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GRANT AND PROGRAM SUMMARY

LAO PEOPLE'S DEMOCRATIC REPUBLIC
EIGHTH POVERTY REDUCTION SUPPORT OPERATION (PRSO 8):

Borrower Lao People's Democratic Republic
Implementing Ministry of Finance
Agency
Financing Data IDA Grant H800-LA

Terms: Standard IDA grant terms
Amount: SDR 13.3 million (US$20 million equivalent)

Operation The proposed Eighth Poverty Reduction Support Operation (PRSO 8) is the first
Type operation of the third programmatic series of four operations (PRSO 8-11). PRSO 8 is a

single tranche operation.
Main Policy PRSO 8 focuses on five policy areas. Each area is equally critical for the sustainability of
Areas Lao PDR's development path, which increasingly relies on natural resource exploitation

(in particular, hydropower and mining). These policy areas are consistent with the goals
and strategies identified in the Government of Lao PDR's (GOL) Seventh National
Socio-Economic Development Plan (NSEDP) 2011-2015, and IDA's Country
Partnership Strategy (CPS). PRSO 8 focuses on five policy areas:
i.) Coordination and fiscal management for macroeconomic stability;
ii.) Strengthened public financial management and civil service delivery;
iii.) Sustainable revenue management in the natural resource sectors (mining and

hydropower);
iv.) Sustainable public financing for schools and health facilities; and
v.) Improved investment climate for diversification and competitiveness.

PRSO 8 is based on the adequacy of the government's macroeconomic policy
framework. This framework reflects the govemment's commitment to macroeconomic
stability. Together, the GOL and IDA jointly prepared the operation in collaboration
with the European Commission (EC), which provides parallel budget financing. The
operation was developed in consultation with other reform stakeholders, including
development partners.

Key Outcome Within the 7 NSEDP framework, reforms in the policy areas noted above will improve
Indicators the govemment's ability to sustainably manage rising earnings from the natural resource

sectors; support sustainable funding mechanisms in health and education; and improve
the investment climate in order to diversify sources of growth. The PRSO series will
contribute to a list of outcomes and indicators, including:
i.) Strengthened macroeconomic policy coordination, responsive to developments

in the natural resource sectors and consistent with economic growth and
stability;

ii.) Improved budget credibility, orderliness and participation, as well as sector
budget allocation and reporting;

iii.) Coordinated and mutually reinforcing regulations that guide the fiscal and
revenue management regimes for the sustainable development of the
hydropower and mining sectors;

iv.) In health and education, sustainable financing mechanisms at the lowest
spending-level enabling improved outputs (increased number of birth attended
by skilled health personnel, and increased ratio of textbooks per pupil); and,

v.) Streamlined and efficient trade and business processes.
Program The objective of the PRSO program is to support policies and institutional reforms that
Development enable the sustainable management of increasing revenues from the natural resource
Objective(s) sectors to deliver improved public services. This objective supports the govemment's
and priorities outlined in the NSEDP.
Contribution to The PRSO program contributes to the World Bank's CPS by supporting its objectives
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CPS and mitigating its implementation risks. The CPS, in cooperation with the PRSO
program, aims to strengthen institutions for sustainable and inclusive development by
i.) Improving public sector management;
ii.) Promoting competitiveness and connectivity;
iii.) Supporting sustainable natural resource management; and,
iv.) Achieving inclusive development.
The PRSO program is supported by complementary technical assistance from the World
Bank and other development partners.

Risks and Risk * Macroeconomic risks include: (i) a prolonged global economic downturn. Although the
Mitigation global economic crisis' impact on Lao PDR's economy is limited, potential risks

remain. To mitigate these risks, the PRSO supports the strengthening of
macroeconomic policy coordination and greater policy responsiveness to natural
resources; and, (ii) in the financial sector, weak supervision, reporting and monitoring,
transparency and limited reliable information to monitor the sector are risks to
macroeconomic stability. Mitigation measures include PRSO support to improve
banking disclosure, and at the CPS level, further analytical work to raise awareness of
associated risks;

* Recent changes in ministerial senior management and other government agencies
imply a risk of discontinuity with previous PRSO dialogue. To mitigate this risk, the
PRSO team proactively engages in consensus-building and outreach activities.

* Risks challenging PRSO support towards strengthened revenue management in the
natural resources sector include uncoordinated tax or fee decisions, reducing
predictability and increasing transaction costs for private investors, and reducing
budget transparency. The PRSO supports the addressing of these risks by strengthening
revenue management mechanisms.

* Public Finance Reforms include a high level of risk for accurate budget monitoring
and financial accountability given a weak publicfinancial management reporting
system and provincial autonomy with limited accountability mechanisms. This risk is
mitigated by budget execution and revenue administration recentralization reforms.
Second, political backsliding and reform delays are high risks for the PRSO. These
risks are mitigated by enhanced engagement with the National Assembly to build
internal demand for reforms. Third, the risk of limited human capacity to undertake
sophisticated cross-sector reform in the government is mitigated through technical
assistance and by flexibly supporting reforms where there is momentum. This
mitigation is coupled with support to public administration reform.

* In the PRSO-supported education and health reforms, risks arise from limited capacity
at the local level to implement new policies that extend to the lowest spending-unit
level. In education, making sure that the money reaches schools on time while training
school officials to develop plans and report back on spending is a challenge. In health,
fragmented management of the sector associated with numerous donor initiatives
complicates the uniform and consistent implementation of a nation-wide program.
Technical assistance will support the implementation of financial management reform
in these sectors.

* The principal risksfor a more diverse and competitive investment climate are
associated with incomplete implementation of enacted reforms, capacity weaknesses
and institutional resistance to change. Together, these risks result in a gap between the
legislation in place and the processes and procedures the private sector actually faces.
Designing PRSO support and aligning technical assistance with operational dialogue

I mitigates these risks.
Operation ID P125298
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IDA PROGRAM DOCUMENT FOR A
PROPOSED EIGHTH POVERTY REDUCTION SUPPORT GRANT (PRSO 8)

TO THE LAO PEOPLE'S DEMOCRATIC REPUBLIC

I. INTRODUCTION

1. The objective of the third Poverty Reduction Support Operation series (PRSO 8-11) is to
support policies and institutional reforms for the sustainable management of revenues from the
natural resource sectors. This will enable the country to more effectively translate these revenues
into better development outcomes and improved public service delivery. In order to achieve these
objectives, a set of five primary focus areas have been identified:

a. The first focus area is macroeconomic. Large and increasing natural resource export
revenues put upward pressure on the real exchange rate and may induce a loss of
competitiveness in the tradable sectors by raising labor costs (Dutch Disease effect).
Additionally, balance of payment and fiscal exposure to hydropower and mining pose
specific macro-management challenges that need to be addressed.

b. Secondly, there are sector-specific challenges. In the hydropower and mining sectors,
revenue management must be defined within a framework that maximizes revenues
accruing to the government, while minimizing environmental and social risks, and
maintaining sector competitiveness.

c. The third area supports core public sector management reforms. This focus area aims to
strengthen public sector readiness to manage natural resource revenues, through improved
planning, allocation, reporting and oversight of public revenues.

d. Fourth, public service delivery improvement is critical. To improve in this area, public
financial management policies, programs and mechanisms need to be in place in order to
translate increased public resources into better service delivery.

e. The last area lies in sectors outside natural resources, where most of the country's jobs
are found. In these sectors, attracting investment will require an improved business and
trade climate to address poor competitiveness challenged by an appreciating real exchange
rate that raises labor costs.

2. The five policy areas proposed in the new PRSO directly support the strategic objectives
of World Bank's new Country Partnership Strategy (CPS) of (i) improving competitiveness and
connectivity, (ii) sustainable resource management, (iii) inclusive development, and the cross-
cutting theme of strategic public sector management. Additionally, this third PRSO series builds
on lessons learned from the previous second PSRO series. To ensure impact and results from the
previously supported reforms, the third PRSO series continues support in some policy areas while
aiming to selectively open new fronts of support for reform to meet the country's development
challenges that include diversified and inclusive growth. The preparation of the new PRSO series
included extensive consultations with all stakeholders, and close cooperation with the European
Commission (EC).

3. This PRSO series arrives at a critical time as Lao PDR's economy benefits from
abundant natural resources, which, if managed well, may put the country on a sustainable and
inclusive medium-term growth path. Lao PDR's forests, agricultural land, water and mineral
resources and hydropower potential account for more than half of the country's total wealth. With
appropriate macroeconomic and governance policies, the country's natural resource wealth can
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contribute significantly towards rapid, sustainable growth and poverty reduction.' Rapid expansion of
the hydropower and mining sectors has benefited the country by contributing towards general
economic growth, increasing fiscal revenues significantly, and reducing local poverty and improving
infrastructure. It has also promoted change in environmental legislation. However, given the volatility
of commodity prices and limited direct employment opportunities arising from growth of the resource
sector, it is of critical importance to diversify the economy and develop other tradable sectors. In
addition, revenues from natural resources need to be more effectively translated into poverty reduction
activities to tackle increasing income gaps challenging the country's development.

4. Achieving the Millennium Development Goals (MDGs) by 2015 and graduating from
Least Developed Country (LDC) status are the government's primary objectives, as detailed in
the 7th National Socio-Economic Development Plan (NSEDP7).2 Within this framework, the
Government of Lao, PDR (GOL) has requested the preparation of a third PRSO series of four annual
single-tranche operations (PRSO 8-11). These operations will support the implementation of the
NSEDP7.' The NSEDP7 provides a comprehensive strategy for development, with a range of medium
and long-term policies aimed at achieving sustained growth and poverty reduction. To achieve their
MDG social targets, the government is committed to increasing social spending up to 35 percent of
total budget expenditures. Furthermore, the National Assembly has instructed the government to
allocate 16 percent of public spending for education and 9 percent for health over the NSEDP7
implementation period.

5. The proposed new PRSO series builds on a strong record of previous operations. Since
2004, seven annual PRSOs have contributed to the government's policies to foster economic growth,
reduce poverty and address lagging human development indicators and vulnerabilities through
supporting cross-sectoral and institutional reforms. The PRSOs, coupled with strong technical
assistance programs, have had a significant impact on the country's performance. For example, strong
technical assistance contributed to steady progress that led towards policy reforms. The commitment
and ownership of the GOL have grown over the course of the previous seven PRS operations, and
performance has improved significantly. Improved policies and institutions have led to an increase in
the rating of the World Bank Country Policy and Institutional Assessment (CPIA) for Lao PDR from
2.9 in 2004 to 3.4 in 2011. The country is firmly on the reform path and enjoys stable macroeconomic
conditions, despite an uncertain global environment.

II. COUNTRY CONTEXT

6. The GOL considers developing the country's natural resources as key to meeting
the goals of the NSEDP7, achieving the MDGs and graduating from LDC status by 2020.
The country's location in East Asia and the region's rising demand for electricity and natural resources
makes this development path possible. In recent years, the natural resource boom coupled with large
foreign direct investment inflows has fueled high growth rates and the promise of better economic
opportunities for the country's young and growing population. A sustained effort on internal
structural reforms in investment and trade, public financial management, and service delivery is made
towards attaining GOL's goals. In recent years, Lao PDR's economy has weathered the global
financial crisis relatively well, partly due to resilient domestic demand, and because a majority of
households continue to rely on subsistence farming, further insulating the country from external

1 The World Bank Lao PDR Development Report (2010) highlights the key challenges and opportunities Lao
PDR's economy faces to transform wealth into lasting development results.
2 The GOL finalized and approved the NSEDP7 in June 2011. A Joint Staff Advisory Note (JSAN) was
discussed by the World Bank Board in January 2012.

The request is formalized in the PRSO7 Letter of Development Policy from the government.
2



shocks. Because of these factors, the GOL is continuing to progress towards achieving its development
goals.

7. Poverty reduction has been achieved over the past decade, but the country lags behind
the rest of the region in terms of progress towards the MDGs. According to the national poverty
line, poverty fell from 39.1 percent of the population in 1998 to 33.5 percent in 2003 and further to
27.6 percent in 2008. While the links between this decrease in poverty and government programs are
complex, it is clear that substantial improvements in access to social services and infrastructure in
recent years have played an important role in reducing consumption poverty and increasing welfare.
Improvements in access to roads, clean water and sanitation are particularly impressive. Education
opportunities have expanded, and more than eight in ten children between the ages of six and ten are
enrolled in primary school. In addition, a swift expansion in ownership of assets has occurred,
including motorbikes and mobile phones, even in the most remote areas. Technologies such as these
are connecting previously remote communities to infrastructure and information. In contrast, a lack of
access to infrastructure, services and markets is strongly correlated with lagging poverty reduction
progress. Meanwhile, income disparities have increased recently, notably affecting some population
groups in remote areas. For example, school enrollment rates among ethnic minorities and those living
in remote rural areas remain far below the national average. Furthermore, improvements in access to
healthcare over the past five years have been slow and many households still need to travel long
distances on poor roads in order to access services.

8. An increased reliance on natural resources is structurally shifting the economy away
from agriculture. The natural resource sector has been growing very rapidly during the past decade,
at an annual average of 21 percent from 2003-2011. This growth was supported by mining projects
such as foreign direct investment by Lane Xang Minerals Ltd. and Phu Bia Mining, and by
hydropower projects such as Nam Theun 2 and Nam Ngum 2. As a result, the share of the sector in
GDP almost tripled between 1998 and 2011 to 16 percent by 2011 from 6 percent in 1998.
Conversely, the contribution of agriculture has dropped over the last decade, from 43 percent in 2000
to 30 percent by 2011. This drop could be due to the fact that agriculture and forestry are mainly
subsistence farming, with only some emerging plantation and contract farming. Agricultural exports
(mainly crops) are limited, amounting to only about one-third of manufacturing exports. This
transitional growth, focused on an increased reliance on natural resources, is expected to continue into
the medium term, with the share of mining and hydropower projected to rise to 38 percent of GDP by
2015. While a corresponding decline in agriculture is projected, the share in services should remain
stable.

9. Even though Lao PDR has a relatively short history of large-scale natural resource
development, there have been signs of Dutch Disease effects, such as a loss in export
competitiveness. 4 In recent years, Lao PDR has experienced real exchange rate appreciation, low
productivity growth and poor profitability of exporters compared to non-exporters, and rapid wage
growth. As a share of GDP, manufacturing (including garments, wood and wood-based products,
construction materials, light manufacturing, handicrafts, and increasingly, food, beverages and related
processing) has expanded only moderately over recent years. The balance of payments, national
income as well as fiscal accounts exhibit increasing exposure to development in the natural resource
sectors.

10. It is therefore critical for the government to introduce policies to mitigate the risks that
resource revenues may have a negative impact on sustainable growth and competitiveness. This

4 This is drawn from the Lao Development report (2010): Natural Resource Management for Sustainable
Development- Hydropower and Mining, which provides an in-depth analysis of a possible Dutch Disease in Lao
PDR.
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includes coordinated fiscal and macroeconomic policy; diversification of the non-resource economy;
trade facilitation and improvements in the investment climate in non-extractive industries. Careful
debt management, such as avoiding over-borrowing against future revenues from natural resources is
also important, as well as prudent fiscal management with rules on spending. Efficient use of resource
revenues, carefully prioritized public spending through effective public financial management, and
sustainable financing mechanisms to increase spending in health and education are also crucial for
realizing sustainable growth, achieving the MDGs, and graduating from LDC status.

III. RECENT ECONOMIC DEVELOPMENTS

11. Despite the adverse impacts of natural disasters and a global economic downturn,
economic growth remained vigorous at 8 percent in 2011. This growth was driven by the natural
resource sectors through increased GDP and through large foreign direct investments (FDI). The
hydropower and mining sector's direct contribution to growth in 2011 is estimated at 3.5 percentage
points, while FDI in the sectors remained high - up to US$ 950 million - or 82 percent of total
accumulated FDI in the country. Manufacturing is estimated to have grown at 10.5 percent, driven by
cement, construction materials, and food and beverage production. The garment sector grew at about
16 percent. This growth was attributed to a shift towards higher value-added products and the benefits
from the European Union's (EU) 2011 Rules of Origin applied to LDC exporters. The sector's
expected growth in 2012 will include the output of four new factories, despite closures of a few
factories last year. The services sector, particularly wholesale, retail trading and telecommunications,
has also benefited from higher domestic demand.

Figure la. GDP Growth (percent and percentage Figure lb. Sector contributions to GDP Growth
points) (percent)
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12. Headline inflation has decreased to 6.7 percent in January 2012 (yoy), mostly on account
of lower fuel and food inflation, while core inflation is moderately on the rise. In January 2012,
food price inflation remained high at 9 percent (yoy), but is expected to come down following an
expected rebound in production after the recent flooding that hit agricultural sectors in Lao PDR and
Thailand. In addition, energy price inflation has decreased to 13 percent (yoy) in January 2012 from
33 percent in June 2011. Meanwhile, strong domestic demand fueled core inflation, which rose from
3.9 percent (yoy) in December 2011 to 4.1 percent (yoy) in January 2012.
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Figure 2. Monthly inflation and contribution to inflation (yoy percentage change and percentage points)
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13. While fiscal policy has been adequately counter-cyclical in recent years, the government
budget exhibits an increasing reliance on revenues from mining and hydropower. Total domestic
revenues are estimated to exceed targets for the last fiscal year. This means that revenue has increased
to 16.8 percent of GDP in 2010/11 from 14.9 percent in 2009/10. In 2009/10 resource revenues
expanded rapidly from 2.1 percent of GDP in 2009/10 to 3.6 percent in 2010/11 following a surge in
commodity prices (copper and gold) and increased revenues from hydropower.

14. Non-resource revenues as a share of total domestic revenue have declined over recent
years. Non-resource revenues have expanded at a slower pace than resource revenues. Incremental
contributions from the rollout of a Value Added Tax (VAT) - through an increase in the number of
registered taxpayers from 1,900 units in 2010 to 2,300 units to date, and an excise tax through
increased imports - have only partially offset this underlying trend of revenues becoming increasingly
driven by the resource sector. This decline signals a need to proactively monitor and manage the
volatility associated with resource revenues. Maintaining tax efforts on the non-resource base of the
economy is critical not only to protect fiscal accounts from volatility, but also to diversify public
revenue in order to avoid dependence on a limited number of megaprojects, and to ensure social
accountability between taxpayers and the government.

15. In 2010/11, a decline in off-budget expenditures led to a reduction in the overall deficit.
The non-mining and non-resource deficits have improved from 11.6 and 11.2 percent of GDP in
2009/10 to 10.7 and 10.0 percent, respectively, in 2010/11. The total fiscal deficit in 2010/11 was
estimated to drop to 2.7 percent of GDP in 2010/11 from 5 percent of GDP in 2009/10. This drop
follows the reduction in total expenditures to 23.9 percent of GDP in 2010/11 from 24.5 percent in
2009/10 on account of a decline in quasi-fiscal outlays. Capital spending is estimated to have fallen
from 12.7 percent of GDP in 2009/10 to 11.7 percent in 2010/11, following the reduction in off-budget
spending from 2.9 percent of GDP (about 1.6 trillion LAK per fiscal year) to 1.5 percent (more than
900 million LAK per fiscal year), in the same period.

5 The GOL maintained an expansionary fiscal stance during the global financial crisis, with increased on and off
budget spending. The impact of the global crisis on public finances, and by and large on the economy, has
tended to be relatively muted.
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16. The lending by the Bank of Lao PDR (BOL) to infrastructure projects picked up during
the final quarter of 2011. The BOL's direct lending to local projects and state-owned enterprises is
the major driver of government quasi-fiscal expenditures. In 2011, the BOL disbursed approximately
US$ 205 million through the new "Credit to State-Owned Enterprises" lending scheme. Of the US$
205 million, US$ 68 million was disbursed at the end of 2011. This includes a BOL loan to Lao
Airlines of US$ 20 million to purchase two Airbus commercial passenger jets at the end of 2011.
Through Budget Execution Instruction No. 2419/MOF (October 4, 2010), the authorities have
committed to abide by the National Assembly's approved budget and to reduce this quasi-fiscal
spending, which has added to domestic public debt. Additionally, 35 percent of the capital budget
allocation should be used by provinces to repay on-budget domestic debt.

Figure 3. Domestic Revenues (percent of GDP) Figure 4. GOL's Fiscal Performance (percent of
GDP)
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17. The overall balance of payments exhibits signs of Dutch Disease, with a continuous
deterioration of the non-resource economy current account. It also shows that growth in non-
resource exports lag behind fast growing imports for consumption. The overall balance of payments
turned to a deficit of 0.6 percent of GDP in 2011 from a surplus of 1.4 percent of GDP in 2010.

18. The balance of payments in hydropower and mining will record a surplus in 2011. This
surplus will amount to approximately US$1 billion, or 13 percent of GDP, and is heavily influenced
by megaprojects. 6 The resources trade surplus of US$ 916 million in 2011, up from US$ 859 million
in 2010, is driven by NT2's electricity output and the starting of the Nam Ngum 2 hydropower project,
as well as an increase in mining exports associated with a rise in copper and gold prices. Meanwhile,
the resource current account surplus is expected to decline from 5 percent of GDP in 2010 to 3 percent
of GDP in 2011. Large net income transfers (dividend and profit repatriation, interest payments)
caused this decline. The construction of the Hongsa Lignite Power Plant and four other smaller
hydropower projects7 ; the new gold-silver project, which is an upgrade of an existing Phu Bia Mining
project; and Lane Xang Minerals Ltd.'s mining expansion project in Sepon drove up capital goods
imports by about 43 percent in 2011. This was largely financed by FDI in the sector. As a result, the
capital account surplus of the resource sectors is estimated to rise to 9.7 percent of GDP in 2011 from
6.7 percent in 2010.

6 NT2, Nam Ngum 2, the Hongsa Lignite Power Plant, and Phu Bia Mining and Lane Xang Minerals Ltd. mining
projects.
7 These include: Nam Ngiep 2 (180MW), Nam Khan 2 (145MW), Houay Lamphan-Gnai (88MW) and Xe
Kaman 1 (64MW) hydropower projects.
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19. By contrast, the non-resource sectors have run a balance of payment deficit for the past
several years. The non-resource current account deficit is expected to grow to 13.2 percent of GDP in
2011 from 10.4 percent in 2010, mostly on account of deterioration in the trade deficit. Non-resource
exports are primarily driven by manufacturing, such as garments; wood and timber products;
agriculture and agro-processing sectors (coffee, maize, non-rice crops and vegetables). Garment
exports have continued to grow by more than 15 percent in 2011, following a gradual shift of
production towards higher value-added products. An EU-driven reform on Generalized System of
Preference (GSP) Rules of Origin, effective since January 2011 supported this growth. Non-fuel and
non-resource imports have expanded rapidly by 27 percent in 2011 (which included the purchase of
two Airbus passenger aircraft), consumption goods and increased demand for and price of fuel and gas
imports. Foreign investments in the non-resource sectors have risen, but not fast enough to offset the
large current account deficit in the non-resource sectors, leading to an overall balance of payments
deficit in the non-resource sectors to 13.6 percent of GDP at the end of 2011. Foreign investments in
the non-resource sectors have risen, but not fast enough to offset the large current account deficit in
the non-resource sectors. Net portfolio investment through the Lao Stock Exchange is reported to be
around US$ 12 million this year. The Exchange will continue to grow in 2012 with new companies
anticipated to enter into the market and additional Initial Public Offerings (IPOs).

Figure 5. Merchandise Exports (US$ million) Figure 6. Merchandise Imports (US$ million)
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Figure 7. Balance of Payments, 2007-12 (percent of Figure 8. FDI in Lao PDR, 2007-12 (US$ million)
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20. Foreign exchange reserves declined in 2011 by US$ 51 million, and are currently
estimated to be worth approximately 2.8 months of non-resource imports. By December 2011,
reserves fell to US$ 679 million. Similarly, net foreign assets fell by US$ 60 million over 12 months to
US$ 718 million also as of December 2011. This fall in net foreign assets is caused partly by the
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expansion of foreign exchange lending (see Figures below), which in turn finances the expansion of
imports, to which BOL project lending contributes a significant share. In particular, the purchase of
two Airbus aircraft towards the end of 2011, with a US$ 71 million equivalent loan from Banque Pour
Le Commerce Exterieur (BCEL) and a BOL loan totaling US$ 20 million explains the decline in net
foreign assets.

Figure 9. NFA and international reserves Figure 10. Contribution to Bank Credit Growth
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21. With the objective of keeping inflation below real GDP growth rate and the exchange
rate stable, the BOL managed to control the growth of net domestic assets, reserve money, and
broad money in 2911 by intensifying the sale of BOL securities. Meanwhile, after years of rapid
expansion, the rate of private sector credit growth slowed in 2011 due to a combination of a base effect
following last year's high growth, and lesser liquidity in the banking sector. Overall, credit growth
declined to 3m8 percent (yoy) in December 2011. The economy continued its financial deepening, with
increased monetization and reduced dollarization. As of December 2011, the "de-dollarization rate"
was recorded at 45 percent. 8 Meanwhile, broad money (M2) expanded by 25 percent (yoy), which was
driven by strong overall deposit growth and solid economic performance. The Nominal Effective
Exchange Rate (NEER), as well as the Real Effective Exchange Rate (REER), appreciated in 2011,
partly because the LAK has maintained strength against the US$, while the Thai Baht has depreciated.

8 De-dollarization rate is measured as the ratio of LAK deposit to the total deposit. This simple formula is used
by BOL as a proxy for estimating the de-dollarization rate in the country due to data limitation on the
composition of LAK and foreign currencies outside the banking sector.
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Figure 11. LAK Exchange Rate Figure 12. Nominal and Real Effective Exchange
Rate
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22. The banking sector has developed rapidly over recent years and remains vulnerable to
shocks due to limited financial regulations, enforcement and supervision. Over the past two years,
6 new commercial banks have begun operations, which brought the total number of banking in-
stitutions to 23, consisting of 4 State-Owned Commercial Banks (SOCBs) (which collectively hold
two-thirds of the market share), 3 joint-ventures, 2 private banks and 14 foreign bank branches.
Increased competition by the recent entry of new private banks has provided an incentive for SOCBs
to improve their performance, risk management, governance, products and services. Loans from
commercial banks have gradually increased from 7.5 percent of GDP in 2006 to 28 percent of GDP in
2011. A small, but growing, share of households and Small and Medium Enterprises (SMEs) have
access to formal sector financial services. Additionally, access points have increased from a very low
base during the past few years. Few financial institutions comply with the mandatory requirement to
publish audited financial statements, making it difficult to assess the sector's financial health. The
share of non-performing loans was reported to be 3 percent of total loans outstanding at the end 2011
but there are questions regarding the reliability of NPLs measurement, due to BOL's weak regulations,
reporting and limited supervision capacity.
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Table 1: PRSO Macroeconomic Framework
2007 2008 2009 2010 2011 2012 2013 2014 2015

Est Prel-est Proj

Output and prices (percent change, unless otherwise indicated)
Real GDP 7.5 7.6 7.5 8.5 8.0 8.3 7.5 7.5 7.5

(excluding resources, percentagepoints) 7.1 5.9 4.2 4.4 4.1 5.4 5.4 5.2 4.9
GNI per capita (in millions ofUS dollars) 600 740 870 1,010 1,110 1,270 1,410
Consumerprices (end period) 5.6 3.2 3.9 5.8 7.7
Consumer prices (% change, period-average) 4.5 7.6 0.1 6.0 7.5 6.0 6.0 6.0 6.0

Public finances (in percent of GDP) 1/

Total revenue 13.7 13.9 16.8 19.5 21.2 22.0 20.8 20.6 20.3

Total revenue (without non-project grants) ... ... ... 16.8 18.6 18.6 18.2 18.2 18.0
Domestic Revenue 12.0 12.6 14.6 14.9 16.8 16.9 16.6 16.7 16.6

DomesticRevenue(non-resource) 11.3 11.1 11.9 12.8 13.2 12.6 11.7 11.5 12.0
Domestic Revenue (excl. mining) 10.1 10.1 12.4 13.3 13.9 13.5 12.7 12.6 13.1

Grants 1.7 1.3 2.2 4.6 4.4 5.1 4.2 3.9 3.7
Grants (without non-project grants) ... ... ... 2.0 1.9 1.7 1.6 1.5 1.4

Expenditure 18.2 18.6 23.9 24.5 23.9 25.2 25.2 23.1 22.8
Expenditure (without non-project grants) ... ... ... 21.8 21.3 21.8 22.6 20.7 20.5

Current 8.7 10.2 11.6 10.5 10.7 11.0 11.1 11.2 11.3
Capital and onlending 8.0 7.2 11.3 12.7 11.7 13.3 13.0 10.8 10.5

Capital and onlending (without non-project grants) ... ... ... 10.0 9.1 9.9 10.4 8.4 8.2
Domestically financed 2.1 2.2 7.0 6.0 4.3 4.4 4.9 3.0 2.7
Externally financed and onlending 5.9 5.0 4.2 6.7 7.3 8.9 8.1 7.8 7.8

Externally financed (without non-project grants) 5.7 4.9 4.3 4.3 4.5 5.3 5.3 5.2 5.3
Onlending (net) 0.2 0.1 -0.1 -0.3 0.2 0.2 0.2 0.2 0.2

Others and contingencies (and errors and omissions) /2 1.5 1.3 1.0 1.3 1.6 0.8 1.1 1.1 1.0

Overall budget balance (deficit) -2.7 -2.7 -7.1 -5.0 -2.7 -3.2 -4.4 -2.5 -2.5

o/w off-budget ... 0.6 -4.0 -2.9 -1.5 ... ... ...

o/w on budget ... -2.2 -3.0 -2.1 -1.2 ..- ... ... ...
Overall budget balance (deficit, excl. mining) -8.0 -8.5 -11.5 -11.2 -10.0 -11.6 -12.5 -10.5 -9.7
Overall budget balance (deficit, non-resource) -6.9 -7.5 -11.9 -11.6 -10.7 -12.6 -13.5 -11.6 -10.8

Financing 2.7 2.7 7.1 5.0 2.7 3.2 4.4 2.5 2.5
Domestic financing -0.9 -1.3 4.6 2.9 0.9 1.2 2.7 0.9 1.0
Foreign financing 3.8 3.0 2.4 2.1 1.8 2.0 1.7 1.6 1.5

Balance of payments (in millions of US dollars)
Current account balance (CAB) -609 -774 -501 -380 -832 -1,209 -1,658 -2,054 -2,376

In percent of GDP -14.4 -14.6 -8.8 -5.5 -10.3 -12.8 -15.9 -18.3 -19.5
Resource CAB (in percent of GDP) -6.1 -7.2 -0.1 4.9 2.9 0.6 -2.3 -3.9 -4.8
Non-resource CAB (in percent of GDP)/3 -8.3 -7.3 -8.7 -10.4 -13.2 -13.4 -13.6 -14.4 -14.6

Trade balance -711 -871 -726 -424 -827 -1,038 -1,426 -1,841 -2,246
o/w Resource -28 -33 219 859 916 1,003 808 634 439
o/w non-resource -683 -838 -945 -1,284 -1,743 -2,040 -2,234 -2,475 -2,685

Exports 1,223 1,419 1,489 2,149 2,644 3,077 3,211 3,137 3,019
O.w. resources 668 727 930 1,468 1,802 2,135 2,252 2,212 2,104

Imp orts 1,934 2,291 2,215 2,573 3,472 4,115 4,637 4,979 5,265
o-w. resources 696 760 711 609 886 1,133 1,445 1,578 1,665

Services and income (net) -3 -43 29 -205 -307 -565 -641 -638 -572
Services (net) 145 212 194 263 321 322 332 346 358
Income (net) -148 -256 -165 -468 -628 -887 -973 -984 -931

Transfers 105 140 195 249 302 394 409 426 442
Capital account balance 811 879 424 476 781 1,211 1,784 2,157 2,475

In percent ofGDP 19.1 16.5 7.4 6.8 9.7 12.8 17.2 19.2 20.3
o/w resource 16.2 13.0 8.9 6.7 9.7 10.3 14.1 14.1 13.5

Overall balance 202 105 -77 96 -51 2 126 103 99
In percent ofGDP 4.8 2.0 -1.3 1.4 -0.6 0.0 1.2 0.9 0.8

Trade (in percent of GDP)
Exports 28.9 26.7 26.0 30.8 32.7 32.6 30.9 27.9 24.8
Imports 45.7 43.1 38.7 36.9 43.0 43.6 44.6 44.3 43.2

External public debt stock /4
In millions of US dollars (end period) 2,521 2,949 3,109 3,491 3,682 3,998 4,336 4,724 5,169
In percent of GDP (end period) 54.0 55.4 51.8 46.7 45.7 45.3 45.1 44.7 44.4

External public debt service
PPG debt service-to-exports ratio (in percent) 4.3 4.9 4.5 4.4 4.1 4.3 4.6 4.6 4.3
PPG debt service-to-revenue ratio (in percent) 11.4 10.8 11.5 11.5 10.2 10.1 10.5 10.5 10.2

Gross official reserves
In millions of US dollars 523 626 633 730 679 681 807 910 1,009
In months of imports of goods and services 3.1 3.1 3.3 3.2 2.2 1.9 2.0 2.1 2.2

Memorandum items:
Nominal GDP (millions ofUS dollars) 4,234 5,319 5,722 6,967 8,080 9,427 10,395 11,230 12,197
Exchange rate (kip/US$, average) 9,603 8,744 8,516 8,259 8,052 7,932 7,900 7,939 7,919
Sources: Staff estimates and projections based on data provided by the Lao authorities.
1/ Fiscal year basis (October to September).
2/ Includes payments on liabilities carried in from the previous budget years and arrears clearance.
3/ Excluding resource imports and exports
4/ DSA 2011 data
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IV. MACROECONOMIC OUTLOOK AND DEBT SUSTAINABILITY

23. Lao PDR's 2012 economic outlook is positive. Growth is projected at 8.3 percent, driven
by mining, construction, services, agriculture and to a lesser extent, manufacturing. New mining
projects by Phu Bia and Lane Xang Minerals completed in 2011 have acted as a boost to growth. The
construction sector will also contribute to this growth through the preparation of the 9th Asia Europe
Meeting Summit (ASEM) to be held in November 2012 in Vientiane. In addition, the service sector
will benefit from sustained growth in wholesale and trading as well as transport and
telecommunications. Despite concerns, agricultural output is also expected to rebound after the impact
of harsh weather conditions in 2011. Heightened uncertainty in the global economy (price volatility,
the debt crisis in Europe, and a slowdown in China's economic growth) has led to a revision of Lao
PDR's medium term growth projections down to 7.5 percent per year on average from 2013 to 2015,
compared to an earlier estimate of 8 percent. This projection is based on the assumption of i) dynamic
growth in non-resource sectors (manufacturing, such as processing industries; crops and plantation
agriculture; construction; tourism; banking and other services); ii) successful implementation of large
hydropower projects under construction and in the pipeline;9 and iii) sustained demand for the
country's main export products from the region and the European Union.

24. The NSEDP target to reach an average of 8 percent economic growth is ambitious. As
explained in the Joint staff Advisory Note (JSAN), a pipeline of large hydropower projects,
underpinned by record-high copper and gold prices and rapidly rising demand for electricity in
neighboring countries can be expected to support growth and help attain the NSEDP targets. Activities
outside the mining and hydropower sectors are also projected to remain buoyant, but would need to be
supported by continued reforms to strengthen the foundation of the economy and the business climate.
Care will need to be taken to ensure that the pursuit of the ambitious growth targets, and the associated
target of maintaining investment at 32 percent of GDP, is consistent with the outlook for FDI and
concessional funding sources, to avoid risks to macroeconomic and external stability.

25. Inflation is projected at moderate levels in 2012, but could rise further with growing
uncertainty on the global market and a buoyant economy. Inflation is expected to average almost 6
percent for 2012 as a whole. International oil prices have stabilized in recent weeks and the outlook for
the rice harvest is good. Nevertheless, food and fuel prices remain high and additional shocks to food
and fuel prices could quickly translate into higher inflation. Large financial inflows boosting domestic
demand make it difficult for policy-makers to contain pressure on domestic prices and on the exchange
rate.

26. Next year, the budget will benefit from continued growth in hydropower and mining
revenues. The 2011/12 fiscal deficit is expected to rise to 3.2 percent of GDP compared to 2.7 percent
in 2010/11. However, it is still within the target of less than a 5 percent deficit."o Total government
expenditures are expected to increase from 23.9 percent of GDP in 2010/11, to 25.2 percent in
2011/12 taking into account the expected increased spending on flood recovery efforts, preparation for
ASEM (such as grants for expanding the airport) and the expected rise in compensation and
allowances related to the public sector wage index increase from 3,000 to 3,500 and planned staff
quota increase. In addition, the expenditure increase will also come from policies promoting the
expansion of social public services to remote areas." Total revenue is projected to grow moderately
from 21.2 percent of GDP in 2010/11 to 21.9 percent of GDP in 2011/12 driven by increased resource

9 Such as with the constructions of the Hongsa Lignite Power Plant, Nam Ngum 5, Nam Ngum 3, Nam Ngiep 1
and other medium sized projects in pipeline.
10 For more information see Budget Preparation Instruction for 2010/12, No. 1054/MOF dated May 2011.
1 See, PM decree on Incentive Provision to Civil Servants Working in Rural and Inaccessible Area (date: Nov
2010)
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sector revenue. The resource sector contribution is expected to rise from 3.6 percent of GDP to 4.4
percent of GDP in 2011/12 as a result of high commodity prices and the completion of expansion
projects in the mining sector. Non-resource sector revenue, however, is expected to grow below GDP
bringing the share of non-resource sector revenue to GDP down from 13.2 percent to 12.6 percent. As
a result, coupled with expected increases in expenditure, the non-resource and non-mining deficits are
expected deteriorate from 10.7 percent and 10.0 percent in 2010/11 to 12.6 and 11.6 percent of GDP in
2011/12.

27. The government is committed to a low budget deficit policy in the coming years. The
2012/13 budget preparation instructions propose a maximum deficit of 5 percent (with a target set of
16.5 percent of GDP for domestic revenue - excluding grants). Growth in tax revenue collection is
expected to slow down due to lower tax rates following the 2011 Tax Law amendment as part of an
effort to rationalize taxation. 12 The GOL is taking the following measures to meet its revenue targets:
i) strengthening revenue centralization and administration; ii) tightening administration of technical
revenue 3 ; and, iii) closely monitoring leakages associated with imports of vehicles and fuel for
investment projects. On the expenditure side, the GOL remains committed to stopping any further off-
budget spending, and ensuring that past off-budget commitments be re-paid on-budget in the 2012/13
budget. Foreign financing will remain mostly concessional, while the government is contemplating
the possibility of issuing government bonds (1,300 billion LAK or US$162.5 million) and T bills (300
billion LAK or US$ 37.5 million) to meet increased financing needs, partly from infrastructure and
recurrent costs emanating from preparations for the ASEM.

28. Monetary policy in 2012 will focus on maintaining a stable exchange rate and single digit
rates of inflation. Monetary policy tightening would help stabilize the exchange rate, in an
environment of fast growth, expanding demand for imported consumption goods and declining official
reserves. The BOL also aims to phase out quasi-fiscal operations and slow down the provision of
credit by the BOL, accelerate the issuance of BOL securities to mop up excess liquidity in the banking
system.

29. In 2012, the external position will continue to be heavily influenced by the hydropower
and mining sectors, while the current account deficit of the non-resource sectors will remain
stable. The balance of payment surplus from the resource sector is expected to narrow slightly in 2012
due to increased income repatriation and imports for construction of power projects. In the non-
resource sectors, the current account deficit is expected to marginally worsen in 2012. This is due to
fast growing imports, partly caused by the ASEM summit requirements, only partially offset by grants
related to the event's preparation. Fueled by domestic demand, non-resource consumption imports are
expected to rise. This trend needs to be monitored and stabilized in order to maintain sound
macroeconomic stability and reduce pressure on external accounts and official reserves.

Public Debt

30. Lao PDR's risk of debt distress remains high according to the June 2011 Joint IMF-
World Bank Debt Sustainability Assessment (DSA). This is because one public external debt stock
indicator (debt to GDP ratio) is expected to remain just-above policy dependent indicative thresholds
under the medium term baseline scenario, notwithstanding the recent downward trend in debt
indicators and projected strong growth over the medium term. However, debt service ratios remain

12 That includes a lower excise tax, income tax, tax on rents and the removal of the minimum business tax.
1 In accordance with the Presidential Decree No. 03 and MOF Instruction No. 0727/MOF dated 20 April 2010.
Technical revenue is considered a non-regular revenue base. Accumulated amount was 442 billion LAK in
2009/10. However, the amount has declined to 220 billion LAK in 2011/12.
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comfortably within the policy-dependent indicative thresholds, even under stress tests, due to the high
level of concessionality of official borrowing.

31. Around 60 percent of Lao PDR's external Public and Publicly Guaranteed (PPG) debt is
held by multilateral creditors, mainly the Asian Development Bank at 33 percent and the
International Development Association at 21 percent. In addition, approximately 36 percent is held
by bilateral creditors including China, Russia, Thailand and Japan. 14 India and Korea have also
increased their lending to Lao PDR in the past three years. The remaining PPG external debt
comprises loans contracted by public entities on non-concessional terms and guaranteed by the
government, mainly for hydropower development and electricity generation, including financing
equity stakes. The increasing amount of external loans on non concessional terms underscores the
need to strengthen debt management capacity, particularly to ensure that debt sustainability
considerations are taken into account when new debt is contracted.15 A mitigating factor for Lao
PDR's external debt burden lays in the prospective returns on the hydropower and mining projects that
have been financed in part by external PPG debt. While the projects face construction and
implementation challenges, the long-term power purchase agreements that are signed for these projects
and resulting government revenues in the form of royalties, dividends and profit tax payments
arguably reduce the risk of debt distress.

32. Recorded domestic public debt rose to 7 percent of GDP in 2010, up from 5.6 percent of
GDP in 2009 as the Bank of Lao PDR disbursed more loans to finance the local government's
off-budget infrastructure projects. The authorities announced in 2009 that the BOL would stop
signing new loan contracts with local governments. However, lending from the BOL represents 82
percent of the recorded total domestic debt, with the remainder comprising of government bonds, in
particular those related to the recapitalization of state-owned commercial banks. In 2010, the total PPG
domestic and external debt stood at 58.8 percent of GDP. Nevertheless, preliminary evidence suggests
that the stock of lending from the BOL to local governments continued to accumulate in 2012. No
information is available on the amount of undisbursed loan commitments, interest and amortization
schedules.

Table 2: External Public and Publically Guaranteed Debt at end 2010

Indicative Lao PDR
Threshold 2008 2009 2010

NonwialPPG (% ofGDP) 54 55.4 51.8
Present value ofPPG, (% of GDP) 30 ... 36.6
PPG Debt Service, (% o)

Exports 15 4.3 4.9 4.5
Revenue 25 11.4 10.8 11.5

Source: IMF/World Bank Debt Sustainability Analysis 2011

14 The Soviet-era debt owed to the Russian Federation has been under negotiation since 2007. The Lao PDR
authorities are seeking debt relief comparable to what was granted to other LICs. The authorities reported that
negotiations continue.
15 As of end-2010, the People's Republic of China signed 24 loan agreements with Lao PDR, amounting to
US$1.35 billion. Of this total amount, approximately US$958 million remained undisbursed. Apart from the fact
that they include a US$90 million loan for a hydropower project, no information is available on the projects
associated with the loan agreements signed with China, the approximate disbursement schedules, and the
currency composition of the debt. Preliminary evidence suggests that disbursements from China in 2011 have
expanded fast, with China's share of total debt outstanding reaching about 10 percent.
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33. In summary, the medium term economic outlook for Lao PDR continues to be promising
and the macroeconomic policy framework is adequate for a budget-support operation to
proceed. Lao PDR has a track record of macroeconomic stability following the Asian crisis turmoil.
The fiscal and monetary policies are consistent with macroeconomic stability. The fiscal deficit
remains modest, the rate of credit growth has slowed, and inflation, while subject to external shocks,
remains under control. Nevertheless, the decline in official reserves signals the need for further
tightening of expansion in domestic demand to avoid pressure on external accounts. The broader
framework for macroeconomic policy-making and financial sector supervision needs to be upgraded to
mitigate risks to macroeconomic and financial stability in the context of an uncertain global economic
environment.

V. GOVERNMENT PROGRAMS AND PARTICIPATORY PROCESSES

34. The main objective of the government's strategy is to achieve the MDGs by 2015 and to
graduate from LDC status by 2020. In June 2011, the National Assembly adopted the most recent
five-year plan, the 7th National Socio Economic Development Plan (NSEDP7). In October of that year,
the NSEDP7 became operational. The plan was developed after extensive consultations with key
stakeholders and development partners. On January 12, 2012 the World Bank Board discussed a Joint
Staff Advisory Note (JSAN), informing the World Bank Board of Executive Directors on priority
areas to best implement the Lao PDR NSEDP7 for 2011-2015.

35. The NSEDP7 provides a comprehensive strategy for development, with a range of
medium and long-term policies aimed at sustained growth and poverty reduction. It establishes
the following overarching goals: i) ensure the continuation of national economic growth with security,
peace and stability, and ensure a GDP growth rate of at least 8 percent annually. In addition, GDP per
capita should reach a minimum of US$1,700 by 2015; ii) achieve the MDGs by 2015, and adopt
appropriate technology, skills and create favorable conditions for the country to graduate from LDC
status by 2020; iii) ensure sustainable development by emphasizing economic development parallel to
cultural and social progress, preserving natural resources and protecting the environment; and iv)
safeguard political stability, peace and an orderly society.

36. To achieve these goals, the NSEDP7 proposes to i) build a strong base for sustained
economic growth for the country to move out of LDC status in order to reduce poverty; support an
economic and labor structural shift from agriculture to industry; share the benefits of development
with all; promote small and medium enterprises (SMEs); and promote people's participation; ii) focus
on rural development and poverty eradication, to reduce income disparities; iii) improve education
standards by continuing education reforms and supporting human resource development; upgrade and
expand educational opportunities; and strengthen labor skills; promote good health and sanitation;
strengthen staff management and high-skilled workers' capacity; iv) strengthen the effectiveness of
public administration, rule of law and the fight against corruption; v) optimize the use of natural
resources; increase cooperation and integration at regional and global levels; increase competitiveness;
develop socio-economic infrastructure; and vi) implement industrialization strategies, with a focus on
both large "mega" projects as well as ensuring that small and medium sized firms are able to integrate
into the regional economy.

37. The NSEDP7 addresses some of the priority areas previously identified in the JSAN for
the 6th NSEDP 2006-10. The NSEDP7 focuses on macroeconomic stability, promotes inclusive and
sustainable private sector-led growth and regional integration, is poverty and result-focused. Sector
priorities, principles and mechanisms to achieve objectives are consistently presented throughout. A
greater role is envisaged in the NSEDP7 for further strengthening public financial management and
human development, in particular the need to build skills.
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38. The NSEDP7 consultation process included a wide-range of players including the donor
community, the private sector, civil society and NGOs. The Ministry of Planning and Investment
(MPI), alongside other line ministries, led consultations during its development with local
communities, focusing on the country's poorest districts. Through the Round Table Meetings (RTM),
the private sector, donor community and civil societies were also consulted. Other participants
included National Assembly (NA) members and mass-organizations such as the Lao Women's Union
(LWU). Cooperation across the government was strong, as the MPI led frequent technical meetings
with the Ministry of Finance (MOF) and other line ministries.

39. The NSEDP7 goals are ambitious, but achievable. High commodity prices coupled with
numerous hydropower and mining projects in the pipeline bring the 8 percent growth target within
reach. This is, however, dependent to some degree on the global economic outlook. The government
has outlined clear and specific objectives for increased international and regional integration as a
means of achieving economic and social development targets. The focus on the sustainability of
natural resource development is welcome in a resource rich country such as Lao PDR. The NSEDP7
identifies a number of measurable targets related to natural resource management. Social sector goals
(achieving the MDGs by 2015) are appropriate, although the national targets do not reflect the
significant geographic variations within the country.

40. Significant intervention will be required to achieve all the MDGs. In particular, the MDGs
on malnutrition, maternal health, immunization, access to water and sanitation in rural areas, and loss
of environmental resources are unlikely to be realized without increased government focus and
expenditure. The NSEDP7 appropriately proposes to increase allocations to social sectors, but proper
sequencing and prioritization of expenditures, along with the monitoring of their impact, will be
critical for their success.

VI. BANK SUPPORT To GOVERNMENT PROGRAMS

Links to the Country Partnership Strategy

41. The World Bank Country Partnership Strategy (CPS) can be summarized as,
"Strengthening Institutions for Sustainable and Inclusive Development in full support of the
NSEDP7." Building on the government's impressive growth and poverty reduction record, the World
Bank strategy proposes to work in partnership with Lao PDR as it lays the foundations to become an
advanced economy. Consistent with the directions articulated in the NSEDP7, the CPS supports
efforts to bolster Lao PDR's competitiveness and connectivity among its neighbors to better integrate
the country regionally and internationally. It also supports the country's efforts to sustainably and
equitably develop natural resource wealth, with consideration to social and environmental welfare. To
translate the expected benefits from increased competitiveness and sustainable natural resource
management into inclusive development, the CPS supports GOL's efforts in poverty reduction as well
as improvement of the quality of education and health care, especially for the poor. To achieve these
three strategic objectives, building institutions and strengthening public sector management are seen as
a cross-cutting challenge.

42. The PRSO program goes hand-in-hand with the World Bank's new CPS and contributes
to reaching its objectives and to mitigate its implementation risks, by supporting a selection of
policy and institutional reform elements. The CPS is articulated around one cross-cutting theme and
three strategic objectives. The proposed five pillars of PRSO are consistent and mutually reinforcing
with the cross-cutting theme and three objectives of the CPS.
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* The cross-cutting theme - Strong Public Sector Management - recognizes that institutional
capacity in the public sector limits the government's ability to design and implement its programs.
Therefore, the achievement of each strategic objective will require some strengthening of public
sector management, which makes this the core and unifying CPS theme.

* Objective 1 - Competitiveness and Connectivity - focuses on using investment and analytical
services to support diversification of trade and private sector development and a competitive and
efficient regulatory framework for the private sector.

* Objective 2- Sustainable Natural Resource Management - proposes to strengthen governance
and management of the hydropower and mining sectors.

* Objective 3 - Inclusive Development - supports increased utilization and quality of essential
maternal and child health services.

VII. COLLABORATION WITH THE IMF AND OTHER DONORS

43. The PRSO is characterized by an evolving partnership framework between government
and development partners, and has become an established aid coordination tool. The EU jointly
designed the PRSO 8-11 operations, provides parallel budget financing and supports a complementary
program of Technical Assistance (TA). Australia remains an important PRSO partner through the
provision of TA for PRSO implementation. The PRSO development partners inform the donor
community on its progress and encourage participation in the PRSO dialogue.

44. The EU's participation in the joint PRSO 8-11 focuses on dialogue in the following
sectors: social sectors (with an emphasis on education) and in public finance management, including
support to the State Audit Organization (SAO) and the Budget and Finance Committee of the NA. It is
tentatively planned that the EU will provide parallel budget financing to PRSO 8-11 of EUR 14
million and also provide complementary TA valued at EUR 4 million. Specific service contracts are
envisaged for TA in the social sectors. Support to Public Financial Management (PFM), including the
SAO and the Budget and Finance Committee of the NA is envisaged as continued support through a
World Bank administered Multi-Donor Trust Fund (MTDF).

45. Since April 2005, the International Monetary Fund (IMF) has conducted annual Article
IV Consultations and prepared macroeconomic assessment letters as input to the PRSO
macroeconomic assessment. The Bank and the IMF staff collaborate closely during these annual
consultations in the context of the PRSO program, and conduct joint and annual Debt Sustainability
Assessments (DSAs). The IMF's last Article IV consultation was completed in June 2011. The next
consultation activities and DSA are scheduled for July 2012. Additionally, close coordination with the
IMF is ensured on technical assistance in public sector management.

46. Other developments partners providing technical assistance in areas related to PRSO
include the United Nations (UN) agencies, the Asian Development Bank (ADB) and bilateral
donors such as the Australian Agency for International Development (AusAID), the French
Republic, the Grand Duchy of Luxembourg, Japan, and aid the United States Agency for
International Development (USAID). The PRSO coordinates missions focusing on the development
of shared technical assistance, joint projects, and promotes dialogue through development partner
coordination mechanisms, such as Round Table Technical Working Groups. Australia, represented by
AusAID, supports the implementation of PRSOs by providing complementary support via World
Bank-managed, multi-donor trust funds: i) the Public Finance Management Strengthening Program; ii)
the Trade Development Facility; and, iii) the Hydro-mining Technical Assistance Project.
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VIII. ACHIEVEMENTS AND LESSONS LEARNED FROM PAST PRSOs

Achievements

47. Policy dialogue under PRSO4-7 has focused on two broad areas: i) sustaining growth
through improvement of the investment climate, facilitating trade and enhancing management of
natural resources; ii) improving social outcomes through better public financial management systems
and service delivery, in alignment with the government's own development strategies as articulated in
its National Growth and Poverty Reduction Strategy and the 5-year NSEDP.

* The first component focused on the development of a legal framework for investment and
private business activity. It aimed to put in place more open trade and investment policies so that
the country can benefit from efficient integration with economies, regionally and internationally.
This component also placed an increased emphasis on natural resource management, as a key
element of the regulatory environment for a majority of the current investments occurring
throughout the country.

* The second component focused on building a functional public finance management system
with: effective controls over revenues and expenditures; a clearer delineation of powers,
responsibilities and resourcing of central and local levels of the administration; budgetary
processes that enable spending plans to be aligned with strategies, and control systems to ensure
that resources are used in accordance with those plans; and external oversight mechanisms to
ensure greater accountability to the people. The component also focused on ways to improve
spending in health and education.

48. PRSO 4-7 supported policy reforms results included the following:

* Support for public financial management reform has helped develop stronger policy control
over the use of budgetary resources: both in terms of making sure that revenues are spent
according to policies and plans, and that plans and policies better determine how revenues are
allocated to priority areas. Improvements in budget processes and oversight functions have
enhanced the transparency and accountability of the public finance system, which are
prerequisites for better use of government resources. These efforts will make it possible to
improve the allocation (level and composition) of social sector spending, needed to deliver
key MDGs. At the moment, sectoral ministries lack the tools to ensure that education and
health spending is well targeted, or is at levels consistent with sector development plans.

* Reforms have improved the environment for investment, trade and doing business. However,
changes in laws and regulations take time to translate into on-the-ground results, and
implementation is only starting in many of the supported areas of the trade and investment
climate. Some reforms in the natural resource management area will, if implemented
thoroughly, slow down and increase costs of investment, in the interests of improving social
and environmental sustainability. Similarly, improvements in the regulation and governance of
the financial sector will eventually contribute to the soundness of the financial sector and
reduce fiscal risks, such as the need for further recapitalizations of state-owned commercial
banks.

49. Improvements are evident in a number of the program's results indicators:
* indicators for the enabling business environment, reduction of trade barriers, performance of State-

owned enterprises (SOEs) and commercialisation of SOCBs show improvements;
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* indicators for a number of measures of the quality of public financial management demonstrate
improvements. However, some show no change, but none show deterioration; but

* key indicators for improving service delivery have not shown improvements. In particular, in
health and education, non-wage-recurrent spending as a share of total spending has not improved
much over this period.

Box 1: Key policy reforms implemented under PRSO4-7

Component 1: Sustaining growth through improvement of the investment climate, facilitating
trade, and enhancing management of natural resources

* Simplification and codification of legal regime for domestic and foreign investment
- A unified Investment Law was passed, which abolished lengthy licensing approval procedures

for general investment activities. This created a level playing field for domestic and foreign
investors, promoting greater investments.

- Laws on Commercial Banks, Secure Transactions Laws and Microfinance Decrees were created
to ensure a fair operating environment for both state owned and private banks, and between
domestic and foreign-owned banks.

* Progress on financial sector policy framework
- A financial sector strategy was approved, laying out sequenced priorities to develop the sector.
- Prudential rules for banking sector supervision were strengthened.

* Elements of legal framework for regulation and taxing natural resource exploitation approved
- Minerals law and implementing decree
- Decree on Environmental Impact Assessment.

* Trade reforms implemented
- Requirement for annual import-export plan abolished, Trade Facilitation Action Plan prepared,

New WTO-consistent decrees on Rules of Origin and the Import and Export of Goods,
introducing the principles of national treatment into Lao law

- Border processes simplified with removal of all but Customs, Immigration and Quarantine
agencies from checkpoints

- ASEAN compliant Single Administrative Document introduced.
* Progress on SOE reform

- Government arrears to the electricity utility settled, and a mechanism to avoid future arrears
introduced.

Component 2: Improving social outcomes through better public financial management systems
and service delivery

- Progress on fundamental reforms to financial management and centre-province fiscal relations:
- New Budget Law was passed and implemented: centralisation of Treasury and Customs and

Tax Departments brought revenues and spending under central government control, and a single
treasury account system was implemented

- Implementation of new Chart of Accounts, new revenue sharing formula and aggregate budget
allocation norms agreed, minimum provincial spending on health and education mandated

- Publication of budget outcomes.
* State Audit Organisation published first audit of a budget execution report
* Costed annual education sector work plans prepared, exposing variation in sector spending across

provinces
* Health financing strategy prepared, Education yearbook including Assessment of Student Learning

Outcomes and health statistics report completed
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Lessons Learned

50. A number of lessons have been learned from the past two PRSO series, and are
described as follows:

* Acknowledging the value of the PRSO as an effective and mature policy instrument and the
value of aid coordination providing higher visibility to sector reforms and greater coherence of
the cross-sectoral reform agenda. Effectiveness was strengthened during the second PRSO series
by achieving greater focus, and through the initiation of a series of supportive analytical and
advisory activities.

* Selecting focused sector engagement where PRSO works better. One of the past series' lessons
learned is that PRSO dialogue in the social sectors was that despite no insignificant challenges,
policy dialogue did lead to the intended result of increased spending in those sectors. It is
important that further support strategically selects areas of focused engagement in the social
sectors, in particular leveraging PRSO's comparative advantage of strengthening dialogue
between the MOF and line ministries on social spending.

* Need for a following up in implementation. The PRSOs have focused a great deal on
establishing the legal, regulatory and strategic pillars of reforms, as a prerequisite for sustainable
and lasting change. Implementation has sometimes not materialized as initially envisaged for a
number of reasons, the main one being that it takes time for legal change to translate in on-the-
ground changes and results. This has been in particular the case for investment climate and
business environment engagement, where the legal and strategic frameworks have been
strengthened, and where implementation needs to be supported to reflect expected outcomes.

* Sequencing reforms and PRSO intervention. The second series set ambitious targets on a
number of parallel fronts. This was especially true for PFM reforms, where the most remarkable
progress took place in the first generation reforms, which concentrated on securing control over
resources and budget execution. Reforms on resource allocation linked with policy priorities and
service delivery improvement have been slower. Thus, policy dialogue needs to be carefully
sequenced over the life of the PRSO series to ensure the buildup of reform momentum.

* Coordination with Sector Working Groups and other development partner support. In areas
where sector working groups are active, it is important that the PRSO dialogue is embedded into
established mechanisms for government-development partner dialogue. It is equally important
that PRSO coordinates with other external development partners that are relevant to the PRSO
dialogue.
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IX. ANALYTICAL UNDERPINNINGS AND RELATION To OTHER BANK OPERATIONS

Analytical Underpinnings

51. Two critical principles of PRSO engagement are solid analytical underpinnings and
provision of on-the-ground, effective TA. The third PRSO series is underpinned by a number of
Analytical and Advisory Activities (AAA), including the first 2010 Lao Development Report on
Natural Resource Management for Sustainable Development (focused on hydropower and mining), a
2011 Public Expenditure Review, a 2010 Public Expenditure and Financial Accountability (PEFA)
Assessment, a 2011 Investment Climate Assessment, a 2012 DTIS update, a 2010 Poverty Report and
associated policy notes, a 2011 Health Expenditure Review, a 2011 Budget Brief, and bi-annual Lao
Economic Monitors, a 2010 Pay and Compensation Review and associated Civil Service Reform
Policy Note, a Report on the Observance of Standards and Codes (ROSC), which was finalized in
2007 and an IDF supported follow-up action plan to implement key recommendations.

52. The strategy underpinning the Bank's AAA program identifies and fills key knowledge-
gaps with an emphasis on joint work with the government and other development partners. The
results of this AAA process were used to build consensus on policy reform, sector investments, and
harmonization of donor assistance in key areas. These are reflected in the NSEDP as well as its
implementation. Several of these studies have been prepared in collaboration with other development
partners including the IMF, ADB, UN, and EU.

53. This PRSO series draws its key policy reforms from the 2010 Lao PDR Development
Report: Natural Resource Management for Sustainable Development. The report clearly identifies
strengthening the management of revenues from the natural resource sectors as a critical priority for
the sustainability of the country's development path. Recommendations include; i) the proactive
management of volatile mining revenues, strengthening rules for public debt and non-resource
deficits; ii) adjusting the fiscal regime in the mining and hydropower sectors to minimize risks, and
maximize government revenues while maintaining international competitiveness of the sectors; iii)
improving the investment climate in the non-resource sectors to reduce the high transactions costs
facing traders (also drawing from the investment climate assessment and trade-related analytical
work); and iv) strengthening revenue distribution and management as a part of an essential element of
the natural resource management value chain.

54. In addition, other analytical foundations inform the PRSO series engagement in public
financial management, health and education sectors. The 2010 PEFA Assessment and the 2011
PER underscore the need to address the fragmented budgeting mechanism, to continue treasury
centralization reforms, and to strengthen budget accountability to enable public sector to deliver
efficient public services. The recommendations made in the ROSC underpin the PRSO dialogue on
international accounting standards. The PER, together with the Health Spending Review, points out
that low non-wage recurrent spending is a significant constraint for efficient basic service delivery in
health and education.

Other Bank Operations

55. The PRSO program complements other World Bank operations, both ongoing and as
envisaged in the CPS. The PRSO framework provides a platform for policy and institutional reforms
which are then implemented with support from other World Bank operations.
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56. A key component of the series supports the government's program for improving
effectiveness in public expenditure management, the Public Financial Management
Strengthening Program (PFMSP). AusAID, the EU - and initially the Swedish International
Development Agency (SIDA) and Swiss Development Corporation (SDC) - have established a Multi-
Donor Trust Fund (MDTF) managed by the World Bank to support the implementation of the PFMSP.
This MDTF is an important vehicle for providing untied additional resources to the government for
implementation of the PFMSP, including support for implementation of the new Budget Law. The
MDTF also improves donor coordination and harmonization.

57. The MOF and the World Bank are preparing a Public Financial Management Reform
Project to invest in the next phase of the PFMSP. The project aims to strengthen the GOL's legal
and organizational framework - including systems and capacity building - for supervising and
managing all phases of the government budget cycle, including policy coordination, strategic
planning, budget preparation, budget execution, accounting and monitoring, audit and performance
management. Since transforming public financial management systems is a complex, long-term
process, the new PFM program will identify key priority areas of this cycle and develop a sequenced
and prioritized set of activities that build upon existing reforms. The project objectives are achievable
given the risks, challenges and binding constraints. This proposed project, to be presented to the
Executive Board in FY2013, builds on the support provided by the Financial Management Capacity
Building Program (FMCBP) and the PFMSP multi-donor trust fund towards modernization of the
government's entire budget management system.

58. The Trade Development Facility (TDF) Multi Donor Trust Fund (MDTF) and the Lao
Customs and Trade Facilitation Project (LCTFP) both contribute to improving trade
competitiveness. The customs project aims to facilitate trade by improving the efficiency and
effectiveness of customs administration. This will be achieved by simplifying customs procedures,
eliminating duplication and redundancy, reducing transaction costs and time to clear goods, and
increasing transparency and accountability. The project is built upon the results of AAA work,
including the DTIS and ICA and supports the reform agenda to sustain fast export-driven growth in
the medium and long-term. The TDF, managed by the World Bank, with contributions from EU,
Australia and Germany, is also supporting this program and provides technical assistance to improve
competitiveness, business environment, standards, information technology for border operations and
inter-agency coordination, and implementation support for a program-based approach in trade. Major
reforms in trade facilitation and other trade-related areas are supported through the PRSO program.

59. The Technical Assistance for Capacity Development in Hydropower and Mining Sector
Project provides a platform, complementary to PRSO policy dialogue, to increase human
capacity and improve the performance of government oversight institutions for the two sectors.
It aims to build critically needed capacity and generate public awareness across the hydropower and
mining sectors. The provision of adequate skills and training of government staff, as well as the next
generation of leaders, would eliminate bottlenecks critical to the development of both sectors. The
hydropower component focuses on capacity building in support of sustainable hydropower
development in Lao PDR. Activities cover the entire value chain, from planning, concession bidding,
construction, and operation to revenue management, including facilitating the implementation of the
NPSH. The mining component supports: (i) the completion and dissemination of the new mining
legislation; (ii) the development of a national mining development policy; (iii) preparation of a
standard mineral development agreement; and (iv) promotion of models for corporate social
responsibility, risk mitigation and community benefit-sharing approaches.

21



X. THE PROPOSED EIGHTH POVERTY REDUCTION SUPPORT OPERATION

60. Building on the lessons learned from the first and second PRSO series, several principles
of selectivity have been discussed and confirmed during preliminary discussions with the
government and development partners. These principles, which will help determine the design of
the third PRSO series and areas of engagement, may be described as follows:

* Criticality - The area of engagement should be critical to government development goals and
the World Bank CPS.

* Alignment with knowledge and technical assistance - Appropriate resources should be
available to the government and World Bank/PRSO development partners (analytics, TA, staff
for dialogue) to support sustainable medium-term policy and institutional change. To begin
with, having analytical underpinning is a prerequisite for engagement.

* Comparative advantage - PRSO should have a comparative advantage as an instrument to
support the identified medium-term policy and institutional changes through either supporting
inter-agency coordination or providing greater visibility to reforms.

61. Other principles - derived from the lessons learned during the previous series include:

* Strategic selection of modality of engagement in social sectors. The third series selects the
modalities of engagement in the social sectors strategically to ensure that PRSO value-added
as a policy dialogue instrument is maximized for results. For example, areas of reforms such
as strategic resource allocation through budget planning, which call for strong coordination
between MOF and social ministries, is a good candidate for PRSO engagement.

* Follow up of reforms to ensure implementation. The third series of PRSO focuses on
implementing the legal, regulatory and strategic pillars of reforms, established during the
previous PRSO operations. This includes trade policy reforms, a trade facilitation master plan,
the enterprise and investment law, the mining law, a national policy on sustainable
hydropower, a financial sector strategy and action plan, the budget law, a civil service
strategy, an education sector development framework and a health financing strategy.

* Sequencing reforms and PRSO engagement. The other element essential for successful
reform implementation is an adequate sequencing of reforms in concordance with capacity.

Operation Description

62. The rapid structural shift of growth drivers - from agriculture to natural resource-based
industry, such as hydropower and mining - includes many challenges. Accelerating financial
inflows in the country's natural resources sectors, fuels economic growth and calls for immediate
economic policy and institution reforms to assure challenges posed by resources-led economic growth
are addressed. First, these challenges are macroeconomic. Rapid expansion of the natural resource-
based industry puts upward pressure on the real exchange rate and induces a loss of competitiveness in
the tradable sectors by pushing up labor costs (Dutch Disease effect). In addition, balance of payment
and fiscal exposure to hydropower and mining pose a specific set of macro-management challenges
that should be addressed. Second, the challenge is also sector-specific: in the natural resource sectors,
economic policy and institution must enable the country to attract the best projects, and implement
those projects sustainably. Third, core public sector management reforms must take place to enable
the public sector to plan, allocate, manage and report on public finances in a situation where public
resources are expected to grow significantly. Fourth, a critical challenge is to ensure that policies,
programs and mechanisms are in place to enable increases in public resources to be channeled and
used effectively for public service delivery and improvement of peoples' livelihoods. Lastly,
challenges lie in sectors outside natural resources, where most of the country's jobs are, and where
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attracting investment will require an even better investment climate than in the non-resource rich
setting, given the competitiveness challenges the country faces.

Box 2: Good Practice Principles for Conditionality

Ownership: Ensure country proprietorship of the program
PRSO ownership is high and benefits from strong institutional implementation mechanisms namely, the
government PRSO Steering Committee, chaired by the MOF, PRSO Secretariat, the PRSO Thematic Technical
teams and joint identification of priorities and regular joint reviews to assess progress. PRSO provides the
government with a solid platform for coordination between line agencies and between the GOL and development
partners to align behind government reform objectives.

Harmonization: Agree on a coordinated framework to evaluate performance under the program, but
ensure flexibility in implementation
Under PRSO series, there is an agreed mutual accountability framework including a well-defined policy matrix
and detailed aide-memoire for measuring progress under the program and to foster mutual understanding of steps
towards the achievement of reforms. PRSO is supported by TA, which strengthens mutual accountability.

Customization: Customize content and design to country circumstances
PRSO content is fully aligned with the government's expressed policy intentions and are aligned with the
NSEDP7. PRSO remains flexible to changed circumstances of reforms, and remains open to modifications if
warranted by changed pace of reforms or other country-specific factors.

Criticality: Choose only government actions critical for achieving results as conditions for disbursements;
avoid process conditions
Country circumstances (and advancement of structural reforms) dictate approaches to achieve the objectives of
the program. Corresponding technical assistance is identified from the beginning, and development partners
commit to providing assistance to implement the reforms, while joint reviews of progress reinforce the principle
of mutual accountability.

Transparency and predictability: Agree on a transparent review cycle; in IDA countries, develop a
process conducive to predictable, but also performance-based financial support
The PRSO support is aligned with the budget cycle and is disbursed prior to the end of the government's fiscal
year in September. Regular reviews are done through frequent assessment missions and annual plan processes
are incorporated into the routine monitoring of progress on actions and prior actions. Aide-memoires are jointly
reviewed, which include both a description of the joint understanding of reform content and rationale, and time-
bound plan for the timely completion of prior-actions and milestones.

63. This PRSO series focuses on the sustainable management of revenues of the natural
resource sector (hydropower and mining) and the use of these revenues to improve public
service delivery, with a focus on funneling increased resources in health and education, per
government's own objective. This focus is justified because it implies a significant component of
inter-agency coordination, in particular between other agencies and the Ministry of Finance, and
proposes focused and selective sector engagement. Also, it coincides with areas of reform where the
World Bank has aligned technical assistance and analytical knowledge, and has built upon previous
PRSO dialogue.

64. To this end, five areas of priority, or policy areas, have been identified: First, enabling
policymakers to respond to developments in the resource sector by strengthening the inter-agency
macroeconomic policy framework and making it responsive to natural resources revenues trends and
shocks is considered a prerequisite. Strengthened medium-term macroeconomic policy coordination is
required to monitor and manage the country's natural resource revenues and associated risks, to
strategically plan for large public revenues to be allocated to the country's priority goals, or set aside
for future generations, depending on absorptive capacity. The policy will also mitigate a possible loss
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of competitiveness in the non-resource tradable sectors. Second, the revenue management framework
in the hydropower and mining sectors themselves should also be clearly defined to maximize revenues
accruing over time to the government for development purposes while attracting good quality
investment in the sector. Third, diversification of economic growth sources through a competitive
private sector outside the resource sector is critical to ensure the sustainability of growth. As the
natural resource sector is capital-intensive, it does not provide abundant job opportunities, as opposed
to manufacturing, agribusiness or services. Diversified sources of growth are also important to reduce
vulnerability to developments and exogenous shocks in narrow set of sectors. Finally, the fourth and
fifth priorities for translating these increased revenues from the natural sectors into improved public
service delivery are a strong public sector capable of managing these revenues effectively coupled
with the establishment of sustainable financing mechanisms of schools and health facilities.

65. Per government's request, the third series of PRSOs builds on the implementation of
reforms undertaken in the second series while exploring new policy areas consistent with the
country's emerging development challenges to achieve sustainable, diversified and inclusive growth.
Consultations have started early among development partners, who have identified and discussed
broad reform areas to be supported under the current series. These areas cover social sector budgeting,
macroeconomic and fiscal framework, management of natural resources, and an investment climate
for economic diversification at the PRSO workshop held in the Vang Vieng area of Vientiane
Province in April 2011. The proposed series builds on the past by i) continuing dialogue and
achievements in the public financial management areas; ii) developing trade and business climate
areas to implement the legal and regulatory frameworks, as supported by the past PRSO series; iii)
scaling up PRSO engagement in the natural resource sectors by improving revenue mobilization; iv)
engaging in dialogue to strengthen the macroeconomic policy framework; and v) focusing PRSO in
the social sectors to establish new financing mechanisms that support the government in introducing
output- (as opposed to input) based financing (e.g. a per student formula for a school grant for non-
wage recurrent spending is introduced).

Policy Areas

66. To meet the objective of sustainable management of natural resource revenues, the
following PRSO clusters are proposed, in line with the set of priorities described above:

Cluster 1: Coordination and fiscal management for macroeconomic stability:

67. To support macroeconomic stability for high economic growth and policy-making in a
resource rich economy, a "natural resource responsive" macroeconomic policy framework is proposed.
First, an increased reliance on natural resources as a growth driver in the public revenue base calls for
stronger macroeconomic management, through the establishment of a comprehensive macroeconomic
framework for macroeconomic monitoring. Second, greater attention to the macroeconomic impact of
natural resources, in particular on fiscal accounts, is required in this phase of natural resource boom, to
mitigate volatility risks in the mining sector, and to manage the country's reliance on natural resources
as a whole. MPI (National Economic Research Institute (NERI), MOF and BOL have monitored
macroeconomic development in their own areas but coordination among these agencies remains
limited. Lastly, strengthened monitoring is required to manage possible macro-financial risks after the
rapid expansion of the financial sector over recent years.

68. The current macroeconomic policy framework is fragmented between key government
agencies such as MPI, MOF and BOL, and provides limited insights on how to proactively respond to
development shocks in the natural resource sectors. No joint macroeconomic analysis or forecast is
available which includes developments and revenue projections in the natural resource sectors. Budget
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planning focuses on the annual budget preparation, while a medium-term framework is missing. The
budget plan discussed by the National Assembly contains limited analytical discussions of important
trends and policies, including debt sustainability and borrowing strategies. Finally, limited information
is available on developments in the financial sector and associated risks. Given the significant
expansion of the banking sector in the recent years, associated with fast credit growth and limited
prudential supervision from the Central Bank, it is likely that important risks exist that could threaten
macroeconomic stability. However, reliable information is generally unavailable, making external
scrutiny and analysis difficult.

69. To respond to the above challenges, the PRSO will support: i) strengthening of planning,
fiscal and monetary policy coordination, through the establishment of an annually updated
macroeconomic fiscal framework, and support to sound debt management through reporting and the
development of a strategic legal framework; ii) budgeting response plans on natural resource
development (targeting of non-mining revenues and non-mining deficit, review of appropriate fiscal
rules); iii) strengthening financial sector disclosure, for improved monitoring of sector developments.

70. This is a new area of PRSO engagement, since the last series did not focus on
macroeconomic coordination. This priority arises in light of increasing revenues flowing into the
country and government accounts, with rapid economic growth, acceleration of natural resources
sector development, and growing financing needs to meet the MDG targets by 2015 and graduate from
LDC status by 2020.

71. This support is expected to result in a strengthened macroeconomic policy coordination,
responsive to developments in the natural resources, and in particular mining, sectors to
address fiscal vulnerability to international commodity prices (as measured by the non-mining
deficit) and debt sustainability through improved recording, reporting and management of public debt.

72. Specifically, PRSO 8 supports revenue-collecting agencies to submit their plans
separated by revenues from outside the resource sectors, such as with revenues from
hydropower and revenues from mining. This will provide the basis to prepare the annual budget
plan with information on these revenues, thereby enabling MOF, the government and the NA to
monitor developments in those sectors. The proposed prior action is the first, yet critical step, towards
the development of fiscal rules accounting for those developments. This will help smooth out the
fluctuation in fiscal expenditures and ensure fiscal sustainability.

73. PRSO 9 proposes to focus on the establishment of a unified debt management
framework, which will clarify debt management mandates across the government, and provide
the legal basis for strengthened debt reporting and transparency.

* Analytics: Lao Economic Monitor, Lao Development Report, PEFA, PER, Lao Fiscal Strategy,
Debt Sustainability Assessment, and IMF Article IV.

* TA: PFMSP MDTF1 (and upcoming 2), upcoming IDA Public Sector Project, and Lao Statistical
Capacity Building.

* Other development partners' support and coordination mechanisms: Current development
partners include Japan (support to NERI), UNDP (support to MPI for NSEDP design and
monitoring). The ADB has provided TA in the past for a fiscal modeling tool. Donor coordination
is implemented through the Macroeconomic and Private Sector Development Working Group.

25



Cluster 2: Strengthening public financial management and civil service for service delivery:

74. The government has been undertaking a comprehensive set of public sector management
reforms since 2005 under the auspices of the PFMSP. The PFMSP is led by the MOF and
supported by development partners through a combination of technical assistance, analytical work,
implementation policy support, and investment in human resources and information systems. The
PFMSP has helped the government achieve many successes, notably the revamping of the legislative
framework governing public finances - the Budget Law and the Audit Law; establishment of the
centralized National Treasury, Customs Department and the Tax Department; establishment of the
consolidated treasury account, treasury control over spending units' technical revenue accounts,
alignment of the chart of accounts with the Government Financial Information System (GFIS), and
operationalization of a significantly upgraded GFIS real-time across the country; greater fiscal
transparency through the publication of external audit reports, the budget, and budget execution
reports with enhanced coverage to include statutory funds; improved revenue policy and
administration (through the introduction of VAT) helped improve revenue collection and reduce ad
hoc cash rationing. Looking forward and building on past reforms, it is proposed to support core
public budget policies and institutions to manage increasing public revenues (in particular from natural
resources) by enabling i) budget planning processes at the central and local levels; ii) financial
management systems to deliver and report on public finances in a timely and accurate manner; and iii)
Lao PDR to be on par with good international practices on fiscal disclosure and transparency. These
objectives would be met by supporting the GOL's efforts at institutional redesign, human resources
development, investment in systems and reengineering business processes. In addition, the
government, through the newly upgraded Ministry of Home Affairs (MOHA), has begun reviewing
the law on the local administration aimed at clarifying definition of the central and local level
assignments, as well as preparing a proposal for a new civil service pay and compensation system in
order to improve incentives and accountability in civil service for improved service delivery.

75. PRSO will support: i) reforms aimed at institutionalizing medium-term fiscal and budget
policy-making; ii) budget execution and fostering transparency in financial reporting; iii) enhancing
the timeliness and quality of financial audits; and iv) fostering service delivery by clarifying civil
servant mandates and compensation at local and central levels. This support builds on the previous
PRSO series achievements, and is expected to positively impact: i) budget credibility and policy-
based budgeting though an orderly process, and ii) improved public financial accounting,
recording and reporting to support effective resource allocation for government service delivery
priorities.

76. Specifically, PRSO 8 supports budget execution reforms through the implementation of the
adopted Treasury Single Account framework, where the MOF and BOL implement the Zero Balance
Account (ZBA) in all three state-owned commercial banks, which provide banking services to the
GOL. The implementation of Treasury Zero Balance accounts will ensure more efficient cash
management and result in more efficient budget execution, through lowering the borrowing cost. This
will also facilitate the BOL in conducting its monetary policy. The MOF plans to complete another
commercial bank ZBA rollout in July 2012, and the last one by end of 2012. The MOF has selected
the Lao Development Bank (LDB) to be the first commercial bank for ZBA rollout. PRSO 8 also
supports the adoption of legislation applying international accounting standards for the private sector
and for commercially oriented entities in the public sector as an important step toward modem public
and private financial management through fostering greater transparency and accountability. The full
implementation of international standards will be carried out over the medium-term, taking into
account capacity building needs. Movement towards this unified framework and the development of
the accounting and auditing profession will take the GOL a number of years and will require
significant resources. The adoption of the decree is the first of many steps required for full
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implementation. Yet, is it a significant step, as it materializes government commitment to adopting
international standards, and provides the legal basis to do so.

77. PRSO 9 will support the new Treasury Information Management System (TIMS) design and
the continuation of accounting standard reforms by focusing on the public sector. It will support the
clarification and strengthening of central-local relations and the clarification of local functions, as a
necessary step towards efficient and equitable service delivery. Depending on reform pace of progress,
PRSO 9 might also support treasury modernization through the adoption of a new Treasury
Information Management System (TIMS) design. This new system will provide modernized treasury
system processes, which will support the needs of the government's public financial management
program.

* Analytics: PEFA, PER, Civil Service Pay and Compensation Review.
* TA: PFMSP MTDF1 (and upcoming 2), new WB IDA public sector project.
* Other development partners support and coordination mechanisms: AusAID, EU, Japan,

ADB, France and IMF. AusAID and EU are supporting the MDTF for PFMSP managed by the
Bank and are aligned behind the policy reform agenda. Japan is consulted, as there are significant
synergies with the public investment planning TA they provide. The UN is supporting NA
capacity building measures. The Bank's new IDA PFM project will partner with the UN to ensure
there is appropriate program coordination and support. The IMF provides TA on audit and
accounting standards. There is a need to ensure appropriate coordination with France and ADB
through sectoral working groups or through bilateral meetings.

Cluster 3: Sustainable Revenue Management of the Natural Resource Sectors (mining and
hydropower):

78. Hydropower and mining projects are a key element of the government's 5-year NSEDP.
The sectors are considered to be a key driver for foreign investment and growth, a major source of
government revenue, as well as a potential trigger for local development. While such projects have
many benefits, they also present many risks. The government's challenge is therefore to maximize the
benefits while mitigating and minimizing the risks. Currently, there are approximately 140 mining
projects at various stages of exploration and development, and 85 hydropower projects in the pipeline.
Collectively, these projects will significantly stretch the capacity of the national and local government
to effectively mitigate risks and oversee project implementation.

79. The PRSO supports the sustainability of public revenues in the resource sectors by
adopting fiscal regimes and administration which balance government and private sector interests.
This support builds on discussions initiated during the previous PRSO series on strengthening the
strategic and legal framework in natural resource management. Expected results focus on supporting
to put in place core elements of standard fiscal regime in place in mining and hydropower for the
sustainable development of the hydropower and mining sector.

80. In the mining sector, current priorities include developing a standardized mineral
royalty regime. The regime will be localized to the Lao context while drawing on international
experiences. To date, mineral tax and royalty regimes have been negotiated on a project-by-project
basis. It is important for the government to move towards a more transparent and predictable system
that ensures a strong return for mining, encourages quality investors, and is robust to the volatility of
mineral prices. For the mineral royalty regime to be successfully managed and implemented, it needs
to be accompanied by the development of specialized capacity within the MOF. Due to the magnitude
of mining sector revenues, in addition to the complexity of mining accounting and taxation, a
specialized mineral or 'large taxpayer' team should be established and trained in the medium term.
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81. Current revenue management practices in the hydropower sector are complex due to the
extensive range of sectors and stakeholders involved. This includes sectors addressing river basin
and watershed management issues. There are a rapidly growing number of projects, as well as a
number of initiatives and earmarked special funds that are already underway but in an uncoordinated
manner. Effective management of river basins is critically important for the development of
sustainable hydropower, particularly where more than one project is planned for one river basin.
International experience demonstrates that effective management of river basins is challenging, as
river basins often cut across traditional administrative boundaries, such as provinces, and across
sectors, as projects have an impact on agriculture, industry, livelihoods and the environment. In
practice, dedicated institutions, often with financing models that can access both public and private
funds, are used to manage river basin challenges.

82. While it is too early for PRSO 8 to support specific preemptive cluster actions, PRSO 9
proposes to support the establishment of a mining revenue taskforce which will report to the
minister on current and expected revenues from the mining sector. This trigger intends to initiate
the reform towards the establishment of a Large Mining Tax Payer Unit will aim to build the capacity
required to understand and analyze business structures and operations, identify and address
compliance challenges, develop specialized knowledge and capacity to audit large taxpayers, and
implement tailored compliance management programs (including providing high quality services).

* Analytics: Lao Development Report.
* TA: Hydro mining TA, partnership with IFC.
* Other development partners' support and coordination mechanisms:_Development partners

involved in natural resource management (particularly related to mining, hydropower, and water
resources) are the ADB, AusAID, Germany, Japan, SDC, and the UN. Donor coordination is
implemented through project level partnerships and financing for the energy and mining sectors,
and through broader cooperative frameworks for the water sector. The Extractive Industries
Transparency Initiative Secretariat and the Multi-Donor Trust Fund have also started dialogue
with the government on procedures for enhanced transparency in extractive industries revenue
collection.
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Box 3: Prior Actions for Lao PDR PRSO 8

1. The MOF, through the Instruction of the FY12/13 State Budget Preparation, instructed revenue-
collecting agencies to break down non-resource and resource revenues, including separate break down
for mining and hydropower, in their FY12/13 revenue collection plans.

2. The MOF and the Bank of Lao PDR consolidated all treasury-managed government accounts at the
Bank of Lao PDR headquarters and its branches into the Treasury account through zero balance
accounting mechanisms, and rolled-out said zero balance accounting mechanisms to the Lao
Development Bank.

3. The MOF submitted on June 18, 2012 to the Government Office a draft Enterprise Accounting Decree.

4. The MOES distributed in FY1 1/12 school block grants to public primary schools based on a per student
formula.

5. The MOH submitted to the Government Office a draft Decree on National Free Maternal and Child
Health on March 27, 2012 (407/MOH) and issued on May 29, 2012 associated guidelines, covering
financial, technical, capacity and infrastructure aspects (including basic and emergency obstetric and
neonatal care standards), and such guidelines are consistent with Health Equity Funds and other social
health protection mechanisms including, inter alia, the civil service, social fund and community based
health insurances.

6. The National Trade Facilitation Secretariat established a website to make information on trade related
processes and procedures accessible to the public, in accordance with article X of the GATT and article
XIII of the ATIGA.

7. The MOIC and the MOF started implementing on November 10, 2011 simplified procedures for
enterprise registration consistent with abolition of investment licenses for general investment, under the
Law on Investment Promotion.

Cluster 4: Sustainable public financing mechanisms ofschools and health facilities:

83. Cluster 4 proposes to support the establishment of sustainable financing mechanisms for
social service delivery. This will enable increased resource allocation and execution in the health and
education sectors, particularly for non-wage recurrent expenditures at the service delivery level. It will
also strengthen linkages between financial transfers and service outputs. In the social sectors, the
government commitment - stated in the NSEDP7 - to increase the fiscal outlays, as up to 35 percent of
total budget expenditures is key to achieve MDGs social targets. The National Assembly has
instructed the government to allocate over the NSEDP period a share of total public spending of 16
percent for education, and 9 percent for health. Table 3 below reports the respective shares of spending
in these two sectors, according to various spending categories. When ODA is included, targets appear
more within reach, but mask the reality of very low non-wage recurrent spending in both sectors,
which are significantly below the targets in both health (1.3 percent) and education (3.4 percent).
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Table 3: Government spending: total and in health and education, by economic category

USD million 2006/07 % 2007/08 % 2008/09 % 2009/10* % 2010/11* %

Total Gowrnment Spending 858 1,109 1,236 1,745 1,897

recurrent 366 520 669 897 1,036

o.w. non-wage recurrent 155 236 277 479 567

capital 360 415 392 626 600
o.w. ODA 301 338 258 471 637

health 24 2.8% 33 3.0% 75 6.1% 68 3.9% 135 7.1%

recurrent 12 3.3% 17 3.3% 23 3.5% 27 3.0% 31 3.0%

o.w. non-wage recurrent 2 1.3% 3 1.5% 5 1.9% 7 1.5% 7 1.3%

capital 12 3.4% 16 3.9% 52 13.3% 41 6.5% 104 17.4%

o.w. ODA 10 3.3% 14 4.0% 18 7.1% 20 4.2% 24 3.7%

education 124 14.5% 122 11.0% 146 11.8% 167 9.6% 216 11.4%

recurrent 47 12.8% 62 12.0% 88 13.2% 94 10.5% 112 10.8%

o.w. non-wage recurrent 4 2.6% 5 2.2% 11 4.0% 12 2.5% 19 3.4%

capital 77 21.5% 59 14.3% 57 14.6% 72 11.6% 104 17.4%

o.w. ODA 73 24.4% 54 16.0% 50 19.6% 62 13.2% 91 14.3%

% means as a share of the corresponding economic category; * Budgeted allocation
Source: MOF

84. Despite significant improvements in Maternal and Child Health (MCH) indicators,
maternal mortality is still high considering Lao PDR's economic progress and status.16 Only one-
fifth of deliveries are attended by skilled birthing attendants, who are able to provide basic emergency
obstetric and neonatal care. Recognizing the significant national socio-economic benefits improved
MCH brings, the GOL made this a national priority in the NSEDP7 in October 2011. Specific targets
based on the MDGs, accompanying a broad action plan, have been developed. Among the
developments include free MCH services, which provide a subsidy for giving birth and provide free
childcare treatment. These services address the demand-side financial barriers for health care services.

85. Under the education sector development plan, and in accordance with the policies and
strategies of the Education Sector Development Framework (ESDF), one of the main targets is
to set up new financing mechanisms - based on outputs, rather than inputs - to help funnel more
central government resources to schools. The mechanisms will consider the capacity of the
govermment and of community, to ensure that sufficient learning and teaching materials are provided
to raise the quality of education. To achieve this target, the Ministry of Education and Sports
(MOES), with the support of the MOF, has initiated a block grant scheme for primary schools based
on a per student financing formula. If designed and implemented well, such scheme has the potential
to help achieve a number of objectives, including: i) providing for a more transparent distribution
mechanism (i.e. formula based); ii) empower schools and local communities to make decisions
regarding the best use of their non-wage recurrent expenditure budget; and iii) ensure (from the central
government's perspective) that all schools - irrespective of their geographical location - receive a
minimum amount of non-wage recurrent resources.

86. The current financing system provides inadequate resources for schools, and excludes
incentives that focus on education quality, eradicating inequities and efficiency of spending. Lao
PDR lags behind its neighbors on both enrollment rates and on literacy rates. In addition, assessments
of student learning outcomes are a relatively recent phenomenon and so far, only two 5 th grade
assessments have been carried out (while an assessment of 3 rd graders will be carried out in 2012).

16 The maternal Mortality rate was 650 per 100,000 live births in 2005, much higher that the lower income
average of 330 and the East-Asian average of 100 the same year.
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The problem is partly that Lao PDR has allocated relatively few resources to education - around 2.5
percent of GDP since 2005 - and has a weak education financing system in place. In this system, the
central government has been responsible for wage and capital expenditures (although donors finance
the bulk of capital expenditures) while there has been less clarity on who should mobilize the
resources for non-wage recurrent expenditure. According to some accounts, provinces have been
asked to mobilize the resources for non-wage recurrent expenditure but this division of responsibility
does not seem to have worked: provinces have not had the resources (or willingness) to allocate non-
wage recurrent resources. Since 2004/05, non-wage recurrent expenditure has only grown marginally
and, as a result, shrunk from 17 percent of total education budget in 2001/02 to less than 4 percent
2006/07, after which it has recovered somewhat (reaching 8 percent of total spending in 2008/09). As
a result, schools have only minimum equipment: blackboards, chalk, desks and a teacher's guide.
Other basic essentials, such as teaching aids, textbooks and reference materials, are largely confined to
a select group of schools that can benefit from a richer classroom environment.

87. In the health sector, the free MCH policy seeks to address several constraints related to
access and utilization of quality health services. First, fee free services and reimbursing costs of
transport will improve financing health care for mothers and their children. Second, the policy will
increase the flow of budgetary resources to health facilities. Currently, the health sector is allocated
only 4 percent of the national budget, and health facilities receive very little funding for nonwage
recurrent expenditures. The new policy therefore establishes an output-based financing mechanism to
increase the service delivery budget, which will in turn contribute to service quality while improving
financial access for patients. National scale up of the free delivery policy alone will not be sufficient
to address the larger problem of inadequate non-wage recurrent cost transfers to front-line health,
however, since deliveries represent only a portion of health services. A multiple-track strategy is
necessary, including: i) strengthening monitoring of government expenditures reaching front line
service delivery, and using these data to encourage national and provincial governments to move
toward nationally adopted expenditure targets in health and education; ii) gradual expansion of output-
based payments for health services, through scaling up of free deliveries; expansion of free MCH
package to include outpatient and inpatient services for children under 5 (which will first be piloted
with donor financing, including through the World Bank-financed HSIP program); and iii) further
expansion and consolidation of other social health protection mechanisms, including health equity
funds, which pay user fees on behalf of the poor.

88. The free MCH policy creates an entry point to address other pressing issues in the health
sector. It will establish a policy framework to harmonize and develop a national scale-up strategy for
the various donor-financed free MCH schemes that have been piloted in recent years. This includes
schemes financed by the World Bank's Health Sector Improvement Project (HSIP), which piloted a
free maternal health scheme in two districts. Second, it will provide a basis for coordination and
harmonization with other social health protection schemes, including donor and government-financed
Health Equity Funds (HEFs). The HEFs provide social health insurance for civil servants, as well as
community-based health insurance. Third, it will require clarification of fund flows, monitoring, and
verification arrangements for these transfers at the national, province, district, health facility and
community levels, The Funds will also aim to strengthen accounting systems and financial
management capacities at all levels of the health system. Finally, guidelines will need to be
completed. The guidelines will require dialogue between MOH and MOF to clarify accounting
procedures and policies on technical revenues in the health sector. To motivate health staff, a portion
of revenue and surplus incentives may be allocated.

89. PRSO will support the design and implementation of social sector policies prioritized by
the government, namely the MCH policy and school grants, that will be implemented with
domestic budget resources. The policies propose to increase public resources available at the lowest
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spending unit level - schools and health facilities -in addition to the overall budget envelope available
to those sectors. This support builds on the previous PRSO series, which supported establishing a
financing strategy in the health sector, costing a sector plan in the education sector, as well as
increasing non-wage recurrent expenditure in education.

90. These health and education policies are expected to positively impact the non-wage
recurrent expenditure allocation to the social sectors at the aggregate and spending facility level,
and positively impact textbook to pupil ratio and the number of births attended by skilled health
personnel, which are directly correlated with social outcomes in those sectors.

91. Specifically, in education, PRSO 8 supports the distribution of the school block grant by
the MOES to public primary schools based on a per student formula. The program envisages a
greater role for communities and school boards. In the current design, the community has to sign off
when the school block grant is received and a condition for receiving the funds is that a school
development plan (designed with community involvement) has been prepared. The PRSO operation is
supported by a $1 million TA (provided by AusAid) to enhance the capacity of communities to
provide effective oversight and contribute to the planning process.

92. In health, PRSO 8 supports the adoption of the National Free Maternal and Child
Health Policy through the approval of the Prime Minister Decree and Ministerial Guidelines.
Importantly, the Guidelines will clarify which funding source will cover the policy in districts that
have pre-existing health and social protection schemes.

93. PRSO 9 will support the adoption of a coverage, financial, and monitoring plan for
scaling up free MCH and HEFs over the next three fiscal years, encompassing domestic and
external financing. This trigger will support the institutionalization and enhance the sustainability of
key interventions likely to improve the Maternal Mortality Rate (MDG 5) in anticipation of 2015
MDGs. Addressing issues related to supply-side capacity building - training, supply of key
commodities, technical supervision, facility and equipment upgrades - are implicitly required in the
scale-up plan.

* Analytics: PEFA, PER, Civil Service Pay and Compensation Review and Health, Education
Financial Management Assessments.

* TA: PFMSP MTDF, new WB IDA Public sector project, IDA Education Development Project,
Education for All-Fast Track Initiative, Health Services Improvement Project and Additional
Financing, AusAID and EU TA in social sectors.

* Other development partners' support and coordination mechanisms: Other development
partners in the health sector include ADB (eight northern provinces), JICA (four southern
provinces), Lux-Development (focusing on Vientiane Province, Bolikhamxay and Khammouane),
World Health Organization (TA on MCH and piloting free maternal and child health in two
districts of Khongsedone in Salavan Province and Khoun district of Xiengkhouang Province,
UNFPA and UNICEF. The World Bank Health Service Improvement project (HSIP) supports
increased utilization and quality of health services for poor women and children, focusing on the
five southern provinces. Donor coordination falls under the health and education Sector
Development Working Group, which was recently upgraded from a sub-group to a full working
group.
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Cluster 5: Improving the investment climate for diversification and competitiveness:

94. Lao PDR is actively integrating into regional and multilateral trading systems. The
economy is being liberalized with an emphasis on facilitating increased inward investment. The newly
liberalized economy supports under-developed domestic private entrepreneurship through reform and
investments in an improved enabling environment for business and trade. Regulatory reform is also
being driven, to large extent, by commitments at the ASEAN level, and as a result of the efforts to
accede to the WTO.

95. Nevertheless, the economy is increasingly dominated by investment and trade in natural
resource based sectors (principally in hydropower and mining). Dominant investments in one
primary sector results in increased risks associated with export concentration and challenges in
sustaining growth in others. In addition, Lao PDR's transition to market-based systems remains
incomplete due to an over emphasis in centralized planning. Thus, there remains an increasingly large
gap between the de jure enabling environment for trade and private sector development, and the de
facto regulatory processes and procedures enterprises face. Lao PDR is ranked 165 out of 183
economies in the 2011 Doing Business Report.

96. PRSO enables investment in the non-resource sectors for diversified growth and
competitiveness by supporting the establishment of a transparent, rules-based and predictable
business environment. Two main action are planned under this cluster: i) policy actions associated
with initiating rules-based and transparent border procedures that enable imports and exports, building
on previous achievements such as a WTO consistent legal framework; and ii) policy actions
supporting the establishment of a predictable and transparent investment environment outside the
resource sectors through the implementation of enterprise and investment promotion laws, which
contain the legal foundations for a streamlined, simplified business environment. This support builds
on a number of legal foundations supported by the previous PRSO series to improve simplified and
competitive trade and business frameworks. This support is expected to positively impact the time
and cost it takes to import and to start a business.

97. PRSO 8 supports transparent access to information on trade-related processes and
procedures, which will improve predictability and transparency for importers and exporters.
Analytical work indicates that a lack of information on import and export procedures is a significant
barrier, a source of frustration and cause of delayed import/export clearances for the private sector.
Many laws, decrees, regulations and instructions are not easily available to the public. Similarly,
information on permit and license issuing business processes, procedures, costs and performance
standards is rarely accessible. Lao PDR has made commitments at the regional (ASEAN) and
multilateral (WTO) level to improve transparency and predictability for the private sector by putting
information on trade-related rules and regulations - including laws, decrees, regulations, tariff and fee
schedules, licenses, permits and measures - into the public domain in an easily accessible manner. This
is a requirement under Article X of the GATT and also under Article XIII of the ASEAN Trade in
Goods Agreement. The establishment of an electronic trade portal, making information on trade
related processes and procedures available in the public domain, is an important step to improve
transparency for importers and exporters.

98. PRSO 8 also supports simplifying enterprise registration procedures and abolishing
investment licenses for general investments under the Investment Law. The implementing decree
for the Investment Law provides the platform to abolish investment licenses for foreign investment in
"open" or "general" sectors. The establishment of new procedures for enterprise registration is
necessary to ensure that the Investment Law is implemented fully so that investors in open sectors can
proceed directly to enterprise registration. As of February 2012, MOIC has started to implement the
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new Investment Law consistent with the Enterprise Law. Investment licenses that were formerly
required for foreign investors have now been abolished and a new department, the Department of
Investment Promotion for General Businesses (DIPGB), at MOIC was established in February 2012 to
administer the expanded responsibilities. There is now a one-stop procedure to obtain enterprise
registration certificates for both general foreign and domestic investors. The result is one less step
necessary for foreign investors to start a business in Lao PDR.

99. PRSO 9 proposes to support the implementation of a customs risk management
approach for imports. Under the current manual customs declaration processing procedures, 100
percent of inbound cargo is subject to physical inspection. This results in inefficient use of customs
resources and unnecessary delays at the border. The deployment of the new automated customs system
and allied risk management approach will allow the Customs Department to physically inspect fewer
imports, while maintaining the integrity of revenue collection. This policy action is an important part
of broader efforts to establish rules-based and transparent border procedures than enable import and
export trade.

* Analytics: Lao Development Report, 2nd Investment Climate Assessment, Trade and Transport
Facilitation Assessment (TTFA) and related corridor analysis, government's new DTIS.

* TA: TDF-1 and 2, Customs and Trade Facilitation Project, Partnership with IFC
* Other development partners' (DPs) support and coordination mechanisms: DPs involved in

trade and competitiveness issues include the ADB SME/PSD Program Loan, the USAID Luna
project and the ASEAN Technical Assistance. Donor coordination falls under the Trade and
Private Sector Development Working Group, which was recently upgraded from a sub-group to a
full working group.
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Box 4: PRSO 9 triggers

PRSO 9 trigger 1: MOF submits a draft Presidential Decree on public debt management to Government
Office
This trigger proposes to clarify, unify and strengthen the legal framework for debt management. Debt
management legislative pieces are so far fragmented into various government legal documents. This legislation
is expected to cover all public liabilities including guarantees, contingent liabilities and SOE borrowing. It will
clarify the authority to borrow and to issue new debt, invest and undertake transactions on the government's
behalf (thereby regulating BOL quasi-fiscal lending). It will clarify debt management objectives and will include
requirements to publish information on the public debt on a timely basis. This is the first critical step towards a
unified and strengthened debt management framework, which will be critical in the coming years. The debt
management framework is important as the country faces greater financing needs due to its rapid economic
development, and simultaneously, greater access to financial resources, which will need to be carefully assessed
and proactively managed under a clear and consolidated legal framework.

PRSO 9 trigger 2: Treasury Department submits to the Minister of Finance the TIMS design with
modernized full-function treasury processes and system functional and technical requirements
This trigger is the responsibility of the National Treasury in collaboration with the Budget Department,
Accounting Department, Fiscal Policy Department, ICT Center and other departments under MOF. The MOF's
departments with technical assistance are developing a full-functionality Treasury Information Management
System (TIMS) to replace the locally developed GFIS. This will provide more condensed functionalities to
support the requirements of the government's PFM reform program.

PRSO 9 trigger 3: MOF submits to Government Office the decree on public sector accounting
This trigger reflects the government's will to implement international accounting for the private and public
sectors. Standard implementation will take place over the medium-term in a properly sequenced manner, as the
necessary TA and capacity building activities are completed.

PRSO 9 trigger 4: MOHA submits to Government Office the draft of the revised Law on Local
Administration
This trigger is the Ministry of Home Affairs (MOHA)'s responsibility, which is among the four newly
established ministries. The Ministry was upgraded by merging Public Administration and Civil Service
Authority (PACSA) with other related departments. With regards to service delivery, MOHA has a mandate to
improve public administration and facilitate operations of the inter-governmental fiscal relations system. The
amendment falls under Local Administration and aims to i) enhance the enforcement of the law; and ii) clarify
unclear provisions related to the functions of the central-local level.

PRSO 9 trigger 5: MOF appoints a Mining Revenue Task Force which reports to the Minister on
projected FY13/14 revenues and FY/12/13 revenues from the mining sector
This trigger reflects the first step towards the establishment of a mining taxpayer office. The mining revenue
taskforce will report to the minister on current and expected revenues from the mining sector. This trigger
intends to initiate the reform towards the establishment of a Large Mining Tax Payer Unit to build the capacity
required to understand and analyze business structures and operations, identify and address compliance
challenges, develop specialized knowledge and capacity to audit large taxpayers, and implement tailored
compliance management programs.

PRSO 9 trigger 6: MOH and MOF adopt a coverage, financial, and monitoring plan for scaling up free
MCH and HEFs over the next three government fiscal years, encompassing domestic and external
financing
This trigger proposes to support the harmonization of a national scale-up strategy for the various donor-financed
free MCH schemes and other social health protection schemes, including clarification of fund flows, monitoring,
and verification arrangements for these transfers at the national, province, district, health facility and community
levels. It also plans to strengthen accounting systems and financial management capacities at all levels of the
health system.

PRSO 9 trigger 7: MOF implements customs risk management approach to imports where ASYCUDA is
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deployed
As part of the government customs reform and modernization program, efforts are underway to introduce a pilot
customs risk management approach to physical inspection. Under the current manual customs declaration
processing procedures, 100 percent of inbound cargo is subject to physical inspection. This results in inefficient
use of customs resources and unnecessary delays at the border. The deployment of the new automated customs
system and allied risk management approach provides for the use of selectivity, so that only a proportion of
imports at higher risk are subject to physical inspection, while also maintaining the integrity of revenue
collection. This policy action is an important part of broader efforts to establish rules-based and transparent
border procedures, than enable exports and exports.

XI. OPERATION IMPLEMENTATION

Poverty and Social Impact

100. The PRSO series supports, and is fully consistent with the government's Poverty
Reduction Strategy. The NSEDP7 names poverty eradication as one of its seven main strategic
orientations. It proposes to tackle poverty issues through several thematic and cross-cutting issues,
aiming to further its reduction through sector and regional development. These include reducing the
rural-urban income divide through education, capacity building, private sector development, and better
health, infrastructure and regional development policies. The plan outlines the sustainability of
development by emphasizing economic development alongside a strengthening of the country's
cultural and social fabric as a critical goal.

101. While the country in general has made good progress on advancing gender equality, in
particular in urban areas, gender disparities still prevail and are more pronounced in rural
areas and among some smaller ethnic groups. For example, the years of schooling completed for
Lao-Thai boys (the majority group) are 6.2 compared to 3.6 and 1 year for Hmong-lu-Mien boys and
girls respectively. Health care for pregnant and new mothers, and matemal and child malnutrition are
areas of particular concern. The maternal mortality rate (estimated at 405 per 100,000 live births)
remains one of the highest in Asia, and most women (86 percent) still deliver at home, without the
assistance of a skilled birth attendant. Female farmers continue to face obstacles to improved
production and market returns. The Country Gender Assessment for Lao PDR (WB, ADB 2012) also
highlights women's limited participation in local decision making bodies. Economic growth by itself
will not be enough to bring about improved gender equality, in particular for vulnerable groups.
Concerted public actions in infrastructure development and improved outreach of services are needed
to close persistent gender gaps. The PRSO's support to the health and education sectors in particular,
is expected to positively contribute to reduced gender disparities.

102. Policy actions supported under PRSO 8 are expected to have positive poverty and social
impacts. No significant negative impacts are envisaged. A strengthened macroeconomic policy
framework responsive to developments in the natural resource sectors and volatility in mining
revenues will have, a positive impact on growth and indirect incomes, by providing a stable and
predictable macroeconomic and fiscal environment, enabling medium-term planning for budget
policies. A rules-based investment and trade environment, by contributing to a more predictable and
level playing field, will attract more investment outside the resource sectors thereby contributing to
poverty reduction, having a positive impact on employment and incomes.

103. Households in Lao PDR are highly dependent on natural resources (e.g. forest products)
for food and livelihoods. This reliance is highest among the poor and other vulnerable groups.
Places where the most potential exists for new mining and hydro projects are remote areas that are
inhabited by ethnically diverse and vulnerable populations. Taken together, there is a relatively high
risk of deterioration in poverty and social indicators if the impact of mining and hydro projects on
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these populations is not effectively managed. Benefit sharing and other mitigation strategies that can
reduce these risks and are appropriate for Lao PDR's context. PRSO, by supporting the establishment
of financial mechanisms for the sustainable management of natural resources, contributes to
addressing and mitigating these risks.

104. As a whole, the PRSO support for improvement of revenue management in the
hydropower and mining sectors will have positive social and poverty impacts. The hydropower
and mining sectors are already the biggest contributors to national revenues, and therefore to service
delivery. Ensuring similarly broad environmental benefits will take additional efforts, including
through the institutional and policy reforms mentioned here. Each mining and hydropower project
represents both considerable benefits and risks, which makes the overarching priority of boosting
capacity to manage these sectors and projects properly all the more important. The PRSO also
encourages an approach to public finances in natural resources that reinforces the overall sustainability
of the sectors in the long-run.

105. Public financial management reforms aim to improve fiduciary controls and enhance the
quality of service delivery. 17 Poverty and social impacts are expected to be positive, as they improve
the ability of the government to provide more effective, timely and accountable services to citizens.

106. Better access to education and health, particularly through sustainable financing
mechanisms utilized at the spending-unit level are expected to have a positive impact on poverty
reduction. One systematic way to improve resource flows towards the education and health sector in
an efficient and equitable way is for schools and health facilities to manage resources themselves. The
increased community oversight from such a scheme is known to have enhanced accountability in
education and health systems, which have adopted the approach. The PRSO support to the school
block grant policy and the Free Maternal and Child Care Policy is expected to have a positive impact
on social spending levels and effectiveness, thereby positively impacting poverty reduction.

Environmental Aspects

107. By supporting the sustainable management of resources coming from the natural
resource sectors and promoting diversified growth, the broader operation's environmental
impact will be either positive or neutral. The PRSO series supports a more sustainable policy and
institutional management framework in the hydropower and mining resources' value chain, to
maximize the development of the sector, while minimizing potential adverse social and environmental
impacts. Supported under the previous PRSO series, the government has developed regulations on
environmental and social safeguards, including Environmental and Social Impact Assessments, and is
working toward ensuring compliance. Support from international partners is available through the
Nam Theun 2 Hydroelectric Project, Nam Theun Social and Environment Project, the Lao
Environment and Social Project (LEnS), and the Hydropower and Mining TA project:

17 PFM reforms are category "C" and do not trigger any safeguards.

37



* The Lao Environmental and Social Project (LEnS) supports the development of the
regulatory framework for the hydropower sector, in relation to other large development
projects. Sub-grants to support implementation of the National Policy on the Environmental
and Social Sustainability of the Hydropower Sector and the Resettlement Policy have been
implemented and their Phase I reports are complete. Based on the findings and on dialogue
with stakeholders, the Environment and Social Impact Assessment (ESIA) Practice and New
ESIA regulation in Lao PDR have been revised and approved. A sub-grant to develop a River
Basin Organization (RBO) to manage water resources in the Nam Theun/Nam Kading Basin,
has contributed to the development of a national river basin management model, alongside
ADB and French Government efforts in the Nam Ngum Basin.

* The Hydropower and Minding Technical Assistance Project supports the upgrading of
curricula and professional skills in sectors relevant to hydropower and mining, and
strengthening the planning, management and monitoring systems within the Ministry of
Energy and Mines (MEM), including with the Departments of Mining, Geology, Electricity,
and Energy Promotion and Development. Support also extends to the Provincial Departments
of MEM (PDEM), to strengthening monitoring systems, including for environment and social
safeguard issues. Community-level support is also provided in mine-affected areas where
procedures for community development funds (financed from mining sector revenues) will be
promoted.

* The Nam Theun 2 Project remains the primary vehicle for on-the-ground institutional
development of social and environmental safeguards related to hydropower development, and
is providing considerable practical experience and potential for capacity building in relation to
a broad range of social and environmental activities, including participatory approaches for
communities, protected area management, post-resettlement livelihood development (such as
community forestry, fisheries, development of market-based agriculture, and development of
links between micro-credit schemes and the formal financial sector), as well as strengthened
grievance, disclosure, and oversight and monitoring regimes.

Implementation, Monitoring and Evaluation

108. The proposed series will be the 3rd programmatic PRSO series, with four annual single-
tranche operations (PRSO 8, PRSO 9, PRSO 10 and PRSO 11). The series will include estimated
expenditure and dates in a medium-term framework, prior actions and defined triggers (key actions
signifying progress in program implementation) for moving into the next operation. It will focus on
step-by-step policy and institutional reforms and capacity building. PRSO 8, the first operation in the
series, will be considered under regular Board procedures. If there are no substantive changes in the
policy program and performance is adequate, subsequent operations will be presented to the Board on
a streamlined procedure basis. The four-year programmatic policy matrix framework has been
designed during the preparation of PRSO 8.

109. NSEDP7 implementation progress is monitored annually by the government (MPI).
Each year, line agencies report to MPI on implementation progress through a bottom-up process,
which follows administrative hierarchies (from districts, to provinces, to central administrations).
Regular discussions also take place with the donor community within the Macroeconomic, Private
Sector Development and Trade Working Group as part of the Round Table Meeting (RTM) process, as
well as separate and more detailed discussions on each part of the PRSO in other RTM working
groups. The IMF conducts supervision through annual Article IV missions. PRSO Development
partners participate in missions and retreats, as PRSO remains an open-operation welcoming new
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partnerships. The Bank supports progress in strengthening the M&E framework for the NSEDP7, by
providing capacity building to the MPI, key line ministries, pilot provinces, and to the National
Assembly staff. An essential part of these capacity-building activities includes support for the sector
monitoring plans under the NSEDP7.

110. The PRSO Steering Committee leads the implementation of the PRSO program. By
Order of the Prime Minister, the Steering Committee was established, and is chaired by the Minister of
Finance. The Committee is supported by a PRSO Secretariat and chaired by the Vice Minister of
Finance. Both bodies include senior level representation from relevant ministries. In particular, the
Ministries for Planning and Investment, Education and Health, Energy and Mines, Industry and
Commerce, Agriculture and Forestry, Natural Resources and Environment, BOL, Prime Minister's
Office, and other agencies are represented. The PRSO Secretariat covers the program implementation
and coordinates with all relevant ministries and agencies. It has established under the new series
Thematic Technical Teams (TTT) in charge of monitoring progress of PRSO policy actions.

111. Stakeholder consultations on reforms take place regularly, are government-led and
mainstreamed into PRSO policy actions. Consultations are an integral part of the consensus building
efforts towards reform in Lao PDR and are a key element of success. It is a standard practice for the
government to set up working groups, task forces, steering committees and organize workshops with
key agencies and stakeholders to discuss strategic orientations, including design of sectoral strategies,
legislative and regulatory framework, and implementation modalities of policies. Development
partners support consultation initiatives through financial and technical assistance.

112. In addition to monitoring progress against policy actions, a Monitoring and Evaluation
(M&E) framework was designed, and is presented in Annex 3. The M&E framework covers all
four operations in the series and will reflect progress towards the end of the series. The progress will
be reported in the Implementation Completion Report in 2016. The end-of-series outcomes expected
under each sub-component of the PRSO program will be recorded in the PRSO matrix (Annex 3). In
addition, macroeconomic developments and poverty and social indicators will be closely monitored.

Fiduciary Aspects

113. The government has improved fiduciary arrangements around budget execution;
however, weaknesses remain. The overall fiduciary risk is considered to be significant due to
weakness in the financial management systems and slow implementation of the improved public
procurement framework. The government has started publishing quarterly budget execution reports to
increase transparency in budget execution. However, the accuracy and comprehensiveness of these
reports needs to be further improved. At the same time, implementation of the Consolidated Treasury
Account framework has helped the National Treasury take direct control over revenue accounts across
the country. This has allowed the National Treasury to conduct daily reconciliation of bank accounts.
From 2008/09 the SAO submitted findings from the 2008/09 annual budget audit report from the June
session to the National Assembly. The publication of an audit report summary was a PRSO 7 prior
action. The audit report summary for the 2008/09 was prepared and published in a local newspaper in
April 2011. The accounting and auditing profession and related institutions still needs to be developed
and PRSO 8-11 intends to provide support.

114. PRSO has supported significant progress in improving the PFM system and reforms,
despite significant fiduciary weaknesses, which warrant continued support for a budget support
operation. Actions planned under PRSOs 8-11 contribute to reduction of fiduciary risks. Major
recommendations aimed at further improving public financial management systems, including the
efficiency and transparency of public resource use, are reflected in the PFMSP and supported by the
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PRSO program, as well as other instruments in place such as the MDTF and a new IDA public finance
management project, which is under preparation. Strengthening the external audit function and public
financial management systems is a medium to long-term process. The challenge is to effectively
implement the PFMSP, and monitor the strengthening of program initiatives by the government.

115. Budget transparency has improved and this agenda is on-going. The budget is published
and accessible to the public. The government started publishing in 2007/08 the summary of the budget
in the print media and details in the National Gazette four months after the NA approval. According to
the PEFA assessment, 65 percent of the budget is being disclosed by administrative and economic
breakdown. Budget execution reports are published on average four months after NA approval and
four months of end of the fiscal year. Since 2008/09 the audit finding debate is broadcasted on radio
and television, and the summary of the audit report published in the print media. The National Gazette
is accessible in print to the general public from the National Treasury offices and the NA. Looking
ahead, the government could publish more accurate in-year budget execution reports and end-of year
financial statements. This will depend on the outcome of the PFM reforms currently being conducted,
including deployment of a new integrated financial management information system and accounting
reforms.

116. PRSO has supported the strengthening of the legislative framework for public
procurement through the passage of a new procurement decree, implementing rules and regulations, a
standard procurement manual and standard bidding documents. However, implementation has lagged
behind. To better understand procurement reform in Lao PDR, and to build on legal foundations which
PRSO has helped set in place, a Lao PDR Procurement Binding Constraints Diagnostic Assessment is
being prepared. Once finalized, it will serve as the foundation for the design of the procurement
reform component of the new Public Finance Management Project, and, if deemed adequate, will be
incorporated into future PRSO support.

117. The last IMF Safeguard Assessment of the BOL, conducted in 2003, classified risks as
medium to high in the five categories. These medium to high risk categories are external audit
mechanisms, legal structures and independence, financial reporting framework, internal audit
mechanism and internal control systems. Progress on the safeguard recommendations has been mixed,
and the agreed joint audit of the BOL 2003 and 2004 accounts by the State Auditor and an
international audit firm have not been pursued. However, the SAO has conducted compliance and
financial audits on BOL annually since 2007/08. These audit reports have been submitted to the NA,
but are not available to the public.

118. It is recommended that the recipient maintain a dedicated deposit account for the
proceeds of the Grant, and will report on the funds flow of the dedicated deposit account. The
government will, if considered necessary by IDA, allow an independent external audit of the dedicated
foreign currency deposit account.
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Disbursement and Auditing

119. A single tranche grant of SDR 13.3 million (US$20million equivalent) will be available
upon grant effectiveness, anticipated for August 2012. The recipient of the single tranche grant is
the Lao PDR. The closing date of the operation will be December 31, 2012.

120. The Grant proceeds will be disbursed against satisfactory implementation of the policy
program development, and the stipulated release conditions of PRSO 8. The Grant proceeds will not
be tied to any specific purchases. However, such proceeds will not be used for ineligible expenditures.
As was practice under PRSO 1-7, the Recipient will maintain a dedicated Deposit Account in US
dollars at the BOL, as part of the general foreign currency reserves of the government, and the Grant
proceeds will be deposited by IDA into that Deposit Account. An equivalent amount will be converted
into local currency and credited to a Central Treasury account that is used to finance budget
expenditures within 2 days.

121. Through the MOF, the GOL will report the amount received in the US Dollar Deposit
Account at the BOL to IDA. The GOL will report the amounts withdrawn from the Deposit Account
and the equivalent amounts credited in local currency to the Central Treasury Account available to
finance budgeted expenditures. The report on the amounts withdrawn will include the date and
name/number of the government's bank account into which the local currency amount has been
deposited. The report on receipts and disbursements from the Deposit Accounts is to be submitted to
IDA within 45 days of the final disbursement of the grant proceeds from the Deposit Account.

122. The government will ensure that the Grant proceeds are used for budgeted public
expenditures except for purposes or items on IDA's "negative list," as agreed during negotiations
and specified in the Financing Agreement. If the proceeds of the Grant or any part of the Grant
proceeds are used for ineligible purposes, as defined in the Financing Agreement, the Bank will
require the government, upon notification from IDA, to refund the amount directly to IDA. Amounts
refunded to IDA upon such requests shall be cancelled. Upon request by IDA, the dedicated account
and related fund flows to and from this account will be audited by independent auditors and in
accordance with terms of reference acceptable to IDA. The audit report will be provided to IDA within
four months after IDA's audit request. The processes and controls described above reflect the findings
of the IMF's safeguard assessment as regards the central bank control environment in making use of a
dedicated deposit account for the foreign exchange proceeds of the Bank's disbursement.

Risks and Mitigation

123. The Lao PDR PRSO series remains a relatively high risk program warranted by a
substantial potential payoff - Lao PDR remains on a rapid growth and poverty reduction track,
making progress towards the MDGs. Over time, the nature of risks has changed. Risks initially
identified as binding, such as commitment to reform and inter-agency coordination have declined,
while capacity risks have increased and become a possible binding constraint.
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124. The PRSO 8-11 addresses some of the risks raised by the GOL's emphasis on natural
resources for economic and social development." At the national level, the risks are
macroeconomic or involve the opportunity costs of large-scale investments. At the macro-level, the
risk of higher volatility and lower employment in the long-run stems from the possibility of
suppressed industrialization and economic overheating associated with large resource exports. At the
micro-level, there is always a risk that investments in hydropower or mining may not represent the
best possible use of natural resources, given the socioeconomic goals of the country. At the local level,
the risks are largely environmental and social. Last but not least, there is a risk that the institutional
and governance gap between the demand for natural resources and the capacity of the government to
manage the resources in a sustainable manner will grow, as more resources become available. The
proposed PRSO series, complemented by technical assistance, proposes to strengthen the
macroeconomic framework and support economic diversification through trade and private sector
climate reforms, tackle the public finance aspect of natural resource management, as well as to
promote stronger public financial management across the board. Other instruments such as technical
assistance and investment projects contribute to strengthen capacity, regulatory enforcement and the
broader governance across the natural resource value chain.19

125. Macroeconomic risks include: i) a prolonged global economic downturn. Although the
global economic crisis' impact on Lao PDR's economy is limited, potential risks remain. Lao PDR's
reliance on subsistence agriculture has so far limited the overall reach of the global economic crisis.
But heightened uncertainty in the global economy, for example, with price volatility, the debt crisis in
Europe, and a slowdown in regional economic growth, has led to a revision of Lao PDR's medium
term growth projections down to 7.5 percent a year on average from 2012 to 2015, compared to an
early estimate of 8 percent. Other potential impacts of the global economic crisis include a decline in
external demand through lower demand for the country's exports and or lower commodity prices, and
lower FDI. These factors also affect exports, such as minerals and agricultural products, as well as FDI
inflows, even though the country is relatively less exposed to global economy fluctuations compared
to more advanced economies in the region. To mitigate this risk, the PRSO supports strengthening
macroeconomic coordination and paying greater attention to natural resources in macroeconomic
management; ii) in the financial sector, weak supervision, weak reporting and monitoring, lack of
transparency and limited available and reliable information to monitor the sector are risks to
macroeconomic stability. Mitigation measures include PRSO support to improve banking disclosure,
and at the country strategy level, to undertake further analytical work to raise awareness of the issues;
iii) finally, there is a risk of competitiveness loss outside the resource sectors, through high spending
caused by large capital and revenue inflows, over borrowing, and factor reallocation to the non-
tradable sectors (Dutch Disease), leading eventually to shrinking sources of growth and employment.
This PRSO series mitigates this risk up front by supporting the strengthening of fiscal policy
frameworks, debt management, and the competitiveness agenda.

18 Lao Development Report, 2010.
19 The Lao Environmental and Social (LEnS) project; NT2 environmental, economic and social work; the
Technical Assistance Project for Capacity Development in Hydropower. The Lao Development Report and its
background papers provides strong analytical base informing support.
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126. Risks associated with the revenue aspects of natural resource management, supported by
this PRSO include (i) quick decision making, which may translate into regulations or formulas that
have unanticipated consequences, such as discouraging quality investors, or imposing costs on other
sectors of the government. A problem with quick decision making is that it may not capture the
government's revenue potential; (ii) uncoordinated taxes or fees that create trade-offs across the
government, reduce predictability and increase transaction costs for private investors, and reduce
budget transparency; (iii) reduced sustainability in NRM by not recognizing the full costs (including
externalities) associated with hydropower and mining development, and overlooking the institutional
and incentive dimensions of revenue collection and sharing; and (iv) inadequate formulas for meeting
local costs and benefit sharing with local communities, thereby reducing the value of these sectors
intended to advance the government's broader socioeconomic aims. The proposed PRSO series
proposes to support initiatives that address these general risks, by clarifying public revenue
management mechanisms that are informed by good international practices.

127. Public Finance Reforms include a high level of risks for PRSO. First, a weak public
financial management system does not allow for timely reconciliation. Additionally, reporting of
public finances indicates a high fiduciary risk of possible leakages of funds. This risk is heightened by
provincial autonomy without adequate monitoring and accountability mechanisms. It is mitigated by
the fact that the recentralization of budget execution at the National Treasury and revenue
administration functions (Customs and Tax Departments), the Treasury Single Account is established,
and it is supported by PRSO. Second, PFM reforms go to the heart of the political economy. And
therefore, political backsliding and reform delay are high risks for the PRSO. These risks are mitigated
by enhanced engagement with the National Assembly to build the reform from within, and supporting
reforms already endorsed by the Party Congress and contained in the revised NSEDP. Third, another
risk is limited human capacity to undertake sophisticated cross-sector reforms. This risk is partially
mitigated through technical assistance, and partially through opportunities within the reform program.
Opportunities include supporting reforms with good support and momentum on the one hand, while on
the other hand continuing to push reforms in the making, which may proceed at a slower pace. PRSO
support to public administration reform through the strengthening of public service effectiveness also
helps mitigating risk.

128. In the PRSO-supported education and health reforms, the risks pertain to limited
capacity at the local level to implement new policies that extend to the lowest spending-unit level.
Risks also center on possible fiduciary leakages given that financial management mechanisms do not
allow solid tracking down to the spending unit level. In the health sector, fragmented management
coupled with numerous donor initiatives complicates the uniform and consistent implementation of a
nation-wide program. These risks are mitigated through PRSO and TA support to strengthen financial
management mechanisms in those two sectors and. Dialogue on risk is facilitated between the
Ministry of Finance and the Ministries and Education (MOE) and Health (MOH).

129. In an investment climate aiming to support diversification and improve competitiveness,
the principal risks associated are the incomplete implementation of enacted reforms, capacity
gaps and institutional resistance to change. These risks result in a gap between the legislation in place
and the processes and procedures actually faced by the private sector. These risks are mitigated by
designing support to account for the changing nature of reform dynamics, through TA and dialogue
facilitated by the Trade Development Facility, the Customs and Trade Facilitation Project and the
PRSO.
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130. Finally, a number of changes in senior management in ministries and other government
agencies imply a risk of discontinuity with previous PRSO dialogue. In June 2012, the National
Assembly appointed a new government, following the 9 th Party Congress and the start of the NSEDP7
implementation. New decision-makers may be less familiar with the PRSO program and /or have
different views on reform priorities. To mitigate that risk, the PRSO team has engaged in consultations
and outreach activities with policy-makers and other key stakeholders to build consensus around
reform priorities.
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Annex 1 : Letter of Development Policy

Z 6 JUN 2012

RECEIV ED
LAO PEOPLE'S DEMOCRATIC REPUBLIC
Peace Independence Democracy Unity Prosperity

MINISTRY OF FINANCE No. - / MOF
Vientiane, date:

2 5 .MN 2U12

LETTER OF DEVELOPMENT POLICY

Mr. Robert B. Zoellick
President
The World Bank
Washington, D.C.

Dear Mr. Zoellick,

I. On behalf of the Goveruncnt of Lao PDR, I am writing to request the

International Development Association's continued financial and technical support for the

implementation of our five-year National Socio-Econonic Development Plan fbr 2011-

2015 (NSEDP 2011-2015) through an Eighth Poverty Reduction Support Operation

(PRSO), the first oU Ihird PRSO programmatic series (PRSO8 to PRSOl 1).

Poverty Reduction Strategy

2. Our intention is to achieve rapid economic growth in order to Improve the

living conditions of the poor population. We are conmitted to halving poverty by 2015

and graduating from the status of least-developed country by 2020. Our commitment to

reforms and the development strategy to achieve these goals are articulated in the five-

year National Socio-Economic Development Plan for 2011-2015 (NSEDP 2011-2015)

approved by the National Assembly in June 2011.

3, A comprehensive and inclusive planning process was followed for the 7th

NSEDP. The Ministry of Planning and Investment (MPI) and line ministries lcd

consultations with local comunities, focusing on the poorest districts. Through the

Round Table Meetings (RTM), the private sector, donor community, and Civil Society

were also consulted. Other participants included National Assembly members and mass-

organizations like the Lao P.D.R. Women's Union. Cooperation across government was

strong, with the MPL leading frequent technical meetings with the Ministry of Finance

and line ministries. A series of consultations within eight Sector Working Groups

(SWGs) has taken place in the lead-ip to the RTIM 2011, complemented by the

1
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Provincial Consultation in Sekong in September 201 1. At these forums, discussions and

consolidation of inputs on the annual progress, achievements and challenges in

implementing the 7th NSEDP and MDGs have occurred.

4. The 7th NSEDP lays out a framework for development and makes our

development priorities explicit and transparent. These priorities take into account the

multi-dimensional nature of poverty alleviation, and are detailed in the concrete actions

detailed in this document: The seventh NSEDP provides a comprehensive strategy for

development, with a range of medium- and long-term policies aimed at sustained growth

and poverty reduction. It establishes the following overarching goals: (i) Ensure

continuation of national economic growth with security, peace and stability, and ensure

GDP growth rate of at least 8 percent annually and GDP per capita to be at least USD

1,700 by 2015; (ii) Achieve the Millennium Development Goals (MDGs) by 2015, and

adopt appropriate technology, skills and create favorable conditions for graduating the

country from Least Developed Country (LDC) Status by 2020; (iii) Ensure the

sustainability of development by emphasizing economic development with, cultural and

social progress, preserving natural resources and protecting the environnent; (iv) Ensure

political stability, peace and an orderly society.

5. To achieve these goals, the NSEDP proposes to (i) build a strong base for

sustained economic growth so to drive the nation out of the status of a least-developed

country, reduce poverty, support an economic and labor structural shift from agriculture

to industry, share the benefits of development with all; promote small and medium

enterprises; and promote people's participation, (ii) focus on rural development and

poverty eradication and reducing income disparities; (iii) continue education reforms and

support human resource development, upgrade anti expansion of educational

opportunities and labor skills, good health and sanitation, building better management

staff and high skilled workers; (iv) strengthen the effectiveness of public administration,

rule of law, tight against corruption, (v) optimize the use of natural resources, increase

cooperation and integration at regional and global levels, raise competitiveness, develop

socio-econotnic infrastructure; (vi) implement industrialization strategies, with a focus on

large projects and small and medium enterprises willing to integrate regionally and

globally.

6. The 7th NSE)P is now in its second year of implementation (2011-2012). The

main achievements in implementing the first Annual NSEDP (2010-2011) were reported

to the National Assembly in June 2011 and reflected i[L various Sector Working Groups'

progress reports. The 6th and 7th NSEDP implementation have entailed important

achievements in reforms in economic areas, social sectors nianageimnt as well as in

Public Finance Management (PFM) with key reforms being supported by the PRSO.

Policy dialogue under PRS04-7 focused on two broad areas (i) sustaining growth through

improvement of the investment climate, facilitating trade and enhancing management of

natural resources; (ii) improving social outcomes through better public financial

management systems and service delivery.

2
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7. The PRSO dialogue contributed in various nays to the Government reform

effort: Support for public finance management reforn has helped develop stronger

policy control over the use of budgetary resources: both in terms of making sure that

revenues are spent according to policies and plans, and that plans and policies better

determine how revenues are allocated to priority areas. Improvements in budget

processes and oversight functions have enhanced the transparency and accountability of

the public finance system, which are prerequisites for better use of Government
resources. These efforts will make it possible to improve the allocation (level and

composition) of social sector spending, needed to deliver key MUGs. We look forward to

the continued PRSO support in these areas so to enable public financial management

system to allocate higher spending at health and education, per government objectives.

8. PRSO has also been instrumental during the past to support improvement in the

environment for investment, trade and doing business. However, changes in laws and

regulations take time to translate into on-the-ground results, and implementation is only

starting in many of the supported areas of trade and investment climate. Some reforms in

the natural resource nanageinent area will, if implemented thoroughly, slow down and

increase costs of investment, in the interests of improving social and environmental

sustainability. Similarly, improvements in the regulation and governance of the financial

sector eventually contribute to the soundness of the financial sector and reduce iscal

risks, such as with further recapitalizations of state-owned commercial banks. We look

forward to PRSO support in these important areas, building on past dialogue and moving

on to implementation of laws and regulation for an improved and competitive business

climate.

Poverty Reduction Supnort Operation Third Series (PRS08-11)

9. The PRSO third series (PRS08, PRSO9. PRSO01, PRSO1 1) aims to assist the

implementation of the National Social and Economic Development Plan by focusing on

the sustainable management of revenues from natural resources so these increasing

revenues translate into development outcomes and improvement in service delivery,

through in particular increased domestic spending in the health and education sectors. To

this end, the five policy areas which have been identified in partnership with PRSO

development partners are as follows:

(i) Coordination and fiscal imanagement for macrocconomic stability;

(ii) Public financial management and civil service for public service delivery;

(iii) Sustainable revenue management in the natural resource sectors (mining and

hydropower);
(iv) Sustainable public financing mechanisms of schools and health facilities;

(v) An investment climate for diversification and competitiveness.

10. Within the seventh NSEDP framework, reforms in the above-referred areas will

improve the Government's ability for macroeconomic policy coordination, with

framework responsive to developments in the natural resource sectors, consistent with

economic growth and stability. That dialogue includes a strengthened debt management,

3
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and more transparent financial sector. It will improve the sustainable nianagenient of

increasing financial flows fron the natural resource sectors. Reforms will design revenue

manragement regimes in hydropower and mining that maxinize revenues for Government

while minimize the environnienlal and social costs, and maintain the sector attractiveness

for private investors. Reforms will continue strengthening public financial nianagerent

systems to plan and execute public budget in the most efficient, equitable, and transparent

ways. We will support the establishment of sustainable funding mechanisms in health and
education (namely the school block grant and the Free Maternal and Child Health
Policies), and will implement reforms to ensure a competitive trade and business climate

to nurture diversified sources of growth. It is expected that the PRSO third series will

significantly contribute to these objectives.

i1, Expected results are: (i) a macroeconomic framework established that guides

decision-iaking of the next NSEDP, with a focus on natural resource developments; (ii)

Improved budget credibility, orderliness and participation, improved sector budget
allocation and reporting; and effective/clear civil servant mandates and compensation;

(iii) Coordinated and mutually reinforcing regulations that guide the fiscal and revenue

management regimes for the sustainable developnent of the hydropower and mining
sectors to maximize Government revenues while minimizing the financial, economic,

social and environmental and maintaining the attractiveness of the sectors to private
investors; (iv) In health and education, increased non-wage recurrent spending at the
aggregate, provincial and school and health facility levels; (v) a streamlined and efficient
trade and business processes through efficient customs, a transparent trade regime and
implemnentation of the investi iemi t and enterprise laws.

12. The eighth PRSO is the first of the third PRSO series. It underpins our objective
of maintaining a sound macrocconomic environment and accelerating growth. This
operation by IDA will provide external resources for the execution of our FY2011/12
budget, including supporting our efforts to maintain a broad-based economic growth and
meet the important needs in social sector spending, and in particular meet our objective
of increasing non-wage recurrent spending in health and education. During the last year,
the Government has implemented the policy reform framework agreed during the
PRSO8-11 preparations. The iniplementation of all prior actions and policy actions has
been described in Program Document for the PRSO8. The prior actions implemmiented by
different agencies are presented below to demonstrate the multi-sector nature of the

operation that brings together different agencies and development partners to implement
a consistent policy reformi framework. In addition to those prior actions, a number of
policy actions have also been carried out that contribute to the overall reform momentum.
These are described in the broader PRSO refori matrix.

I. The MOF, through the Instruction of the FY12/13 State Budget Preparation,
instructed revenue-collecting agencies to break down non-resource and resource
revenues, including separate break down for mining and hydropower, in their
FYI2/13 revenue collection plans.

4
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2. The MOF and the [ank of Lan PDR consolidated all trcasury-managed
goverinmient accounts at the Batik of Lao PDR headquarters and its branches into
the Treasury account through zero balance accountitig mechanisms, and rollcd-out

said zero balance accounting mechanisms to the Lao Development Bank.

3. The MOF submitted on June 18, 2012 to the Government Office a draft Enterprise
Accounting Decrec

4. The MOES distributed in FYI 1/12 school block grants to public primary schools
based on a per student formula.

5. The MOH submitted to the Government Office a draft Decree on National Free

Maternal and Child Healtli on March 27, 2012 (407/MOI) and issued on May 29,
2012 associated guidelines, covering financial, technical, capacity and

infrastructure aspects (including basic and emergency obstetric and neonatal care

standards), and such guidelines are consistent with I lealth Equity Funds and other

social health protection mechanisms including, inter alia, the civil service, social
fund and community based health insirances.

6. The National Trade Facilitation Secretariat established a website to make

information on trade related processes and procedures accessible to the public, in

accordance wih article X of the GATT and article XIII of the ATIGA.

7. The MOIC and the MOF started implementing on November 10, 2011 sinplitied

procedures for enterprise registration consistent with abolition of investment

licenses for general investment, under the Law on Invetimett Promotion.

MRcroeconomic and Fiscal policy framework Sustainability and Stability

13. Lao PDR's real GDP growth will remain robust in 2012 with projected growth of

8.3 percent compared to 8.0 percent in 2011. Natural resources and manufacturing sectors
tire expected to drive growth, together with garment exports rebound, growth

improvement in the service sector, particularly the transport and tourism sectors (hotels

and restaurants) and retail trading. Agriculture (fishery, livestock and crops) is expected

to benefit from the recent increase in regional demand and higher food prices.

14. After years of preparation, the NT2 project is now operating in rull swing,
following the start of coninercial operations in April 2010, and the Government has

started receiving revenue from NT2, which contribute to increase public spending in the

priority sectors and improve social outcomes in the years ahead. PRSO-supported

reforns support improving the public financial management framework, as significant

resources will accrue to the Government from the NT2 project and other natural resource

sector developments in the coming years.

15. We are determined to imaintain a coherent set of fiscal and monetary policies that

will ninintain macroeconomic stability. In particular, we remain firmly committed to (1)

5
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maintaining the budget deficit of 3.02 percent of GDP in FY2011/12, with (i) no fiirther

off-budget activities, and (ii) improvements in tax revenue collection and continue to

implement VAT; (2) maintaining fiscal sustainnhility of our expenditure program, and
thus formulating the FY2012/13 budget towards targeting the total deficit of not more

than 4.77 percent of QDP (in Lao PDR Government's classification); (3) tightening
monetary policy and significantly slowing the growth of bank credit in 2012 to a level

consistent with macroeconomic stability; and (5) ensuring that budget allocations to

social sectors are adequate for meeting the Government's ambitious sectoral policy
objectives.

16. We remain equally committed to maintain our economic reformn efforts in the

years ahead, will continue to implement the FY2011/12 budget and conduct a

coordinated macroeconomic policy in a way that ensures and maintains short and

medium- term fiscal sistai nabi lity and macroeconomic stability.

17. We agree to provide to the World Bank all the necessary means of monitoring
quarterly progress in macroeconomic performance, as well as in all components of the

PRSO-8 supported reform program. In particular, to enable a thorough assessment of

progress in implementing appropriate macroeconomic policies, including on fiscal,
monetary, balance of paynients and national accounts of the Lao PDR, as well as on the

performance of the financial and banking sectors.

Conclusion

I8. We request the World Bank's assistance to facilitate the realization of this

program. We would like to assure you that we will continue to implement budget and

fiscal and macroeconomic policies in a way that ensures medium term fiscal and

macroeconomic stability, and that we remain fully committed to the policy and

institutional reform program discussed under the PRSO series.

Your sincerely,

Phouptiot KIIAMPHOUNVONG

Finance Minister, Lao PDR

6
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Annex 2: PRSO 11 Program Policy MatriX20

Objectives PRSO 8, PRSO 9 PRSO 10 PRSO 11 TA
by April 2012 by April 2013 by April 2014 by April 2015

CLUSTER 1: Coordination and fiscal management for macroeconomic stability

Macroeconomic MPJ with MOF, BOL produces an MPJ, with MOF, BOL MPJ with MOF, BOL, A medium term macro-fiscal Lao
coordination for annual economic report reflecting a includes macroeconomic includes framework discussion is statistical
policy-making joint macroeconomic framework for developments and outlook macroeconomic developments included in the 8 h NSEDP capacity
responsive to FY 1/12, FY12/13 responsive to (including fiscal forecasts in and outlook (including fiscal building
natural resource resource, non-resource sectors resource and non-resource forecasts in the resource and project
developments sectors, public guaranteed non-resource sectors, public

The MOF, through the Instruction debt) in the NSEDP annual debt) in the NSEDP annual (i)
of the FY2012/2013 State Budget preparation instruction for iMplementation instruction for
Preparation, instructed revenue- FY2013/2014. FY2013/2014; (ii) preparation
collecting agencies to break down instruction for FY2014/2015.
non-resource and resource MOF includes mining and MOF reviews options for
revenues, including separate break non-mining revenues and appropriate fiscal rules
down for mining and hydropower, deficits and discusses responsive to mining and
in their FY12/13 revenue collection underlying assumptions in (i) resource revenues
plans. the State Budge for developments

FY2012/2013 and (ii) the
Instruction on FY2012/2013
Budget Execution

Debt sustainability MOF publishes an annual debt bulletin MOF submits a draft Debt sustainability and PFM
on aggregated external debt on MOF's Presidential Decree on medium term borrowing plan Project
web site public debt management to are discussed in the State

Government Office Budget Plan
Financial sector BOL reports on implementation BOL continues enforcing BOL continues making BOL fully enforces Notice # Upon
stability progress of Notice #35 dated Commercial Bank Act on progress in enforcing 35 on Commercial Banks BOL

21/1/2011 on Commercial Banks financial report disclosure Commercial Bank Act on requirements to audit and request
requirements to audit and publish publicly, financial report disclosure publish financial statements,
financial statements, as per publicly by Commercial as per Commercial Bank Act
Commercial Bank Act NSEaBanksl

CLUSTER 2: Strengthening public financial management and civil service for service delivery

FY232140i)prprto

SBolded items present proposed prior actions (triggers) which constitute the only legal conditionality. Indicative triggers for outer years (PRSO1 and PRSO1 1) are
reported in italics. These indicative triggers might be revised as the series moves along.
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Objectives PRSO 8, PRSO 9 PRSO 10 PRSO 11 TA
by April 2012 by April 2013 by April 2014 by April 2015

2.1 Supporting Policy Based Budgeting
Spending ceilings MOF develops estimates of MOF and MPI in MOF and MPI in PFMSP

wages, non-wage recurrent collaboration with relevant collaboration with relevant MDTF
and capital expenditure for authorities (or GOL) define authorities (or GOL) define PFM
Ministries, Agencies and the spending ceilings for all the spending ceilings for all Project
Provinces and include in the spending ministries and sectors in the (Prime
Instruction on FY2013/2014 provinces in the (Prime Minister's) Budget Planning
State Budget Preparation Minister's) Budget Instruction for FY2015/16

Preparation Instruction for
FY2014/15 consistent with
aggregate fiscal spending
envelope

Budgeting at service MOF in collaboration with MOES and MOF, with MOES and MOF rolls out implementation MOF starts implementation PFMSP
delivery unit level MOH and provinces develops MOH, adopts organization of organization codes for Tier- of the organization codes for MDTF

organization codes for Tier-2 budget codes for Tier-2 budget 2 budget entities for health and Tier-2 budget entities for all PFM
entities under the current budget entities under the current education sectors at provincial other sectors at the central Project
coding system to allow for budget coding system and level and provincial level
identification and distribution of allocate FY 2012/13 budget
budget to schools and health facilities to these levels for education MOF pilots allocation of MOF rolls out allocation of
at the lowest level (districts)."2 1  and health sectors at the education and health budget to education and health budget

central level district level at selected to district level in all
districts for FY13/14". provinces for FY14/15

2.2 Improving budget execution and fostering transparency in financial reporting

21 At the moment, the organization code cannot identify these individual budget units at the district level. Nor is budget aggregated and distributed to this level of
spending unit.
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Objectives PRSO 8, PRSO 9 PRSO 10 PRSO 11 TA
by April 2012 by April 2013 by April 2014 by April 2015

MOF (i) transfers technical revenues MOF (i) transfers technical MOF (i) completes PFMSP
Treasury accounts into National Treasury from revenues accounts into transferring technical MDTF
centralization all largest accounts of Central National Treasury at least revenues accounts into PFM
reforms Ministries and Agencies and at least 80% provincial revenue National Treasury of all Project

50% of provincial technical revenue accounts, (ii) reflects them provincial revenue accounts,
accounts, (ii) reflects them in the in the budget, (iii) disburses (H) reflects them in the budget,
budget, and (iii) disburses their funded their fUnded expenditures (iii) disburses theirfunded
expenditures through National through National Treasury expenditures through National MOFandBOLfully
Treasury network, network. Treasury network implement the TSA

framework by daily
The MOF and the Bank of Lao PDR MOF and BOL implement MOF and BOL refine consolidating balances of
consolidated all treasury-managed Treasury zero-balance implementation of Treasury ZBA at commercial banks to
government accounts at the Bank of accounts in all commercial zero-balance accounts in all TSA Main Account at BOL
Lao PDR headquarters and its banks (completion of Phase 1 commercial banks and finalize (Phase 2 of TSA framework)
branches into the Treasury account of TSA framework) arrangements to set up TSA
through zero balance accounting Main Account at BL. Complete TIMS pilot
mechanisms, and rolled-out said Treasury Department implementation and start
zero balance accounting submits to the Minister of MOF commences TIMS pilot system roll out.
mechanisms to the Lao Finance the TIMS design implementation
Development Bank. with modernized full-

function treasury processes
MOF completes the conceptual design and system functional and
of the Treasury Information technical requirements
Management System (TIMS)

Improving budget MOF publishes: MOF publishes: MOF publishes: MOF publishes: A) PFMSP
transparency A) FY201 1/12 summary budget with: A) FY2012/13 summary A) FY2013/14 summary FY2014/l5 summary budget MDTF

(i) administrative classification; (ii) budget with: (i) budget with: (i) introduction with: (i) introduction PFM
expenditures for all ministries and administrative classification outlining key priorities in the outlining key priorities in the Project
provinces; (iii) summary data on and expenditure sectors; for budget (ii) medium-term fiscal budget (ii) medium-term
statutory funds; (iv) disaggregated forthcoming financial year framework (iii) administrative fiscal framework; (iii)
technical revenues; (v) list of the with estimates of current classification; and (iv) administrative classification
eligible programs/projects financed by financial year and outturn for expenditure sectors for sectors for forthcoming
NT2 revenue within the first quarter of previous year; (ii) summary forthcoming financial year financial year with estimates
the fiscal year; data on statutory finds; (iii) with estimates of cur-rent of current financial year and
B3) an automated quarterly budget disaggregated technical financial year and outturn for outturn for previous year; (iv)
execution report for FY20 11/12 revenues; and (iv) list of the previous year;; (v) summary expenditure sectors in
budget with sectoral breakdowns eligible programs/projects data on statutory funds; (vi) medium - term perspective
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Objectives PRSO 8, PRSO 9 PRSO 10 PRSO 11 TA
by April 2012 by April 2013 by April 2014 by April 2015

within 4 weeks after end of quarter. financed by NT2 revenue disaggregated technical (i.e. 2 previous years and 2
within two months of the revenues; (vii) list of the outer years); (v) summary
fiscal year; eligible programs/projects data on statutory funds; (vi)
B) an automated quarterly financed by NT2 revenue disaggregated technical

budget execution report for within the two months of the revenues; (vii) list of the
FY20 12/13 budget with fiscal year; eligible programs/projects
sectoral breakdowns within B) an automated quarterly financed by NT2 revenue
04 weeks after end of quarter budget execution report for within one month of the

FY20 13/14 budget with fiscal year;
sectoral breakdowns within 04 B) an automated quarterly
weeks after end of quarter budget execution report for

FY2014/15 budget with
sectoral breakdowns within
04 weeks after end of quarter

Adoption of MOF submits to Government Office MOF submits to MOF submits to Government International Accounting PFMSP
international a draft enterprise accounting decree Government Office the Office the new Audit Law Standards and Auditing MDTF
accounting and applying international accounting decree on public sector standards start being PFM
auditing standards standards accounting A differential financial implemented in the private Proj ect

reporting regime is finalized sector for Public Interest
A roadmap for the which establishes which Entities. IMF TA
conversion to International entities are required to
Accounting and Auditing produce general purpose The budgetfor thefiscal year

Standards is finalized financial statements and which ending 30 September 2015 is
entities need to have a prepared using the new
statutory audit, reportingformat at the

The accounting policies for selected entities for pilot
the preparation of the project and at the central

Consolidated Financial level.
Statements of the Government
of Lao are finalized.
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Objectives PRSO 8, PRSO 9 PRSO 10 PRSO 11 TA
by April 2012 by April 2013 by April 2014 by April 2015

SAO publishes a summary of its audit SAO publishes a summary of SAO publishes a summary of SAO publishes a summary of PFMSP
of the budget execution report for the its audit report of the budget its audit report of the budget its audit report of the budget MDTF
FY2009/10 after approval by the execution report for the execution report for the execution report for the FY
National Assembly FY20 10/11 after approval by FY2011/2012 after approval 2012/2013 after approval by PFM

the National Assembly by the National Assembly. the National Assembly. Project

SAO prepares a roadmap to SAO prepares a plan for the SAO completes the audit of EU TA
readiness for the audit of the opening balance the opening balance sheets of
implementation of sheets of the "for profit" "for profit" entities with the
International Accounting and entities within the public public sector.
Auditing Standards in the sector.

rpublic sector.
2.3 Fostering service delivery through effective/clear civil servant mandates and compensation

MOHA starts implementing the civil MOHA submits the salary Government approves the GPAR
Effective/clear civil service reform strategy by preparing system restructuring proposal salary system restructuring
servant mandates proposal on salary system to Government Office proposal Government implements the PFM
and compensation restructuring revised pay system from the project

MOHA submits to Government implements the FY2015/16
MOHA begins the revision of the Law Government Office the revised Law on Local
on the Local Administration aimed at draft of the revised Law on Administration
clarifying definition of the central and Local Administration
local level assignments

CLUSTER 3: Sustainable Revenue Management in the natural resource sectors (mining and hydropower)
Road map for the sustainable Hydropower-Mining Forum Establishment of River-Basin AusAid-
financing of Integrated Water for public-private Committees in 5 river-basins, WB hydro-
Resources Management (IWRM) in cooperation to inform the including financing mining TA
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Objectives PRSO 8, PRSO 9 PRSO 10 PRSO 11 TA
by April 2012 by April 2013 by April 2014 by April 2015

Lao PDR, in particular for river basin Nam Ngum River Basin arrangements. project
management. 22 Committee and GOL.

Core consistent MEM and MOF commission a review MOF appoints a Mining A policy reform proposal of A government decision is JMF TA
fiscal regime of options for standardized mineral Revenue Task Force which the miningfiscal regime is made on core elements of the
framework in royalty regime reports to the Minister on prepared and discussed by miningfiscal regime
mining and projected FY13/14 revenues government
hydropower sectors, and FY/12/13 revenues
which balances from the mining sector
public and private MEM and MOF commission review A policy reform proposal of A government decision is
sector interests of hydropower fiscal regime and the hydropower fiscal regime made on core elements of the

sector financing mechanisms that lay is prepared and discussed by hydropowerfiscal regime
out: a) current situation; b) relevant government
international experience; c) options for
government to consider.

CLUSTER 4: Sustai able public financing mechanisms of schools and health facilities
Education: The MOES distributed in FY12 MOES distributes a block Linkages between school block MOF and MOES continue FTJ,
Budgeting, school block grants to public grant to public primary and grant and school development implementing the school AusAid
executing and primary schools based on a per attached pre-primary schools and school self-assessment are block grant policy, TA
monitoring of school student formula, with increased amount strengthened management and monitoring
block grants processes are

institutionalized and
adequatelyfunded to enable
regular monitoring and
reporting to government

Health: Budgeting, The MOH submitted to the Prime MOH and MOF adopt a MOH implements the adopted MOH publishes a national HSJP, EC
executing and Minister Office a draft Decree on coverage, financial, and planfor scaling up free MCH report on implementation TA
monitoring Free National Free Maternal and Child monitoring plan for scaling and HEFs in the current progress and on the impact AAA on
Maternal and Child Health and issued associated up free MC and HEFs governmentfiscal year (2013- offree MCH services on health
Health (MC4:) guidelines, covering financial, over the next three 2014) utilization and health financing
policy technical, capacity and government fiscal years, outcomes. TA for

infrastructure aspects (including encompassing domestic and refining
basic and emergency obstetric and external financing benefit

1Decree No 293/PM of 15 June 20 10 defines the mandate, duties, jurisdictions, organizational structure and working methodology of Lao PDR River Basin
Committees. RBCs are being created to manage the use and further development of water resources taking into account socio-economic opportunities and risks,
ecosystem and justice considerations.
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Objectives PRSO 8, PRSO 9 PRSO 10 PRSO 11 TA
by April 2012 by April 2013 by April 2014 by April 2015

neonatal care standards), and such packages

guidelines are consistent with MOH integrates MCH and
Health Equity Funds and other monitoring and reporting payment
social health protection mechanisms (both health indicators and systems
including, inter alia, the civil financial reporting) into the for free
service, social fund and community national reporting system. MCH
based health insurances.

MOF and MOH adopt a coverage,
financial, and monitoring plan for
scaling up free MCH and HEFs over
the next government fiscal year,
encompassing domestic and external
financing.

CLUSTER 5: Improving the investment climate for diversification and competitiveness
Rules-based and The National Trade Facilitation A roadmap for import/export Government undertakes Government establishes a TDF
transparent border Secretariat established a website to process simplification and business process mapping and national single window CTFP
procedures that make information on trade related harmonization is approved as re-engineering for non IMF TA
enable exports and processes and procedures accessible part of movement towards a customs agencies as part of
imports to the public, in accordance with national single window movement towards a national

article X of the GATT and article single window
XIII of the ATIGA.

MOF pilots customs risk management MOF implements customs
approach to imports risk management approach

to imports where
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Objectives PRSO 8, PRSO 9 PRSO 10 PRSO 11 TA
by April 2012 by April 2013 by April 2014 by April 2015

MOF phases out use of reference ASYCUDA is deployed
priceS23 for imports of all goods
except fuels and vehicles MOF phases out use of all

reference prices for imports
Predictable and The MOIC and the MOF started National Investment Government approves Doing Government streamlines lFCTDF
transparent implementing on November 10, Promotion Committee Business regulatory reform business environment in at
environment for 2011 simplified procedures for prepares Doing Business action plan and streamlines least two prioritized areas
investment in the enterprise registration consistent regulatory reform action plan business environment in at
non natural with abolition of investment licenses least one prioritized area
resource sectors for general investment, under the

Law on Investment Promotion.

23 Refers to "minimum" price using the Lao Customs Department terminology.
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Annex 3: PRSO 11 Results Framework

Outcome Indicators Baseline (2011) End of Series (2015)

Strengthened macroeconomic policy coordination, with framework Macroeconomic policy is consistent with macroeconomic stability, but Macroeconomic policy is consistent with macroeconomic
responsive to developments in the natural resource sectors, no macroeconomic framework in place stability, with macroeconomic framework in place
consistent with economic growth and stability; fiscal deficit below Fiscal deficit (FYIO/11): 3.7% GDP Fiscal deficit (FY10/1 1) below 5 percent, Non-mining MOF, WB
5 percent (per government target), and non-mining deficit under- Non-mining fiscal deficit (FY10/1 1): 10% GDP fiscal deficit below or at FY10/l 1 level
check
Risk of debt distress, debt management legal framework and debt High risk of debt distress, debt management legal framework Moderate risk of debt distress, debt management legal
recording improve fragmented, excel-based debt recording system framework clearly defined, DMFAS operational. MO

Improved budget credibility measured by the deviation of primary For the last three Fiscal Years, aggregate spending out-turns deviated Aggregate spending out-turns deviate below 10% of the
actual expenditure versus the original budgeted primary expenditure more than 10% of the budget estimates approved by the National budget estimates approved by the National Assembly for
during the last three years. (Note: Primary expenditure means Assembly for one FY. (Deviation for FY07/08 was 13.8%, FYO8/09 the last three FYs preceding the FY of last operation of the MOF/PEFA
expenditure excluding debt service charges and also externally 8.5% and FY 09/10 0.3%) series.
funded project expenditure)
Improved orderliness and participation in the annual budget process Annual budget calendar exists but not strictly adhered to. Budget Stable Budget calendar is adhered to, providing
through compliance with budget calendar as stipulated by the circular issued for FY 11-12 budget preparation but with two months Ministries/Agencies with sufficient time to prepare budget, MOF/PEFA
organic budget law and issuance of ceiling to guide budget of delay as per the budget calendar (May versus March). No ceilings to specifically Budget Planning Instructions issued by or
preparation process. sectors are yet issued. before March with ceilings for all sectors.
Improved sector budget allocation and reporting through budget No coding exists for schools and health facilities. Budget is not Coding for schools and health facilities exists. Budget is
allocation to and reporting by social sector service delivery units, allocated to local schools and health facilities, hence no information allocated to local schools and health facilities, allowing MOF/PEFA

exist about resources available to them. tracking information about resources allocated to them, at
center first and progressively in provinces and districts.

Coordinated and mutually reinforcing regulations that guide the Partial and uncoordinated regulations impacting on the fiscal and Core elements of standard fiscal regime in place in mining MEM,
fiscal revenue management regimes for the sustainable revenue management arrangements in the hydropower and mining and hydropower MONRE,
development of the hydropower and mining sectors sectors with MOF

Core elements of fiscal regime on place: 0

Education: Non-wage recurrent public spending share on education, * Non-wage recurrent public spending share on education * Non-wage recurrent public spending share on MOES, with
with increased provision of textbooks and quality standard (FY10/l l)=3.4 % of total non-wage recurrent spending education increases significantly and at least by the MOF
assessments completed. * Number of districts which complete the assessment of the degree of amount of cumulated school block grants

compliance to the Quality Standards for primary education: (2012: * Minimum of 600 schools in a minimum of 30
0) Districts

* Textbook-pupil ratio for all three core subjects* and all five grades
of primary education [*The core subjects are: Lao language, * Textbook-pupil ratio of 1:1
Mathematics and "the World around us") - (1.18 - 2010/1)

Health: Non-wage recurrent spending share on health, with * Non-wage recurrent public spending share on health (FYi0/11)=1.3 * Non-wage recurrent public spending share on health MOH, with
increased provision of free maternal and child health services in percent of total non-wage recurrent spending increased significantly and at least by the amount of MOF
public facilities. * Share of births attended by skilled health personnel: 37% (2009-10) cumulated Free MCH payments

* 50%
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Improvement in import and export processes Time it takes to import: DB-46, ES-1I Time it takes to import: DB-28, ES-7 Doing
Number of documents required: DB-10 Number of documents required: DB-7 Business

Improvement in time and cost to start a business Time to start a business: ES-14, DB-93 Time to start a business: ES-7, DB-60 (DB)
Cost to start a business: 7.6 % of GNI Cost to start a business: 6% of GNI Enterprise

survey (ES)
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Annex 4 : Country At a Glance

Lao PDR at a glance 6/29/12

East Lower
Key Development Indicators Lao Asia & middle

PDR Pacific income Age distribution, 2010

(2011) Male Female

Population, mid-year (millions) 6-6 1,962 2,519 75-79
Surface area (thousand sq. km) 237 16,302 23,579 60-64
Population growth (%) 1.8 0.7 1.5
Urban population (% of total population) 34 46 39 4549

30-34
GNI (Atlas method, US$ billions) 7.4 7,249 4,078
GNI per capita (Atlas method, US$) 1,130 3,696 1,619
GNI per capita (PPP, international $) 2,440 6,657 3,632 0-4

10 5 0 5 10

GDP growth (%) 8.0 9.7 6.9 percent of total population
GDP per capita growth (%) 6.1 8.9 5.3

(most recent estimate, 2005-2011)

Poverty headcount ratio at $1.25 a day (PPP, %) 34 14 Under-5 mortality rate (per 1,000)
Poverty headcount ratio at $2.00 a day (PPP, %) 66 33 ..
Life expectancy at birth (years) 65 72 65
Infant mortality (per 1,000 live births) 57 20 50 180
Child malnutrition (% of children under 5) .. 6 25 140

120
Adult literacy, male (% of ages 15 and older) 82 96 80 100
Adult literacy, female (% of ages 15 and older) 63 91 62 80
Gross primary enrollment, male (% of age group) 126 111 110 60
Gross primary enrollment, female (% of age group) 118 112 104 40

20

Access to an improved water source (% of population) 57 90 87 0 1990 1995 2000 2010
Access to improved sanitation facilities (% of population) 54 66 47

Net Aid Flows 1980 1990 2000 2011

(US$ millions)
Net ODA and official aid 46 149 281 416 Growth of GDP and GDP per capita(%)
Top 3 donors (in 2010):

Japan 1 17 115 121 10
Australia 0 6 12 33 8
Korea, Rep. .. 0 1 28

Aid (% of GNI) .. 17.2 16.9 5.9 4
Aid per capita (US$) 15 37 54 65 2

o

Long-Term Economic Trends -2 90 95 00 05 10

Consumer prices (annual % change) .. 35.9 23.1 7.5
GDP implicit deflator (annual % change) .. 37.9 25.1 3.8 - -

Exchange rate (annual average, local per US$) 10.2 707.8 7,878 8,052
Terms of trade index (2000 = 100) .. 100 261

1980-90 1990-2000 2000-11
(average annual growth %)

Population, mid-year (millions) 3.1 4.1 5.2 6.6 2.7 2.5 2.1
GDP (US$ millions) .. 866 1,735 8,080 3.8 6.2 7.2

(1% of GDP)
Agriculture .. 61.2 52.5 27.4 3.5 3.9 3.3
Industry .. 14.5 22.9 35.5 6.1 11.3 12.7

Manufacturing .. 10.0 17.0 10.6 8.9 11.5 9.4
Services .. 24.3 24.6 37.1 3.3 6.9 7.2

Household final consumption expenditure .. 78.3 79.1 66.4 .. 41.2 14.7
General gov't final consumption expenditure .. 19.0 6.7 10.1 .. 29.3 21.9
Gross capital formation .. 21.8 14.1 29.9 5.4 31.4 23.8

Exports of goods and services .. 11.3 30.0 38.7 .. 19.4 18.3
Imports of goods and services .. 24.5 44.1 45.1 .. 13.4 18.4
Gross savings .. 2.6 18.0 23.5

Note: Figures in italics are for years other than those specified. 2011 data are preliminary. .. indicates data are not available.
a. Aid data are for 2010.

Development Economics, Development Data Group (DECDG).
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Lao PDR

Balance of Payments and Trade 2000 2011
Governance indicators, 2000 and 2010

(US$ millions)
Total merchandise exports (fob) 342 2,644
Total merchandise imports (cif) 718 3,472 Voice and accountability
Net trade in goods and services -244 -515 Political stability and

absence of violence
Current account balance -179 -832

as a % of GDP -10.3 -10.3 Reguilatory qality

Workers' remittances and Ruleof law

compensation of employees (receipts) 1 41 Control of corruption

Reserves, including gold 127 679 0 25 5i 75 10

Central Government Finance 20102000 Country's percentile rank (0-100)higher val- im#ybeter mt#7gs

(% of GDP)
Current revenue (including grants) 16.4 21.2 Sour Woddwide Govemance tndicator (ww.govindicatoror)

Tax revenue 10.5 15.0
Current expenditure 7.8 10.7

Technology and Infrastructure 2000 2010
Overall surplus/deficit -4.7 -2.7

Paved roads (% of total) 14.1 13.7
Highest marginal tax rate (%) Fixed line and mobile phone

Individual .. .. subscribers (per 100 people) 1 66
Corporate .. .. High technology exports

(% of manufactured exports)

External Debt and Resource Flows
Environment

(US$ millions)
Total debt outstanding and disbursed 2,459 6,809 Agricultural land (% of land area) 8 10
Total debt service 82 441 Forest area (% of land area) 54.4 68.2
Debt relief (HIPC, MDRI) - - Terrestrial protected areas (% of land area) 16.6 16.6

Total debt (% of GDP) 129.9 78.7 Freshwater resources per capita (cu. meters) 34,639 31,151
Total debt service (% of exports) 11.7 13.4 Freshwater withdrawal (billion cubic meters)

Foreign direct investment (net inflows) 139 934 C02 emissions per capita (mt) 0.20 0.25
Portfolio equity (net inflows)

GDP per unit of energy use
(2005 PPP $ per kg of oil equivalent)

BRD, O IDA, 55Energy use per capita (kg of oil equivalent)
aR,~IDA, 655

Short4erm, O IMF, 0

World Bank Group portfolio 2000 2010

Private, 2610 (US$ millions)
Other multi.
lateral, 1881 IBRD

Total debt outstanding 0 -

Disbursements - -

Principal repayments - -

Interest payments 0 0

Bilateral, 9ss IDA
US$millions Total debt outstanding 403 655

Disbursements 20 3
Private Sector Development 2000 2011 Debt service 7 20

Time required to start a business (days) - 93 FC (fiscal year)
Cost to start a business (% of GNI per capita) - 8.9 Total disbursed and outstanding portfolio 2 12
Time required to register property (days) - 98 of which IFC own account 2 12

Disbursements for IFC own account 1 4
Ranked as a major constraint to business 2000 2010 Portfolio sales, prepayments and

(% of managers surveyed who agreed) repayments for IFC own account 0 3
n.a.
n.a. .. .. MIGA

Gross exposure - 89
Stock market capitalization (% of GDP) .. .. New guarantees 0 0
Bank capital to asset ratio (%)

Note: Figures in italics are for years other than those specified. 2011 data are preliminary. 6/29/12
.. indicates data are not available. - indicates observation is not applicable.
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Millennium Development Goals Lao PDR

With selected targets to achieve between 1990 and 2015
(estimate closest to date shown, +/- 2 years) Lao PDR

Goal 1: halve the rates for extreme poverty and malnutrition 1990 1995 2000 2010
Poverty headcount ratio at $1.25 a day (PPP, % of population) 55.7 49.3 44.0 33.9
Poverty headcount ratio at national poverty line (% of population) 45.0 38.6 25.9
Share of income or consumption to the poorest qunitile (%)9.6 7.6
Prevalence of malnutrition (% of children under 5) .. .. 40.4

Goal 2: ensure that children are able to complete primary schooling
Primary school enrollment (net, %) 62 82 94
Primary completion rate (% of relevant age group) 45 58 69 79
Secondary school enrollment (gross, %) 24 25 35 45
Youth literacy rate (% of people ages 15-24) .. 71

Goal 3: eliminate gender disparity in education and empower women
Ratio of girls to boys in primary and secondary education (%) 76 81
Women employed in the nonagricultural sector (% of nonagricultural employment)
Proportion of seats held by women in national parliament (%) 6 9 21 25

Goal 4: reduce under-5 mortality by two-thirds
Under-5 mortality rate (per 1,000) 163 131 101 76
Infant mortality rate (per 1,000 live births) 120 99 77 57
Measles immunization (proportion of one-year olds immunized, %) 32 68 42 64

Goal 5: reduce maternal mortality by three-fourths
Maternal mortality ratio (modeled estimate, per 100,000 live births) 650
Births attended by skilled health staff (% of total) 19 37
Contraceptive prevalence (% of women ages 15-49) .. 25 32

Goal 6: halt and begin to reverse the spread of HIVIAIDS and other major diseases
Prevalence of HIV (% of population ages 15-49) 0.1 0.1 0.1 0.2
Incidence of tuberculosis (per 100,000 people) 179 170 162 52
Tuberculosis case detection rate (%, all forms) 50 20 49 72

Goal 7: halve the proportion of people without sustainable access to basic needs
Access to an improved water source (% of population) -. 41 .. 57
Access to improved sanitation facilities (% of population) .. 13 24 54
Forest area (% of land area) 75.0 .. 54.4 68.2
Terrestrial protected areas (% of land area) 1.5 15.4 16.6 16.6
C02 emissions (metric tons per capita) 0.1 0.1 0.2 0.3
GDP per unit of energy use (constant 2005 PPP $ per kg of oil equivalent) .. ..

Goal 8: develop a global partnership for development
Telephone mainlines (per 100 people) 0.2 0.3 0.8 1.7
Mobile phone subscribers (per 100 people) 0.0 0.0 0.2 64.6
Internet users (per 100 people) 0.0 0.1 7.0
Computer users (per 100 people)

Education indicators (%) Measles immunization (% of 1-year ICT indicators (per 100 people)
olds)

100. 1s0 70

60

I 40.I

30 II 3
25 20.

75 2000 2005 2010 20
1990 1995 2000 2010 2000 2005 2010

Ra.o9og-r I boys..nprimary &seodr edc-o -a R O -st i & -PaOFixed + .b.. lubscier. inretsr

Note: Figures in italics are for years other than those specified. .. indicates data are not available. 6/29/12

Development Economics, Development Data Group (DECDG).
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