 1 1 Switching farmers to being 

Quality of village 
infrastructure and 

self-employed triggers a diop 
in poverty o f  9 percent 

1 Providing al l  villages with 
electricity and uiued water 

services reduce poverty-bi 7% and 5%, 
respectively 

Improved outcomes in non- 
poor v. poorest districts 

Improvement in education and health 
outcomes 
(primary enrollment and completion; health 
expenditures and utilization) 
1 Top quintile 80% more likely to 

complete primary school than 
bottom quintile 
Top quintile 70% more likely to get 1 

some-form o f  treatment when ill - 
Education o f  household head has 1 

impact on  health expenditures 

1 

1 Textbooks 
1 

Presence o f  primary and secondary 
schools in village 

Presence o f  Dharmacv. trained nurse 
I, 

in village 
Accessibility o f  village during rainy 1 

season improves education 
outcomes 

1 Positive urban effect 
1 Unexplained province effects 
1 Distance to hospital 

Implications for public intervention . . . 
Focus o n  growth which benefits lower income households 
Increase quality and coverage o f  rural infrastructure, especially roads, and health and 
education services 
Focus on measuring outcomes and understanding their l inks to expenditures and other 
policies 

'"In terms o f  our organizing framework, increased growth provides greater resources for public spending. Absent growth, 
however, additional public spending would come out o f  household incomes (via current or future taxes), which reduces 
household demand for social sector services. 
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Chapter 4 - Realizing the Development Potential of  Lao PDR 

An appropriate strategy for improving development outcomes in Lao PDR should include 
maintaining agricultural performance and off-farm opportunities for poverty reduction; 
developing manufacturing and services as a long-term growth engine; increasing the 
development contribution of natural resources; and improving public financial management 
and service delivery. Implementation of the above strategy, however, wi l l  require substantial 
improvements in the overall enabling environment for the private sector and governance in the 
public sector. Although there has been an abundance of strategies and roadmaps, 
implementation and high level commitment have been in far shorter supply. Without strong 
commitment to reform and implementation of reforms, Lao PDR 's signijkant development 
potential wi l l  continue to go unrealized. 

L 

4 . 1  Elements of a development strategy reform roadmap for Lao PDR 

138. 
based o n  a recap o f  our key findings from previous chapters using our basic framework. 

We identify the key elements o f  an appropriate development strategy for Lao PDR 

17 
Pavenues and Supply Side 

Maintain agricultural pevformance and facilitate offfarm opportunities for poverty 
reduction. The poverty analyses highlighted the central role o f  agricultural growth in 
reducing poverty, and also identified off-farm opportunities as a key determinant o f  higher 
rural household incomes 1. The analysis o f  social outcomes highlighted the importance o f  
household income as a driver o f  improved social indicators 1. Since the overwhelming 
majority o f  lower income households engaged in agriculture, the scope for increasing 
household incomes wil l therefore continue to depend critically upon how the agricultural 
sector performs. 
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Develop manufacturing and services as the long-term growth engine for Lao PDR. Given 
the l imited growth contribution o f  the agriculture and natural resources sectors, 
manufacturing and services wil l have to play a central role in generating the long-term 
growth and employment required by Lao PDR 1. However, the huge preponderance o f  tiny 
f i r m s  and absence o f  medium-sized firms suggest that there are significant constraints 
preventing firms from growing, which wil l place limits o n  employment and export growth. 

Improve the development contribution of natural resources. Natural resources are not a 
"magic bullet" for Lao PDR. Their direct contribution to long-term GDP growth and their 
contribution to public revenues-while substantial-is not so large as to preclude the need for 
agricultural and manufacturing growth. Thus additional reforms for developing those 
sectors and for revenue and expenditure management wil l be key. If natural resource 
revenues are poorly managed, then the deployment contribution o f  the natural resource 
sector wil l be limited. 

Improve public financial management and service delivery. Because growth alone i s  not 
enough to improve social outcomes, supply-side improvements in key public services 
(education, health, and infrastructure) are also required ~. However, without significantly 
improved public financial management and service delivery, additional growth and 
resources are unlikely to translate into adequate improvements in outcomes unless critical 
accountability relationships are strengthened (See Box  1 1). 

139. Implementing the above strategy will require substantial improvements in the 
overall enabling environment and in public sector governance. Without pol icy and 
institutional reforms to improve the enabling environment for the private sector and trade, 
agricultural performance wil l be inadequate to deliver the required improvements in social and 
poverty outcomes, and manufacturing and services wil l be unable to provide the requisite 
growth. I t  wil l also be dif f icult  to attract the private investment required to  fully develop key 
natural resources such as mining and hydropower. Without improved governance in the public 
sector, however, i t  wi l l  be dif f icult  to sustain this performance or translate it into improved 
poverty and social outcomes. The reform roadmap for Lao PDR will therefore need to cover a 
wide range o f  measures to bolster these two critical areas. Details o f  these reforms are 
discussed in the next two sections and summarized in Annex Table 1. 

4.2 Improving the enabling environment 

140. Without a better enabling environment for the private sector, the potential of key 
economic sectors-including natural resources-is likely to go unrealized. Improving the 
enabling environment will require a wide range o f  sectoral and cross-sectoral reforms. Sector- 
specific reforms were discussed in each o f  the sectoral analyses, but several themes recur 
which fal l  under the general rubric o f  putting in place a better enabling environment for the 
private sector, including letting the markets work and establishing a transparent and level 
playing field, e.g., by clarifying the legal and regulatory framework and separating out the role 
o f  the state as owner/operator and regulator. 

67 



Figure 23: Summary overview of elements of  reform roadmap 

Improve public sector 
governance 

Area I Reform elements 

0 Public financial and public sector management reforms 
as described in B o x  12. 
Decentralization reforms as described in B o x  13. 

Improve enabling environment 
for private sector 

Sector-specific reforms in agriculture, manufacturing 
and services, and natural resources as discussed in 
sectoral summaries 
Cross-sectoral reforms in areas identified as weak in 
2003 CPIA, including trade; human resources; 
environment; financial sector 

I 
Note: Details provided in Annex Table 1 

141. The critical role o f  the private sector is well-recognized in the NGPES, which cites 
private sector development along with macroeconomic stability, regional integration, and 
natural resource development as key elements o f  an enabling environment for growth and 
development. The private sector, FDI, and trade are cited in the NGPES as prime factors in 
driving the economy. Based o n  findings from the First Foreign Investment Forum o f  M a y  
2002, specific measures noted in the NGPES to promote private sector development include 
better information and consultation; legal, regulatory, and administrative streamlining (e.g., 
business registration and licensing, import and export approvals); macroeconomic reforms; and 
better coordination and management capacity (e.g., enforcement o f  bankruptcy, debt recovery, 
tax and other laws). 

142. The NGPES also states that "as a matter o f  principle, the Government o f  the Lao PDR 
has increasingly involved the private sector in areas that until recently have been public 
responsibilities or areas o f  state enterprises." Specific examples cited include the private 
involvement in the provision o f  transport services and infrastructure construction and 
maintenance. Such greater private sector involvement can help to alleviate the l imited financial 
and managerial resources o f  the Government. 

143. The NGPES also recognizes that regional integration is  "imperative" for Lao PDR, 
through ASEAN, AFTA, GMS, and other fora. Regional linkages will be important for Lao 
PDR to overcome drawbacks from i t s  landlocked status and take advantage o f  its central 
location in such a rapidly growing region. This wil l require Lao PDR to adopt appropriate 
trade policies to facilitate such linkages, including implementing the CEPT under AFTA. The 
dominant role o f  A S E A N  in Lao PDR trade cited earlier highlights the importance o f  such 
measures. 
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144. Equally important i s  the need to improve trade facilitation by reducing licensing and 
other administrative barriers to trade. Concerns about the current account balance and the 
balance o f  payments are warranted, but should be addressed through macroeconomic measures 
rather than by licensing and other import administrative measures.1a2 Forthcoming studies under 
the Integrated Framework (IF) which wil l provide technical assistance to improve the trade- 
related capacity o f  Lao PDR should help map out how Lao PDR can more fully take advantage 
o f  regional and global linkages, beyond AFTA. 

145. The 2003 CPIA exercise also identified other cross-sectoral policy and institutional 
areas where Lao PDR was particularly weak, including environmental management, human 
resources, financial sector management, and public financial management. In environmental 
management, for example, key priority measures flagged include improving enabling 
regulations for environmental management; strengthening compliance and enforcement; and 
improving delivery o f  key services such as solid waste collection. By threatening agricultural 
Performance, environmental degradation poses risks to Lao PDR's progress on improving 
development outcomes. Swidden agriculture, attended by shortening fallows under population 
pressure, risk declining soil fertility as well as soil erosion that has downstream impacts o n  the 
hydrological behavior o f  watersheds and silting o f  irrigation infrastructure. Capture fisheries 
appear to be reaching biological constraints, with greater fishing effort not matched by 
corresponding increases in production. In the human resources area, overwhelming priori ty i s  
placed o n  improving public resource allocation by increasing recurrent expenditures in health 
and education and incentives for better service delivery. 

146. At present, the financial sector in Lao PDR is functioning neither competitively nor 
efficiently. Suggested reforms in the financial sector include reducing the domination o f  the 
two state-owned banks and APB and improving their transparency, reducing the legal and 
regulatory gap between domestic and foreign banks, and greater transparency in subsidized 
credit schemes. 

147. It will also be important for Lao PDR to manage foreign exchange inf lows from natural 
resource development to avoid the dangers o f  the "Dutch disease" and an appreciation o f  the 
real exchange rate which could threaten the performance o f  other key sectors such as 
agriculture. This wil l require both careful macroeconomic management, structural reforms to 
reduce costs as well as a well-functioning financial sector. Experience in other resource-rich, 
l ow  income countries has underlined the important role which domestic financial institutions 
play in absorbing and recycling increased export earnings within the economy if they function 
efficiently and competitively. Otherwise, if not properly managed, a significant build-up in 
liquidity within the financial sector can have harmful consequences on the economy. 

'02 The NGPES states that the Ministry o f  Commerce's policy stance is better described as import "administration" rather than 
"controls," and as price "surveillance" rather than "controls," but if Lao PDR wants to reap fully the benefits f rom regional 
integration, i t  should allow the private sector to develop in response to competitive market signals. 
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4.3 Improving public sector governance 

148. Successfully implementing any strategy to improve development outcomes wil l also 
require Lao PDR to substantially improve i t s  governance. A strategy o f  developing 
natural resources, for example, i s  not without risks for Lao PDR and hinges upon establishing 
appropriate govemance. As noted earlier, recent research indicates that large natural resource 
revenues have typically had such a deleterious impact on institutions that their overall impact 
o n  growth is negative. "Point-source" natural resource revenues-e.g., oil, minerals-are found to 
have had a particularly negative impact. These findings are o f  particular relevance for Lao 
PDR because (i) much o f  i t s  prospective natural resource revenues-hydropower, minerals-are 
also "point-source;'' and (ii) i t s  governance setting remains weak. 

Box 10: How to avoid the "natural resource curse" in Lao PDR 
Governments in countries with non-renewable resources face uniquely difficult challenges. A common 
characteristic o f  resource-led economies i s  that a large share o f  the benefits o f  development accrue to the state in 
the form o f  mining royalties, taxes, and possibly income distribution and dividends. The key to success i s  how 
well the governments channel these rents into the creation o f  productive capacity or the provision o f  important 
social services, including health and education. O f  the 15 or so African countries generally regarded as having the 
most propitious physical endowments, only three - Botswana, Namibia, and South Afr ica - have experienced 
sustained development and significant annual increases in per capita incomes. While average annual per capita 
income in 12 o f  the best endowed African countries remains below USD 500, annual per capita incomes are now 
around USD 3,000 in the three countries. What were the key elements in their success and the main reasons for 
the economic stagnation which has characterized virtually al l  o f  the other African countries? Most of the 
elements fall under the rubric of  good governance. 

First, concepts of representative government and public accountability were deeply entrenched. In al l  cases, the 
independence o f  the judiciary and public service; the role o f  the auditor general's office; basic human rights; and 
freedom o f  speech and association were constitutionally enshrined. The rule o f  law and legislative processes were 
respected. Laws affecting taxation, labor relations and the granting o f  mineral concessions were transparent and 
fairly enforced. 

Second, early measures were put in place early on to strengthen the domestic institutional capabilities necessa y 
to ensure that the public sector functioned efficiently. The included developing core governmental functions such 
as economic planning and public service management capabilities; budget system; effective tax, geological survey 
and mining departments; central statistical bureaus; and the ability to control, support and regulate natural resource 
development. A major factor in Botswana's success, for example, was the avoidance o f  disputes within the 
government through the centralization o f  responsibility for planning and coordinating national development, with 
the support o f  the President. The Ministry o f  Finance and Development Planning was also responsible for leading 
the negotiations wi th external donors as well  as the mining companies; coordinating and monitoring the provision 
o f  government infrastructure; and ensuring that the entire nation knew what was going on. 

Third is the integrity of public polices. Central to those polices has been the commitment o f  the national 
leadership that the benefits from the utilization o f  non-renewable national resources should accrue to the entire 
nation, and for the benefit o f  future as well as current generations. There was a strong resolve not to dissipate 
mineral rents on non-productive activities or for purely short-term political pu~poses.~'~ Recognizing that large 

I O 3  That resolve was reflected in different ways in each of the three countries. In South Africa, emphasis was placed on the 
centralization to provincial governments to give local communities a larger say and stake. In Botswana and Namibia, with 
their smaller populations and weaker sub national govemments, emphasis was placed on major national public investment 
programs to unite the countries and to extend the benefits of development to all communities. 
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mining developments could result in dualistic economies, the governments o f  al l  three successful African countries 
took important steps to increase participation in, and distribute the benefits accruing from mineral development. 
While private operation o f  mines was encouraged on grounds o f  efficiency and to ensure access to adequate capital 
and modem mining technologies, ownership o f  the mineral resources was effectively brought under the control o f  
the state through negotiation or by legislation.IM 

I n  addition to these institutional and sector-specific measures, sound macro-economic policies also contributed 
importantly to the success of these countries. Central to this success was the recognition that non-renewable 
resources should be used to finance productive investment, especially in human resources. 

Fiscal discipline was also critical. Revenues which could not be utilized for immediate productive purposes were 
deliberately set aside for the benefit o f  future generations. Various different fiscal and monetary mechanisms were 
used to accomplish that objective. In Botswana, two special statutory funds were established, wi th the full 
approval o f  Parliament, prior to the advent o f  mineral revenues.'O' A statutory Development Fund was also 
created, to which surplus or unspent revenues were automatically credited each year. The legislation establishing 
these three funds provided that they could only be used for designated purposes. Any annual revenues accruing in 
excess o f  the requirements o f  the recurrent budget and the requirements o f  the other two statutory funds, were 
credited to the Development Fund. Funds could only be released from the Development Fund for projects listed in 
approved five or six year national development plans and specifically expropriated by resolution o f  Parliament. 
On  the expenditure side, in Namibia and Botswana mechanisms were introduced to relate budget allocations to 
established national priorities, and control was exercised to reign in demands for public spending. In al l  three 
countries, statutory Public Accounts Committees, served by the offices o f  independent Auditors General, were 
empowered to hold senior officials personally accountable for over expenditure o f  budgets or for mismanagement 
o f  public assets. Subsidies were restricted to socially desirable programs, and cost recovery applied. 

Monetary polices are equally important. Successful large scale natural resource investments tend to generate 
substantial balance o f  payments surpluses which can distort the domestic economy. Overvalued exchange rates 
reduced export competitiveness and undermined the prospects o f  agricultural expansion in several African 
countries, notably Nigeria, and skewed activity towards the urban elite, undermining the rural economy. Large 
scale investments can also generate a rapid build-up o f  excess liquidity in the domestic financial system. In all 
three African countries, steps were taken from an early stage to ensure that excess liquidity in the domestic 
banking system due to natural resource revenues did not create inflationary pressure or cause interest rates tc 
become negative in real terms, discouraging local savings.'06 

I O 4  In Botswana, the tribes were persuaded to cede their mineral rights to the state. Legislation was enacted to tax privately 
owned mineral rights at marginal rates which encouraged their efficient private exploitation, discouraged speculation, and 
provided for the voluntary surrender of mineral rights to the state. Although the governments of Botswana, Namibia and 
South Africa have signif icant equity stakes in major mines in their countries, mineral rights have not been nationalized in 
any of them 

'Os The Public Debt Service Fund and the Revenue Stabilization Fund were earmarked exclusively to service future debt and 
smooth revenue fluctuations. 

I O 6  In South Africa, the emergence of sizable treasury bill, bond and equity markets - rated among the twenty largest capital 
markets in the world - helped to absorb and recycle much of the excess liquidity. In Botswana, the central bank issued 
short-term certificates which served the dual purpose of soaking up excess liquidity and providing an effective instrument 
for managing domestic interest rates. In all three countries, proactive fiscal and monetary policies contributed to stable 
exchange rates and moderated inflation. 
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149. Countries which have successfully translated natural resources into improved 
development outcomes have managed to develop good governance. B o x  10 discusses some 
o f  the lessons for Lao PDR on how to avoid the "natural resource curse'' which have afflicted 
other resource-rich developing countries. Most o f  the elements which characterized the 
experience o f  the successful countries fal l  under the rubric o f  good govemance and include 
clear public accountability; effective public sector institutions; and the integrity o f  public 
policies, including monetary and fiscal discipline. . 

The challenges which Lao PDR faces are daunting. There i s  n o  single po l icy  o r  set o f  policies which wil l 
permit the country's natural resource endowment to be harnessed efficiently to generate sustained development. 
Equal weight has to be attached to each o f  the measures taken by successful countries if broad-based and equitable 
development i s  occur. Fiscal discipline can so easily be negated by lack o f  pol i t ical commitment. Absent a strong 
independent central bank, excess liquidity can lead to inflation. Without strenuous efforts to build institutional 
capacity in government, even the best policies are unl ikely to  be efficiently implemented.. 

150. At present, however, governance in Lao  PDR remains weak. As noted earlier, 
results from a 2002 cross country govemance database indicate significant weaknesses in such 
areas as voice and accountability; regulatory quality; control o f  corruption; rule o f  law and 
government effectiveness relative to other low-income countries. Many o f  the factors cited as 
critical to the experience o f  those countries which successfully translated natural resources into 
improved development outcomes-e.g., high public sector effectiveness, transparency, and 
accountability-are currently quite weak in Lao PDR. Both monetary and fiscal discipline have 
also been fragile. 

151. While there i s  no single set of  policies which can guarantee that resources in Lao 
PDR-natural or otherwise-get translated into good development outcomes, there are two 
clear implications for Lao PDR from Box 10. First, failure to improve governance 
substantially upfront-before resources start to flow-all but guarantees that the resources wil l 
not translate into good development outcomes. Second, improving governance will require 
substantial capacity building in the public sector. 

152. Public sector reform will  have to play a central part in improving governance in 
Lao  PDR and in delivering upon any reform strategy. Improving governance in those areas 
where Lao PDR was identified to be weak-accountability; regulatory quality; corruption control 
and public sector effectiveness-will be dif f icult  without reforming the public sector including 
public administration. Improving development outcomes in Lao PDR also requires a public 
sector that is  capable o f  designing and implementing appropriate policies and programs; raising 
adequate resources and allocating them to sensible priorities; and ensuring that those resources 
get translated into useful outputs that improve social and poverty outcomes. This in turn would 
require reasonably well-functioning public financial management and public administration at 
both the central and local levels. The draft NGPES also identifies public sector management as 
a critical area in strengthening the overall framework for sustainable growth and development. 
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153. However, widespread weaknesses in the public have been well-documented in recent 
reports, including the 2003 Lao CPIA, the joint World Bank-ADB-IMF 2002 Public 
Expenditure Review, and the 2003 IMF Fiscal Affairs Department (FAD) report on Public 
Expenditure Management Reform. The IMF FAD report, for example, noted that Lao PDR's 
public expenditure management system was weaker than many l o w  income countries. 
Particularly noteworthy were the very low  ratings on the reliability o f  the budget as a guide to 
actual budget outturns; the lack o f  an adequate functional classification o f  expenditures; the 
inability to identify poverty-reducing expenditures; and the absence o f  timely audited financial 
information. 

154. Because the gap between what exists and what i s  required is wide, making substantial 
progress in this area i s  therefore critical for Lao PDR to have a reasonable expectation that 
additional resources-be i t  in the form o f  development assistance or natural resource revenues- 
get translated into improved development outcomes. The critical steps and high level outcomes 
required for the public sector to be able to deliver improved services and development 
outcomes are discussed below and summarized in Box  l2.Ia7 The 2004 World Development 
Report also identifies the budget, public administration, and decentralization as the three 
critical institutional structures most l ikely to influence service delivery.lo8 Achieving the 
milestones described in Box  12 in these areas will therefore be important. 

155. First and foremost, there i s  a clear and overwhelming need to improve accounting and 
financial control systems as described in the IMF FAD report and addressed in the IMF PRGF 
program1og which should precede the development o f  a more effective system o f  budget 
formulation and pol icy prioritization. Otherwise, efforts in the latter may produce a nice 
design that i s  overwhelmed by the realities o f  the current system. 

156. Policy control o f  expenditures would be enhanced by developing linkages between 
pol icy programs and financial data. Initially, this can only realistically be done on an input 
basis. Grouping inputs into key programs that have common goals but s t i l l  reflect the structure 
o f  ministries would be a use fu l  interim step. The init ial  focus could be on priori ty programs 
with high fiscal r isks or poverty impact. A next step could involve developing strategic plans, 
program goals, and performance indicators. A final step would be to develop outputs based o n  
cost data, though this is l ikely to be a long way off. 

Together with enhancing the capability to monitor and report o n  the effectiveness o f  
expenditures, efforts should be made to improve service delivery by increasing choice and 
participation o f  the poor in service delivery to enhance their "client power". Given existing 
weaknesses in "voice" and in the accountability o f  providers to pol icy makers, experimenting 
with different mechanisms to strengthen the accountability o f  providers directly to the poor wil l 
be needed to improve service outcomes for the poor (see Box  11). The recent draft instruction 
to identify administrative units within the accounting nomenclature i s  a welcome step and 
provides a useful basis for improving accountability at the service provider level. 

I O 7  Th is  section draws heavily upon background work by Graham Scott. 
log See chapter 10 ("Public sector underpinnings of service reform") in World Bank, World Development Report 2004. 
I O 9  The IMF PRGF program includes an action plan for improving public expenditure management which covers actions to be 

undertaken by the Treasury (regulations, fiscal reporting, government banking, and arrears); Accounting (budget 
classification); and Budget Departments (expenditure controls) as well as the audit agencies. 
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I Box 11: Service delivery in Lao  PDR: Lessons f rom the 2004 WDR 
The 2004 World Development Report (WDR) on "Making Services Work for Poor People" provides a useful  
framework for understanding the service delivery chain. The framework identifies three key sets o f  actors and 
accountability relationships. (See Figure 24 - Framework o f  accountability relationships.) Poor people can try to 
influence public action and policy makers by exercising "voice" through the ballot box or other means. Policy 
makers in turn can try to get providers to deliver services through an implicit or explicit "compact." 

Figure 24: Accountability framework in service delivery 

"Voice' "Compact" 

"Client 
Source: World Bank, World Development Report 2004 

However, weaknesses in the above two links-the "long route" o f  accountability-are observed al l  too frequently, 
resulting in failures in service delivery to the poor. Weaknesses in the electoral system or lack o f  information may 
undermine the influence o f  the poor in the formulation o f  public policy. Even when the poor can influence policy 
makers and politics are sufficiently "pro-poor," policy makers may have a difficult time to ensure that providers 
deliver services to the poor due to inadequate performance management, incentives, and monitoring. Greater 
recourse to the "short route" o f  accountability, by directly increasing the "client power" o f  the poor over providers 
can improve service outcomes. 

In Lao PDR, clear weaknesses in the "long route" o f  accountability suggest the need to improve the participation 
and choice o f  the poor in service delivery to enhance client power and the "short route" o f  accountability. As 
noted earlier, governance indicators for Lao PDR indicate substantial weaknesses in voice and accountability. 
Extensive weaknesses in public financial management indicate fundamental gaps in the ability o f  policy makers to 
manage providers. The inability to control spending within budget l imits, especially at the provincial level, for 
example, highlight that basic financial accountability-much less accountability for performance-is s t i l l  lacking. 

As noted in the 2004 WDR, there are several ways to enhance the "client power" o f  the poor in service delivery, 
including use o f  contracts, self-monitoring providers such as NGOs, community control, and vouchers. 
Experience from other countries, for example, suggest that enhancing community participation and involvement in 
service delivery can significantly improve outcomes. In El Salvador, for example, the Educo program 
significantly improved enrollments without any decline in learning quality by allowing Community Education 
Associations, an elected committee made up primarily o f  students' parents, to operate schools according to a one- 
year renewable agreement wi th the Ministry o f  Education which allowed them select, hire, monitor, and retain or 
dismiss teachers. In Ceara, one o f  the poorest states in Brazil, infant mortality was dramatically reduced during 
the 1990s by strengthening community leverage and voice over health providers and getting municipalities, local 
communities, health workers, and families to work together. Lao PDR w i l l  have to explore what improvements to 
existing service delivery arrangements w i l l  make the most sense in the context o f  Lao PDR. But several points are 
worth emphasizing. First, the analysis o f  social outcomes in Lao PDR clearly indicates that outcomes are 
substantially worse for the poor and that public services are failing the poor. Second, because increases in growth 
and spending are not enough, substantial improvements in service delivery w i l l  be required to improve outcomes 
among the poor. Third, increasing "client power" o f  the poor-through increased participation or other means-will 
be essential to improving service delivery in Lao PDR. Lastly, as emphasized in the WDR, what underlies 
virtually every successful experience in improving service delivery i s  better information and transparency. 
Without such information, pol icy makers cannot monitor performance and the poor cannot exercise their client 
nower 
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Box 12: High level outcomes and milestones for public sector and financial management in Lao PDR 

High level outcomes 
1. 
2. 
3 .  

4. 

5. 

6. 

7.  

8. 

9. 

An improved system o f  financial accounting and control. 
A system o f  assurance and audit that helps to strengthen the accounting system. 
Building on  top o f  this, there must be a budget process that has the capability to appraise and forecast the 
resources o f  the government and to allocate them through a proper system o f  political accountability and 
transparency. 
A classification o f  expenditures that has sufficient meaning in terms o f  policy goals and programs for 
resources to be allocated at the margin to priorities that are decided on by the appropriate political authorities. 
A capability to monitor and report on  the delivery against policy intentions in a wider sense than financial 
audit 
and to begin to assess the effectiveness o f  expenditure in terms o f  policy goals in selected areas. 
A program to improve service delivery by enhancing the "client power" o f  the poor through increased choice 
and participation in service delivery. 
A general system o f  collection and execution o f  public sector revenues capable o f  exercising sufficient control 
for additional revenues to be allocated to new policy initiatives and not diverted into other "unavoidable" 
expenditures such as "out-year" payments on  capital projects which would otherwise have to be stopped. 
A program o f  SOE reform to staunch the fiscal demands o f  inefficient and unproductive commercial and 
quasi- 
fiscal activities that could similarly cause irresistible demands on  the public revenues. 
A reform o f  local government that has clear division o f  roles and l ines o f  accountability and makes substantial 
progress in closing the opportunities for local administrators to use central government fiscal resources. 

10. A program o f  administrative reform and capability building without which none o f  the above critical 
requirements w i l l  be met. 

Milestones . . . . 
* 

Treasury i s  reformed to ensure application o f  single account system 
New budget cycle i s  in place and working reasonably smoothly 
Program structure for budget in place in chosen policy areas 
Strategic plans for policy outcomes and targets are in place 
Intergovernmental reform has proceeded to the point where there i s  reasonable confidence that the lines of 
fiscal accountability and roles are clear across levels o f  government and within strategic plans for priority 
areas. 
Basic capability for policy implementation at local level has been built and participation methods are working 
reasonably well  which allow greater accountability o f  service providers to the poor. 

. 
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158. The existing tax base i s  narrow and relies heavily on tumover and trade taxes, which are 
collected by provinces and at times held at the provincial level beyond what i s  intended by 
fiscal decentralization. The low level o f  tax administration capacity and the large informal 
economy, however, means that it wil l be some time before a comprehensive, modem tax 
system can realistically be expected and that there wil l continue to be reliance o n  taxes which- 
while distortionary-can be imposed and collected by existing administration capacity. The 
proposed move to a value added tax (VAT) i s  desirable in principle, but the introduction o f  a 
VAT i s  highly demanding in terms o f  administrative capacity even among very developed 
economies. If intemational experience i s  any guide, introducing a VAT in Lao PDR wil l 
require careful planning and a very long lead time."' In the interim, Lao PDR could work on 
steadily improving the administration o f  the trade and tumover taxes by (i) reducing the 
number and level o f  rates; (ii) extending coverage; and (iii) aligning sales and income tax 
systems to harmonize administration and improve compliance. Immediate priorities include 
reviewing the administration o f  resource royalties and improving forecasting o f  tax revenues. 

159. The transition to a market economy requires a new conception o f  how a state owned 
enterprise (SOE) should be governed and managed. Unless fundamentally transformed, they 
are l ikely to be a serious fiscal drain through the need for subsidies and contingent liabilities 
which are not properly accounted for in the government's financial management system. While 
the principles underlying SOE reform are not difficult to define, the record o f  failure in many 
countries highlights the great dif f iculty in implementing reform in this area."' As a first step, 
annual financial plans and accounting reports o f  SOEs need to brought under the control o f  the 
Ministry o f  Finance. 

160. Progress on administrative reforms i s  an urgent priori ty which wil l have an important 
bearing on progress o f  other reforms. The agenda in administrative reform i s  huge and i s  
addressed in the Lao PDR Govemance report, which provides frank observations on the 
challenges faced and the measures required."* Delivering on this agenda will require not just 
technical reforms and processes, but addressing the weakness in the center. 

161. A program of  intergovernmental and local government reform i s  also absolutely 
critical as many of  the observed weaknesses in Lao  PDR are symptoms of  underlying 
problems caused by  poorly-functioning central-provincial government relations. 
Weaknesses in public financial management, for example, stem in large part from the inability 
o f  central agencies such as the Ministry o f  Finance to exercise sufficient control over revenues 
collected and expenditures undertaken by provinces. The results o f  the 1998-99 audit o f  
Khammouan province provides a sobering example, where total spending exceeded the plan by 
loo%, with overruns o f  260% in non-social sectors o f  260% and 180% in investment and 
construction expenditures. 

'lo For example, when New Zealand introduced the simplest version o f  a VAT with a single rate and no exemptions, one 
thousand extra staff were employed to administer it. In a country where even small businesses were already accustomed to 
regularly keeping adequate business records and f i l l ing in sales tax and income tax returns, the introduction o f  the VAT took 
two years and required a substantial team o f  tax specialists and a major public education program. 
This includes, for example, developing a comprehensive policy statement concerning the principles for governance, 
management and regulation o f  SOEs and implementing these principles in a well-planned program over time. 

administrative reform such as strengthening the merit principle, ethics, culture, promotion and remuneration can proceed at 
the central level. 

'Iz Sorting out roles, structures and functions can be done in parallel with the work on local government. Other elements o f  
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162. The practice o f  ministry officials working at local levels being under the control o f  and 
paid by provincial governors i s  one factor that is  making it difficult for the center to maintain 
administrative control over expenditures. As noted in the IMF FAD report, expenditure arrears 
are significantly higher among provinces than l ine  ministries. As noted previously, these 
government arrears are also contributing to non-performing loan (NPL) problems in the 
banking sector.113 In the natural resources sectors, substantial revenues-e.g., large royalties in 
the case o f  the Sepon mine-apparently accrue significantly to the province in the first instance. 

163. Many  o f  the services critical for poverty reduction have been devolved to local 
governments with insufficient capacity to deliver those services. While local governments in 
principle can better tailor services to meet local circumstances, the UNDP provincial p i lot  
project in Luang Prabhang shows in practical terms the challenges o f  raising capability in the 
local governments to levels needed to implement better delivery o f  public services. Unless a 
reliable and transparent decentralized system is put in place, issues o f  efficiency and equity 
across local governments wil l remain outstanding. 

164. The basic steps required to address centre-local relations contributing to the above 
problems are discussed in Box 13. I t  should be emphasized that intergovernmental relations 
are ultimately a political decision, and that this report i s  not recommending what the 
appropriate intergovernmental framework for Lao PDR should be. What is important i s  that 
whatever framework i s  decided upon provides transparency and accountability, matches 
expenditure and revenue responsibilities, and does not undermine macro controls. 

165. Many  o f  the governance reform areas flagged above are consistent with those identified 
by the Government. Priority governance initiatives identified in the 2003 Lao PDR 
Governance Report, for example, cover four categories: (i) public service improvement; (ii) 
people's participation; (iii) rule o f  law and access to justice; and (iv) sound financial 
management. Implementation, however, remains the critical challenge. 

4.4 Priority actions 

166. Many o f  the reforms described in Annex Table 1 will require significant capacity 
building and a long lead time for implementation. However, there are several priority actions 
which Lao PDR should undertake as they are absolutely necessary for any sustained 
improvement in development outcomes. These are described below in Figure 24. 

167. They al l  also require 
significant capacity building to implement. However, there i s  one important thing that Lao 
PDR can immediately do which wil l help improve development outcomes but which does not 
require much by the way o f  additional resources: improve transparency. As noted in the 
2004 WDR and elsewhere, better information can have a surprisingly powerful effect o n  
incentives and accountability. Box  14 lists some information which Lao PDR already has and 
could quite readily disclose. Such disclosure would also send an excellent signal that the 
government i s  serious about improving governance in Lao PDR. 

The above priori ty actions will require time and resources. 

'I3 Contractors borrow from banks on the basis o f  contracts from ministries and provinces for which there are inadequate 
budget provisions. 
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Box 13: Basic steps required in intergovernmental reform in Lao PDR 

"Locally based treasury officials find it difficult to follow centrally mandated.. .financial management practices in 
the face o f  conflicting pressures from the Governor. A clear example o f  t h i s  control problem i s  the persistent 
failure o f  provincial authorities to remit taxes and duties collected at the provincial level to the central treasury as 
required under the law." 
Source: 2002 World Bank, IMF, ADB Public Expenditure Review 

Decentralization i s  rarely an easy process. However, in Lao PDR-where the central government has been 
described as formally strong and with wide authority, but weak in terms o f  power the way in which 
decentralization i s  occurring i s  worsening fiscal While decentralization w i l l  necessarily evolve 
according to country realities, the following basic steps are needed to ensure that fiscal control i s  strengthened 
while building local government capacity. '" 
1. 

2. 

3. 

4. 

5. 

6. 

7. 

Review the constitution and subsidiary laws that establish the central government and local government and 
describe their roles, governance, functions, accountabilities and sources o f  finance. Identify weaknesses in 
terms o f  ambiguity or peculiarity by reference to general principles o f  effective governance at both levels.'L6 
Review the revenue raising powers o f  the central, provincial and district levels o f  government and assess their 
real revenue raising capacity in practical terms. 
Consider whether there i s  a major imbalance between the costs o f  the roles o f  the provincial and district 
governments and their revenue raising capability under their assigned taxes. 
Review and advise on  the design and implementation o f  provincial fiscal transfers or reallocation o f  roles 
to address any serious imbalances. 
Review the constitutional, administrative and financial arrangements under which provincial and local 
government provide services as an agent o f  the higher levels o f  government rather than as an exercise o f  their 
own discretion. 
Review the relationships between territorial local governments and special purpose bodies or higher levels of 
government that operate within their  territorial boundaries.'I' 
Design govemance and financial arrangements that put an end to the present unsatisfactory outcomes under 
which local government appropriates tax revenues that belong with the central government. 

'I4 UNDP GPAR report 
Whi le i t  i s  difficult to get very far with local government capacity building and participation reform, if there i s  insufficient 
clarity about the roles, functions, and revenue sources o f  the levels of government, the effort to improve local capacity 
cannot wait until there i s  complete blueprint for local government reform. In  reality, the two wil l  develop together. 

currently under way. 
This  i s  emerging as a potential problem in Thailand with respect to regional health and education organizations o f  central 
government, for example. 

'I6 According to the Matrix o f  Main Priority Govemance Initiatives in the Lao PDR Governance report, this process i s  
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Figure 25: Priority actions for L a o  PDR 

Strategy to improve development outcomes in L a o  PDR 
1 

1 

a 

1 

Maintain agricultural performance and facilitate off-farm opportunities for poverty reduction. 
Develop manufacturing and services as the long-term growth engine for Lao PDR. 
Improve the development contribution o f  natural resources. 
Improve public financial management and service delivery. 

Successful implementation o f  above strategy w i l l  require improvements in enabling environment for private sector 
trade and as well as governance in public sector as described in detailed reform roadmap 

Four  p r io r i t y  actions in re fo rm roadmap to  focus on 

1. Establish a clear and transparent framework 
and level playing f ield fo r  the private sector, 
including foreign direct investment, and 
trade 

2. Improve quali ty and coverage o f  cr i t ical 
r u r a l  infrastructure, health and education 
services by increasing recurrent 
expenditures and part icipation o f  poor in 
service delivery 

3. Establish financial accounting, control and 
audit as pa r t  o f  overall p rogram to 
strengthen expenditure management 

4. Develop detailed decentralization 
implementation p lan  to  c lar i fy 
intergovernmental f ramework 

Rationale 

Needed to send proper signals to encourage entry and 
growth o f  firms, to facilitate private participation and to 
promote exports. The framework for foreign direct 
investment in key sectors such as natural resources w i l l  also 
need to be complemented by safeguards relating to 
environmental and social impacts. 

Critical drivers o f  poverty and social outcomes. Rural 
infrastructure, especially rural roads, needed for market 
integration to facilitate commercialization and off-farm 
opportunities. Unless accompanied by increases in 
recurrent expenditures as part o f  an improved budgetary 
process, other reforms in social sectors are not l ikely to 
work. Simply increasing inputs without reforming existing 
arrangements, however, w i l l  not lead to sustainable 
improvements. Given weaknesses in accountability, will 
also need to enhance “client power” o f  poor for better 
service delivery outcomes. 

Without basic control over expenditures and c o d t m e n t s ,  
additional public financial management or public sector 
reforms not likely to work. 

Many observed weaknesses in public sector due to poorly 
functioning central-local relationships, which risk 
undermining fiscal management and service delivery. 
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Box 14: Improving transparency: priority disclosure in Lao PDR 

I 

I 

I 

I 

I 

I 

I 

I 

I 

Providing more information can have a powerful development impact by affecting incentives and improving 
accountability. Several examples o f  information which would be helpful to disclose are listed below. I n  
most instances, these do not require Lao PDR to gather new information, but simply to disclose 
information which it already has. 

Publish the audited financial statements and audit reports o f  the StateAuditAuthority (SAA) in full. 

Disclose expenditure allocations to administrative units, e.g., schools and hospitals, at disaggregated level to 
local communities, in l ine wi th recent Draft Instruction on  Use  o f  Accounting Code for Administrative Units. 

Make public annual audits o f  state banks. 

Disclose financial statements o f  SOEs. 

Publicize information on  negotiated royalties in al l  natural resource sectors. 

Disclose procedures, processes, and criteria in setting quotas and issuing permits in forestry. 
information 
on  bidding and pricing o f  log sales. 

Establish and publicize a template for the taxation terms o f  Mineral Exploration and Production Agreements 
(MEPA) in mining to provide level  playing field, consistent tax treatment, and avoid suspicions o f  "special 

Disclose 

Develop and publicize uniform models o f  project agreements such as concessions and power purchase 
agreements (PPA) to use as starting points in negotiations wi th developers in hydropower. 

Make al l  regulations and laws affecting business community readily available. 

4.5 Concluding remarks 

168. This report reviewed the development challenge facing Lao PDR; analyzed the sources 
o f  development potential; and discussed possible strategies and roadmaps for realizing that 
development potential. The preceding section la id out some steps for what needs to be done. 
While implementing these priority actions and reforms wil l be a challenge, the risks o f  not 
taking action are also high. If the enabling environment for the private sector is not improved 
and trade opened up further, growth wil l be lower than in the 1990s. I f  govemance in the 
public sector i s  not improved, then resources will be ill-used and service delivery inadequate to 
improve development outcomes. 

'I8 Indonesia, for example, has signed many hundreds o f  contracts o f  work (COW) since 1967, but there have been only 
seven "generations" o f  COW with the terms o f  each COW consistent with the published template for that generation. 
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169. The strategies and roadmaps presented are indicative. There i s  no single blueprint for 
improving development outcomes, and Lao PDR will have to develop its own  roadmap which 
responds to i t s  own particular circumstances. Otherwise, technically elegant action plans wil l 
founder when they cut across underlying, hard political realities, as they have done in the past. 

~ 

Box 15: Three remaining gaps in analytical work on Lao PDR 

170. with those 
identified in previous government reports such as the Lao PDR NGPES and the Govemance 
Report. What has been lacking i s  implementation o f  those reforms. Without high level 
commitment to reforms, strategies and roadmaps wil l not get implemented, and Lao PDR's 
significant development potential wil l go unrealized. 

As noted above, many o f  the recommended reforms are consistent 

Despite the significant amount o f  reports previously wr i t ten on Lao PDR-including this one-there are s t i l l  several 
gaps remaining in terms o f  our understanding o f  how growth, poverty, and social outcomes can be improved in 
Lao PDR. This box therefore briefly reviews previous reports and identifies at least three main analytical gaps 
outstanding in Lao PDR which should be filled by future analytical work. 

First, firm and farm-level growth and productivity studies. What has been constraining the growth of small 
firms? Previous manufacturing firm surveys have identified a huge number o f  tiny firms but a lack o f  medium- 
sized f i rms  ("missing middle"), suggesting that there are significant constraints preventing such frms from 
growing. Previous work in this area has tended to focus on (larger) f i r m s  in formal manufacturing sector (e.g., 
MPDF Survey o f  Medium and Large Firms in Lao PDR, and even to some extent the MIHAJNIDO survey). An 
earlier GTZ survey focused on  smaller firms in the informal sector, but limited formal, quantitative analysis was 
conducted. A similar point applies to a previous small, informal survey o f  off-farm and non-farm employment in 
Lao PDR. Given the need to develop manufacturing and services as a long-term growth engine for Lao PDR, a 
better understanding o f  what has been constraining the growth o f  small f i r m s  in both the manufacturing and 
services sector i s  needed, especially in rural areas where they provide off-farm employment. Similar analyses are 
required at the farm level in the agriculture sector. Further growth in the agriculture sector i s  critical to reducing 
poverty and i s  likely to come from commercialization and diversification. I t  would be useful to explore this 
question more formally using farm-level data to identify needed policy interventions. What has been driving ana 
constraining such commercialization and diversijication by small farms? 

Second, detailed analysis of the relationship between expenditures, outputs, and service outcomes. While the 
analysis in this report identified some o f  the relationships between various outputs (e.g., schools, textbooks, 
clinics) and poverty and social outcomes, the relationship between expenditures and outputs was not explored, 
What is Lao PDR getting by way of outputs (e.g., schools, textbooks, clinics) for its expenditures in these sector? 
An expenditure tracking survey in key social sectors could help to answer this question and identify how much of 
the funds are reaching front-line service providers in schools and clinics. Additional work i s  also needed tc 
understand how service delivery can be improved for the poor. mat new mechanisms for increasing choice anLi 
participation of the poor in service delivery might be suitable for Lao PDR? 

Third, analysis of how decentralization i s  affecting public financial management and service delivery and 
what should be done. Many o f  the observed weaknesses in public financial management identified in previous 
reports (e.g., WBiIMFiADB Public Expenditure Review and IMF FAD technical assistance report) stem from 
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underlying problems in central-local relations, but these were not directly addressed in these reports. Previous 
UNDP GPAR reports identified significant capacity building needs at the local level and the absence o f  an 
adequate legal and regulatory framework (UNDP GPAR Pilot Luang Prabhang Province report and 
Decentralization report). There i s  an urgent need for greater clarity and specificity in Instruction OlIPM-which 
provided as a broad, general concept "building the province as the strategic unit, the district as the budget planning 
unit, and the village as the implementation unit"-and to move towards a detailed decentralization implementation 
plan supported by a clear legal and regulatory framework. While the latter i s  a political decision, analytical work 
in this area can contribute to the development o f  such an implementation plan. What specific weaknesses in public 
financial management and service delivery are occurring as a result of the unclear decentralization process and 
what are the corrective measures required? 

While there are undoubtedly other analytical gaps, the above three are particularly important for understanding and 
improving growth, poverty, and social outcomes in Lao PDR. Without understanding and addressing the micro 
firm and farm-level underpinnings o f  growth, i t  w i l l  be difficult to get adequate growth and poverty reduction at 
the aggregate macro level. Without a better understanding o f  what one i s  getting by way o f  outputs and service 
outcomes from additional expenditures, it makes l i t t le  sense to throw additional resources at those sectors. Lastly, 
it makes little sense to focus on providing technical and management solutions to problems which have their 
hndamental causes elsewhere due to the underlying political arrangement. 
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Annex Table 1 : Detailed reform roadmaps 

I. IMPROVING T 

Agriculture 

E ENABLING ENVIRONMENT 
A. SECTOR-SPECIFIC REFORMS 

Sustaining the growth performance o f  the sector wil l require measures to  facilitate 
diversification and intensification while maintaining food security, including 

1. 

2. 

3 .  

4. 

5. 

Promoting market integration and efficiency. This includes (i) improving 
transport infrastructure, especially rural roads and (ii) removing pol icy  distortions 
which contribute to fragmentation o f  domestic markets and affect f a rm gate 
prices. Improving rural roads is a high pr ior i ty  as fewer than 2% o f  rural roads are 
paved, most are impassable in the rainy season, and altemative transport options 
are limited.Il9 Price controls are s t i l l  practiced, with rice and meat prices set 
within ranges determined by the central government with actual prices set by the 
provinces. Transport o f  rice and livestock between provinces .is strictly 
controlled. 

Strengthening agricultural services. Core research and extension agencies- 
National Agriculture and Forestry Extension Service (NAFES) and National 
Agricultural and Forestry Research Institute (NAFRI)-are o f  recent or ig in  and 
need to be strengthened given the need for priori ty research o n  diversif ied 
cropping under irrigation in the dry season. Effectiveness o f  such programs wil l 
be enhanced by vil lage organizations with w h o m  Government can partner. 
Progress o n  developing sustainable agricultural credit and micro-finance i s  also 
needed, including a move away f r o m  reliance o n  subsidized lending through APB. 

Strengthening land administration t o  improve security o f  land tenure and provide 
incentives for investments in improving productivity, including in perennial crops. 

Strengthen M A F  capability in preparing, implementing, and monitoring and 
evaluating ambitious medium-term public investment program. 

Manage risks posed by environmental constraints t o  agricultural growth, 
including exploring alternatives to swidden agriculture, development of 
aquaculture 

' I 9  Lao PDR has no railway, limited use o f  inland waterways, and problematic third country transit arrangements and access to 
seaports. 
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A n n e x  Tab le  1: - Deta i led  r e f o r m  roadmaps  (Cont.) 
I. IMPROVING T 

Manufactur ing and 
services and off-farm 
opportunities 

Mining 

[E ENABLING ENVIRONMENT 
A. SECTOR-SPECIFIC REFORMS 

Manufacturing and Services 

1. 

2. 

3 .  

4. 

5. 

Improve business environment by creating a predictable, transparent and 
favorable policy environment and level  playing field, above al l  by “letting go,” 
including (i) moving away from “picking winners;” (ii) removing biases in 
administrative procedures and regulations that favor SOEs over domestic or 
foreign private firms; and (iii) identifying and removing unnecessary regulatory 
and administrative complexities 

Strengthen market institutions, including dispute resolution and contract 
enforcement. 

Improve transportation and logistic infrastructure to access regional and 
international markets 

Facilitate access to financial resources and services [see below - financial sector 
management] 

Improving human resources to increase productivity through education and 
training 

Of- farm opportunities 

Facilitate off-fann employment to improve household incomes, diversification, and job  
creation by (i) improving physical infrastructure (roads, electricity, communications); 
(ii) improve legal framework for establishing businesses (e.g., per Enterprise Law in 
Vietnam); (iii) improve microfinance to provide credit to growing, successful 
enterprises; (iv) improve property rights over key assets such as land to be used as 
collateral in accessing credit; and (v) crafting facilitation and extension programs that 
are sensitive to local conditions and cultural differences. 

1. 

2. 

3 .  

4. 

5. 

6. 

7.  

Establish a track record o f  consistent and fair dealing with investors (both local 
and foreign) through appropriate regulations, guidelines and procedures which 
will facilitate the expeditious issuance o f  mining titles. 

Establish a standard set o f  investment conditions or work contracts for the sector 
which would apply to al l  investors and avoid the need for “case-by-case’’ 
negotiations. 

Put into place an internationally competitive taxation package which encourages 
investment while, at the same time, maximizes government taxation revenues. 

Complete the mining regulations and sector specific environmental regulations. 

Enhance funding for training and logistical support for the Direction de l a  
Geologie et des Mines (DGM) to build capacity in the relevant functions. 

Ensure clear mandates for government oversight institutions to avoid potential 
delays which may be caused by unnecessary division o f  labor between MIHiDGM 
and the DDFI. 

Avoid conflicts o f  interest in role o f  the State as “ownerJoperator” or state owned 
mining enterprises and the role o f  the State as “regulator” o f  the sector. 
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Annex Table 1: - Detailed reform roadmaps (Cont.) 

[. IMPROVING TI 

Hydropower 

Forestry 

[E ENABLING ENVIRONMENT 
A. SECTOR-SPECIFIC R E F O R M S  

1. 

2. 

3 .  

4. 

5. 

6. 

Complete commercialization (including full corporate independence) o f  EdL and 
assign regulatory powers to a specially designated body with a particular view to 
separating EdL’s commercial activities f rom social obligations, and potentially 
create a separate holding company for EdL shareholding in IIPs. 

Def ine a rural electrification plan including zoning o f  areas to be grid-connected 
and off-grid areas. Review the regulatory framework to facilitate and create 
incentives for non-utility electrification. 

Review export and import tariffs to value peak versus off-peak power wi th a view 
to optimizing the advantages o f  hydropower as peak power. Potentially, create a 
national single-buyer agency to negotiate cross-border tariffs and coordinate 
dispatch. 

Develop a power sector financing strategy and power development plan in order 
to address the pressing financing needs and explore public-private partnership 
models. 

Initiate pre-feasibility studies o f  prioritised sites in order to ensure optimum 
government returns (through royalties, taxes and possibly dividendsirents). 

Strengthen the framework for private participation including: (i) rationalize 
inactive MOUs; (ii) streamline the legal and regulatory framework and establish 
model contract documents; and (iii) designate a single agency with licensing 
powers. 

1. Improve forest management and utilization by (i) defining the nature and 
arrangements for management o f  production forest areas; (ii) complete, clarify, 
and simplify legal and regulatory framework; (iii) modify timber sales, log 
allocation and quota system; (iii) disclose audits and discontinue preferential 
contracts for SOEs 

Expand community participation in forestry by (i) endorsing village forestrq 
association (VFA) management and set targets for expansion; (ii) c o n f m  timbei 
marketing terms for existing and future VFA 

Control illegal logging by ceasing approvals o f  new primary processing plants anc 
establishing illegal logging monitoring capacity. 

2. 

3 .  
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Annex Table 1: - Detailed reform roadmaps (Cont.) 

I. IMPROVING 'I 

Trade-related 
reforms 

Human Resources 
(Health and 
Education) 

[E ENABLING ENVIRONMENT 
B. CROSS-SECTORAL REFORMS 

1. 

2. 

3 .  

4. 

5. 

6. 

Remove foreign exchange controls and bring official and parallel markets together 
to improve transparency and efficiency. 

Ensure that the duty drawback system for exporters works as well in other sectors 
as in garments 

Carry out commitments under Asean Free Trade Area (AFTA) and speed up move 
o f  Temporary Exclusion L i s t  (TEL) items to the Inclusion List (IL) and set 
Common External Preferential Tari f f  (CEPT) rates below 20 percent to take 
advantage o f  the preferential rates that w i l l  be available f rom the original six 
ASEAN members as they move to l ow  and zero rates. Set CEPT rates to zero by 
2008. 

In addition to eliminating Quantitative Restrictions (QRs) on  IL items by 2005, 
replace al l  QRs with tariffs. 

Extend CEPT rates under AFTA to al l  nations on  an Most Favored Nation (MFN) 
basis. 

End the extensive duty exemptions which appear to apply to 80 percent o f  
imports, possibly by setting a uniform low tariff in the order o f  5 percent which 
would be consistent wi th medium term AFTA obligations. 

1. Overwhelming priority i s  to increase recurrent expenditures in health and 

2. Improve resource allocation in sectors by addressing imbalances between 
recurrent and capital expenditures and across regions. Ensure that large majority 
o f  public resources i s  spent on primary rather than vocational and tertiary 
education and towards preventive rather than curative care in health. 

Improve incentives for service delivery, including higher salaries and increased 
local accountability through community participation 

Increase scope for partnership with private sector to encourage private provision, 
especially in curative health care and technical and vocational education. 

education 

3. 

4. 
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Annex Table 1: - Detailed reform roadmaps (Cont.) 

B. CROSS-SECTORAL REFORMS 

Environmental 
management 

Policy and institutional framework 
1. 

2. 

Improve enabling regulations for environmental management 

Strengthen capability o f  supporting organizations. The management o f  the key 
institutions, STEA and MAF, needs to be strengthened and their budgetary 
resources increased. 

Improve participatory processes, by providing guidelines and opportunities for 
community-led programs as in forestry management 

4. Improve capacity o f  Provincial govemments in area o f  environmental 

Instruments 
1. 

3. 

management. 

As an immediate priority, put in place transparent mechanisms for the allocation 
o f  forest, mineral and other concessions and quotas 

2. Strengthen compliance mechanism by improving technical capacity and 
demonstrating political commitment to proper enforcement 

3. Improve reliability o f  environmental impact assessment system. 

4. Put in place adequate environmental monitoring and disclosure, including 
developing reliable baseline environmental data 

5 .  Improve delivery o f  key public services, including coverage o f  solid waste 
collection 
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Annex Table 1: - Detailed reform roadmaps (Cont.) 

B. CROSS-SECTORAL REFORMS 

Financial Sector 
Management 

Comuetition aolicv 
1. 

2. 

3 .  

4. 

5. 

Reduce domikation o f  two state owned banks and Agricultural Production Bank 
(APB), including their restructuring and recapitalization 

Establish consensus on a medium-term strategy and implementation plan for the 
financial sector, including participation by foreign and non-bank financial 
institutions 

Reduce barriers to entry and expansion for private and foreign commercial banks 
in Lao PDR, including increased ownership in domestic commercial banks. 
Amend Banking Act and regulations to reduce the legal and regulatory gap 
between domestic and foreign banks, including lowering the unremunerated 
statutory requirement [check]. 

Develop enabling legal and regulatory environment to encourage non-bank 
financial institutions, including micro-finance, insurance, leasing, factoring, 
mortgage lending, consumer finance. 

Plan for the privatization o f  one o f  the two state banks. 

Legal regime 
1. 

2. 

Amend Banking Act to meet B IS norms, including appointment o f  independent 
directors to govem state banks. 

Establish predictable regime for resolution o f  default situations to attract new 
lending and investment, including (i) implementing voluntary, out o f  court debt 
resolution framework, especially for large non-performing loans (NPLs) to SOEs; 
(ii) streamlining civ i l  procedures and amending foreclosure and bankruptcy laws 
to strengthen debt collection and restructuring; (iii) accelerate land titling and 
registration; (iv) enact secured transactions law; and (v) enhance capacity o f  
judiciary and courts to adjudicate commercial cases expenditiously 

Enact anti-money laundering act, establish financial investigative unit, train banks 
to report suspicious transactions and empower B O L  to examine and banks to 
report suspicious transactions 

Improve transuarencv o f  state banks and APB to provide accurate monitoring o f  
institutions and their portfolios, including making public annual audits. 
Strengthen key regulation pertaining to loan classification and provisioning, B O L  
98, in l ine with B IS and ongoing technical assistance. 

2. Upgrade information technology systems o f  Bank o f  Lao PDR (BOL) and 
strengthen supervisory capacity o f  Bank and Financial Supervision Department 

3. Conduct Base1 Core Principles Assessment to benchmark regulatory and 
supervisory regime and identify key needed steps 

Credit policy 
1. A l low banks to set interest rates and manage portfolios without interference as 

nominally provided for under existing regulations 

2. SOEs to borrow from private banks instead o f  allocated that lending from state 
banks 

3. Develop altemative sources o f  funding for public sector borrowing 

4. Fund subsidized credit schemes transparently through the budget and gradually 
phase out over time. 

3.  

Regulatory and supervisory regime 
1. 

88 



Annex Table 1: - Detailed reform roadmaps (Cont.) 

B. CROSS-SECTORAL REFORMS 

Public financial and 
sector management 

Decentralization 

1. 

2. 

3. 

4. 

5. 

6. 

7.  

8. 

9.  

10 

A basic system o f  financial accounting and control. 

A system o f  assurance and audit that helps to strengthen the accounting system. 

Building on top o f  this, there must be a budget process that has the capability to 
appraise and forecast the resources o f  the government and to allocate them 
through a proper system o f  political accountability and transparency. 

A classification o f  expenditures that has sufficient meaning in terms o f  policy 
goals and programs for resources to be allocated at the margin to priorities that are 
decided on b y  the appropriate political authorities. 

A capability to monitor and report on the delivery against policy intentions in a 
wider sense than financial audit and to begin to assess the effectiveness o f  
expenditure in terms o f  policy goals in selected areas. 

A program to improve service delivery by enhancing the “client power” o f  the 
poor through increased choice and participation in service delivery. 

A general system o f  collection and execution o f  public sector revenues capable o f  
exercising sufficient control for additional revenues to be allocated to new policy 
initiatives and not diverted into other “unavoidable” expenditures such as “out- 
year” payments on  capital projects which would otherwise have to be stopped. 

A program o f  SOE reform to staunch the fiscal demands o f  inefficient and 
unproductive commercial and quasi-fiscal activities that could similarly cause 
irresistible demands on  the public revenues. 

A reform o f  local government that has clear division o f  roles and l ines of 
accountability and makes substantial progress in closing the opportunities for local 
administrators to drain central government fiscal resources away. 

A program o f  administrative reform and capability building without which none 
o f  the above critical requirements w i l l  be met. 

1. Review the constitution and subsidiary laws that establish the central government 
and local government and describe their roles, governance, functions, 
accountabilities and sources o f  finance. Identify weaknesses in terms o f  ambiguity 
or peculiarity by reference to general principles o f  effective governance at both 
levels. 

Review the revenue raising powers o f  the central, provincial and district levels o f  
government and assess their real revenue raising capacity in practical terms. 

Consider whether there i s  a major imbalance between the costs o f  the roles o f  the 
provincial and district governments and their revenue raising capability under 
their assigned taxes. 

Review and advise on  the design and implementation o f  intergovernmental fiscal 
transfers or reallocation o f  roles to address any serious imbalances. 

2. 

3. 

4. 
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Annex Table 1: - Detailed reform roadmaps (Cont.) 

E. IMPROVING PUBLIC SECTOR GOVERNANCE 
B. CROSS-SECTORAL REFORMS 

I 

I 5. Review the constitutional, administrative and financial arrangements under n h i c h  I 
provincial and local government provide services as an  agent o f  the higher levels 
o f  government rather than as an exercise o f  their own discretion. 

6. Review the relationships between territorial local governments and special 
purpose bodies o r  higher levels o f  government that operate within their territorial 
boundaries. lZ1 

Design governance and financial arrangements that put an end to  the present 
unsatisfactory outcomes under which local government appropriates tax revenues 
that belong with the central g o v e m e n t .  

7. 

lZo According to the Matrix o f  Ma in  Priority Govemance Initiatives in the Lao PDR Governance report, this process i s  

121 This is emerging as a potential problem in Thailand with respect to regional health and education organizations o f  central 
currently underway. 

government, for example. 
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Annex Table 2: OLS Regressions on Log Per Capita Consumption 

Vientiane Other Urban Rural South Rural Center Rural North 
Variables Coef t-stats Coef t-stats Coef t-stats Coef t-stats Coef t-stats 

Household Demographics - .  
Size (#) 

Age Groups: 

Head 
Male 
Age (Years) 
Age Square 
Education (Years) 
Occupation: 

# 15-49 
# 0-6 

# 7-14 
# 5oDlUS 

Subsistence farmer 
Employee 
Employer 

Self-employed 
Unpaid family worker 

Other 
Spouse 

Spouse 
Age (Years) 
Age Squared 
Education (Years) 

Agriculture & Assets 
Car 
Tractor 
o x  
Boat 
Fishing net 
Rice husking 
Dry land (hectare per capita) 
Irrigated land (hectare per capita) 
Cows (number per capita) 
House tenancy 
Distrance to main road (km) 

Village infrastructure 
Access to road during rainy season? 
Access to public transport? 
Access to electricity? 
Access to piped water? 
Development project 
Social infrastructure index 
Cultivated land (hectare per capita) 
Irrigated land (hectare per capita) 

-0.056 

-0.036 
-0.049 
-0.088 

-0.032 
-0.046 
4.E-04 
0.024 

0.007 
0.127 
0.149 
-0.110 
-0.018 

-1.665 
0.061 
-0.001 
0.014 

0.325 
0.041 
0.057 
-0.187 
-0.006 
0.275 
0.290 
0.179 
0.070 
-0.056 
0.000 

na 
0.226 

na 
-0.018 
-0.102 
-0.090 
-0.004 

-2.9 -0.052 

-1.0 -0.104 
-1.7 -0.071 
-1.7 -0.056 

-0.2 0.170 
-2.3 -0.010 
2.2 l.E-04 
3.7 0.029 

0.1 -0.001 
0.5 0.591 
1.6 0.078 
-0.6 0.238 
-0.2 0.020 

-4.1 -0.432 
3.6 0,005 
-3.1 0.000 
1.7 0.013 

4.3 0.394 
0.4 0.111 
0.2 0.043 
-1.9 0.018 
-0.1 -0.050 
1.1 0.082 

0.2 0.094 
1.6 0.080 
-0.7 0.158 
0.2 0.000 

na 0.017 
2.2 0.112 
na 0.065 

-0.2 0.020 
-1.8 0.099 
-0.9 -0.038 
-0.8 0.000 

1.1 -0.084 

-4.6 -0.015 

-5.9 -0.055 
-4.7 -0.055 
-2.2 -0.034 

1.8 0.045 
-1.0 0.007 
1.0 -6.E-05 
7.0 0.018 

0.0 0.030 
6.0 0.076 
1.8 0.153 
2.4 0.249 
0.4 -0.012 

-2.2 -0.171 
0.6 0.008 
-0.2 0.000 
2.7 0.010 

7.1 0.389 
2.1 0.556 
0.6 0.090 
0.4 0.071 

1.4 0.162 

0.8 0.323 
4.5 0.034 

-1.7 0.014 

-0.6 0.880 

2.1 -0.166 
-0.7 0.000 

0.2 0.104 
2.3 0.088 
1.8 -0.032 
0.6 -0.067 
3.3 0.062 
-0.7 0.196 
-0.2 0.000 

-1.7 

-3.8 
-4.0 
-1.7 

0.6 
1.2 
-0.9 
4.1 

0.7 
0.2 
3.9 
1 .o 
-0.3 

-1.2 
1.4 
-1.2 
1.8 

3.7 
5.9 
1.9 
2.3 
0.5 
3.2 
5.8 
0.3 
2.2 
-2.8 
-0.2 

3.0 
2.4 
-0.6 
-2.5 
2.5 
4.9 
0.8 

-0.028 

-0.060 
-0.033 
0.01 1 

0.035 
0.010 

-1 .E-04 
0.021 

-0.013 
0.224 
0.105 
0.002 
0.044 

-0.134 
0.001 
0.000 
0.009 

0.345 
0.289 
0.023 
0.122 
-0.025 
-0.001 
0.745 
1.457 
0.033 
-0.138 
-0.001 

0.093 

0.025 
0.093 
0.019 
0.119 
0.000 

-0.014 

0.016 1.1 -0.008 -0.8 -0.007 -1.6 0.002 

-3.4 

-5.0 
-3.0 
0.6 

0.5 
1.9 
-2.4 
6.0 

-0.3 
1.4 
3.1 
0.0 
1.2 

-1.3 
0.2 
0.7 
2.2 

4.8 
7.7 
0.5 
4.8 
-1.1 
0.0 
4.8 
4.2 
3.2 
-1.4 
-3.2 

3.9 
-0.6 
0.9 
4.0 
0.9 
2.7 
0.1 
0.8 

-0.029 

-0.077 
-0.039 
-0.029 

0.041 
0.004 

0.018 

0.117 
0.593 
0.140 
0.31 1 
-0.002 

0.021 
-0.001 
0.000 
0.021 

0.479 
0.202 
0.106 
0.185 
0.006 
0.034 
0.01 1 
0.760 
0.075 
0.018 
-0.001 

-0.018 

-7.E-05 

0,044 
0.015 
0.109 
0.102 
0.059 
0.000 
0.009 

-3.6 

-6.1 
-3.5 
-1.9 

0.6 
0.8 
-1.1 
4.6 

2.7 
3.8 
4.3 
5.5 
-0.1 

0.2 
-0.3 
1 .o 
4.2 

4.9 
5.0 
2.0 
5.8 
0.3 
1.1 
0.4 
3.5 
5.8 
0.2 
-2.1 

-0.7 
1.6 
0.4 
4.7 
4.4 
1.7 
0.9 
2.1 

Constant 12.1 22.7 10.5 40.4 9.8 57.2 10.0 59.5 9.9 65.8 
Observations 500 1628 1583 2338 2831 
R-Square 0.3213 0.3122 0.3287 0.3131 0.3145 
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Annex Table 3: Core Social Indicators by  Province 

Province Enrolment Primary Female % HH %HH %HH 
rate ages completi literacy access to access to hospital Poverty 

6-14 on rate rate health safe 8+hours Rate 

ientiane 90.7 84.7 84 78 89 0 12.2 
iunicipality 
hongsaly 54.4 27.2 33 50 27 12 64.2 
uang Namtha 49.5 47.6 19 33 27 9 57.5 
luodomxay 44.6 31.3 36 87 32 28 73.2 
okeo 50.2 29.6 33 43 45 17 37.4 
ouang 65.1 43.8 50 54 37 3 49.4 
rabang 
oua Phanh 68.9 50.7 38 79 23 36 74.6 
aygnaboury 76.3 79.7 68 91 33 0 21.2 
ieng Khoang 77.5 66.1 58 66 37 8 34.9 

15+ care* water** away 

orikhamxay 71.3 47.5 63 69 65 0 25.8 
hammuane 60.5 44.2 60 68 38 20 41.6 
avannakhet 70.8 58.8 50 86 66 4 37.1 
aysomboom 75.4 72.2 43 69 39 0 55.0 
ientiane 89.0 77.9 69 86 61 0 24.3 
rovince 
aravanh 50.1 34.9 41 72 39 10 39.6 

hampasak 76.2 66.4 57 92 58 0 35.6 
ekong 60.2 32.4 37 60 43 23 45.7 

ttapeu 62.7 43 .O 57 71 30 18 45.3 

* Access to skilled medical personnel (medical practitioner, trained nurse, community health worker or 

** Piped water or protected wel l  
Source: LECS 97/98; MICS 2000; Lao PDR PER; Kakwani et a1 (2002) as cited in Wor ld  Bank, PER, 
2002. 

dispensary) 
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Annex Table 4: Marginal effects on the probability o f  startingattending school for ages 6 to 14 
LECS 97/98 Data - Asset Quintiles 

Province fixed effects 
Number o f  Obs. 

(9.30) (5 .59)  (4.50) (7.44) (4.61) (3.76) 
Yes Yes Yes Yes Yes Yes 
15,729 15,729 5.906 12,143 12,143 4,411 

Notes: Dependent variable i s  probability o f  starting or attending school for  ages 6 to 14; or  probability 
o f  having completed at least 5 years o f  school for ages 15-19. 
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Annex Table 5: Marginal effects on the probability of startingattending school for ages 6 to 14 

MICS 2000 Data - All Laos (Asset Quintiles) 

Age-Sq 

Sex 
( 1 =female) 
Age HH 

Sex HH 
( 1 =female) 
Education HH 

Urban 

(16.35) (16.55) (22.14) (22.60) (3.94) (3.43) 
-0.047 -0.047 -0.067 -0.067 -0.055 -0.048 
(-13.20) (-13.33) (-20.44) (-20.78) (-3.81) (-3.32) 
-0.116 -0.120 -0.220 -0.222 -0.363 -0.234 
(-2.36) (-2.43) (-5.51) (-5.57) (-6.54) (-4.14) 
0.007 0.006 0.005 0.005 0.010 0.010 
(2.29) (2.35) (2.24) (2.27) (3.11) (2.97) 
0.072 0.081 0.113 0.131 0.133 0.182 
(0.44) (0.52) (0.85) (1.03) (0.94) (1.37) 
0.199 0.157 0.175 0.146 0.167 0.182 
(4.79) (3.86) (4.61 ) (3.87) (2.39) (2.67) 
0.551 0.517 0.550 0.527 0.825 0.594 

1.114 1.16 1.41 1.42 1.92 1.69 

(5.86) 
0.153 _- 0.3 1 1 

______ 
Lao -- 0.237 _ _  

0.115 -- 0.043 -- -0.092 Phoutai -- 
(0.50) (0.20 (-0.35) 

Kammu -- -0.308 ----+-- _- -- -0.186 
(-1.83) (-1.34) (-1.04) 
0.01 1 _- -0.055 _- -0.203 
(0.05 ) (-0.24) (-0.90) 

(1.92) (1.46) (2.10) 

Hmong _ _  
Leu  _ _  0.475 -- 

Katang -- 
0.359 _- 0.597 

(1.97) (1.76) (2.69) 
-0.218 _ _  -0.275 -_ 0.183 
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Province fixed effects 
Number o f  Obs. 

(-0.89 ) (-1.35) (0.67) 
Yes Yes Yes Yes Yes Yes 
6,716 6,716 6,741 6,741 2,616 2,6 16 



Annex Table 6: Determinants of Household Medical Expenditures per Capita, LECS 97/98 
(dependent variable= log(medica1 expenditures per capita) 

Ouintile 2 

All Laos Rural only 
(1) I (2) (1) I (2) 
0.3 17 1 0.318 0.304 1 0.306 . 1 (4.96) I (4.99) 1 (4.41) I (4.43) 

Quintile 3 I 0.609 I 0.614 I 0.639 I 0.646 

Quintile 5 

Sex HH 

I (9.68) 1 (9.82) I (9.33) I (9.49) 
Quintile I 0.914 I 0.919 I 0.905 I 0.912 

(14.40) (14.57) (12.81) ( 1 3 .OO) 
1.388 1.393 1.362 1.373 
(20.5 6 )  (20.78) (17.59) (17.91) 
-0.076 -0.069 0.067 0.070 

No. women in HH 

HH is  a farmer 

( 1 =female) I (-0.91) I (-0.83) I (0.65) I (0.69) 
Age HH I 0.001 I 0.002 I 0.001 I 0.001 

(3.87) (3.71) (5.30) (5.21) 
-0.024 -0.022 -0.007 -0.005 
(-3.27) (-3.1 1) (-0.82) (-0.61) 
-0.006 -0.006 -0.009 -0.01 1 

I (0.79) 1 (0.97) 1 (0.39) I (0.56) 
Education HH I 0.005 I 0.006 I 0.004 I 0.007 

Urban I -0.109 I -0.048 

I (2.42) I (3.42) 1 (1.31) I (2.48) 
No. o f  elderly in HH I 0.031 I 0.0288 1 0.038 I 0.036 

_ _  -- 

1 (2.30) 1 (2.11) I (2.52) I (2.38) 
No. children 6 y r s  in HH I 0.024 I 0.023 1 0.036 I 0.036 

Source: own calculations from LECS 97198 primary data. 

95 



Annex Table 7: Probability of Seeking Treatment by Quintile and Ethnicity 

Age -0.007 -0.0005 0.003 0.002 - 
Sex 

(-0.39) (-0.27) (1.41) (1.36) 
-0.054 -0.51 -0.045 -0.045 

Wealth quintile 2 

Wealth auintile 3 

(-0.66) (-0.62) (-0.50) (-0.49) 
0.395 0.369 0.182 0.193 
(3.14) (2.81) (1.24) (1.26 
0.474 0.440 0.374 0.399 

Wealth quintile 4 
(3.67) (3.24) (2.56) (2.59) 
0.685 0.649 0.583 0.614 

Wealth quintile 5 
(5.62) (5.07) (4.3 1) (4.28) 
0.738 0.671 0.483 0.517 

Source: own calculations, MICS 2000 data 

Constant 

Phoutai 
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(5.50) (4.70) (3.25) (3.26) 
-0.380 -0.330 -1.061 -1.097 
(-3.39) (-1.98) (-592) (-5.83) 

-- -0.041 -- 0.241 

Kammu 

Hmong 

Leu 

(-0.21) (1.17) 
-- -0.184 -- 0.096 

(-1.23) (0.58) 
-- -1.598 -- 0.093 

(-0.65) (0.34) 
-_ 0.549 -- 0.047 

Katang 
(1.97) (0.16) 

-- -0.328 -- -0.156 - 

Province effects 
N. Obs. 

(-1.80) (-0.76) 
Yes No  Yes No 
959 959 959 959 



Annex Table 8: Impact on poverty and Inequality o f  Additional 1% GDP Growth by Sector 

Impact on poverty and inequality of additional 1% GDP Growth by Sector 
2003 2004 2005 2006 

NPEP-Baseline 
Poverty Headcount 
Poverty Gap 
Poverty Severity 
Number of Poor ('000) 
Inequality (Gini Coefficient) 
Ag r i c u I tu re 
Poverty Headcou n t 
Poverty Gap 
Poverty Severity 
Number of Poor ('000) 
Inequality (G ini Coefficient) 
Industry 
Poverty Headcoun t 
Poverty Gap 
Poverty Severity 
Number of Poor ('000) 
Inequality (Gin i Coefficient) 
Services 
Poverty Headcou n t 
Poverty Gap 
Poverty Severity 
Number of Poor ('000) 
lneq uality (G ini Coefficient) 

27.3 
6.5 

2.31 
179 
36.2 

26.3 
6.1 

2.1 8 
1516 
36.0 

27.1 
6.4 

2.29 
1566 
36.0 

27.1 
6.4 

2.28 
1562 
36.0 

25.5 
5.9 

2.1 1 
185 
36.6 

23.7 
5.3 
1.87 
1402 
36.2 

25.1 
5.8 

2.08 
1486 
36.2 

25.0 
5.8 

2.06 
1476 
36.2 

23.6 
5.4 
1.92 
193 
37.1 

20.7 
4.6 
1.60 
1252 
36.5 

23.1 
5.3 
1.89 
1397 
36.5 

22.9 
5.3 
1.87 
1386 
36.5 

22.1 
5 .O 
1.76 
201 
37.7 

17.9 
3.9 
1.36 
1113 
36.9 

21.5 
4.9 
1.72 
1335 
36.9 

21.4 
4.8 
1.71 
1327 
36.9 
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