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Lao People’s Democratic Republic
Macroeconomic Strategy
Executive Summary

The launching of reforms under the New Economic Mechanian (NEM) in 1986 marked
the beginning of a mgor effort to overcome hisoricd obstades to Lap development.
Coupled with prudent macroeconomic management, these reforms have  produced
subgantial  socio-economic dividends. Our red economic growth rate averaged dmost 7
percent from 1990 to 1997. This has contributed to dl groups in Lao sodiety, but mogt
importantly the poor. From 1992/93 to 1997/98 the incidence of poverty fdl from 45 to
39 percent.

Less than two weeks after we presented our macroeconomic plans & the Sixth RTM,
Thalland was forced to float the baht. This is widdy regarded as the trigger of the Asan
financid criss.

Macroeconomic Overview

Like dl other countries in the region, the Lao economy suffered negative effects from the
cids. However, in the aisence of wdl-developed capitd markets, and thus of ggnificant
dhort teem cgpitd inflows, Lao PDR was spared the financid contagion that Spread
through most of the neighboring countries.  Neverthdess our economic growth rae
dipped subgantidly, ard we were undble to achieve our precriSs Socio-economic
development targets.

The agriculturd sector provided some reslience, especidly in the early Stages of the
crigs when world prices of rice and a number of other mgor crops remained high. Later
during the criss, agriculture benefited from afdl in the red exchange rate of the kip.

In the rdaivey early dages of the criss the government responded with some large off-
budget expenditure increases on rurd infrastructure.

Thee additiond expenditures, together with some mgor public sector revenue shortfals,
hed srious and unintended monetary and inflationary consequences.  Financing the fiscd
deficit through borrowing from the centrd bank led to rapid money supply growth — at an
annud rate of 115 to 135 percent between June 1998 and March 1999, ard reaching over
200 percent in June and July of 1999, In September 1999 a sharp monetary contraction
brought the money supply back under control.

Inflation began to accelerate in early 1998, and reached a pesk of 167 percent in March
1999. Monthto-morth inflation remained high until August 1999. Since then, it hes
been extrendy low, and sometimes negatives  This is reflected in dedining annud
inflation rates in recent months.
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The monetary-induced inflation led to a massve fdl in the nomind vadue of the kip and a
much smdler but sgnificat decline in its red vdue In July 1999 the kip reeched its
lowest point of only 14.8 percent of its pre-crigs vaue rddive to the baht. Over the
period October 1998 to Augugt 1999 the real vaue of the Kp remained 20 percent below
its pre-crigs leve.

Srong fiscd and mongtary messures initigted in the find months of 1999 have lad the
foundetions for renewed macroeconomic dability.  The inflation rae has fdlen sharply.
The kip gppreciated, in nomind and red tems and has remaned dable (relative to the
baht) snce September 1999. The red vdue of the kip has now returned to its January
1997 level.

The principd policy messures responsble for these changes are cessation of money
financed eqenditure increases, sharply reduced current and capitd expenditures, and the
use of tressury bill sdesto aisorb much of the excess liquidity in the money market.

Red growth has been mantained a ressonable levels, aded in large pat by agriculture.
A combinaion of grong internationd markets in the early phases of the crigs a
depressed red exchange rae, and, to a lesser extent, public infrastructure investments in
the rurd sector, provided a subgantid boost to agriculture during this difficult period. At
the same time, these factors helped to draw many more farmersinto the market economy.

Risks

The principd chdlenge now will be to mantan this hardwon macroeconomic sebility
and to improve our economic performance in the pod-criss environment. In light of a
number of mgor risks, thiswill not be an essy task.

A higher red exchange rate and wesker internationa markets pose a new threat to
agriculture.

The higher red exchange rate will place additiond burdens on the development of a
more diversfied and competitive economy.

Large recent invesments in rurd infrastructure will impose further fisca burdens for
operating and maintenance needs a a time when the current Sde of the budget is
dready suffering from unavoidable gpending squeezesin recent years.

Additiond budgetary demands are looming as a result of problems in the banking and
SOE sectors.

Weaknesses in revenue-raising capatilities need to be addressed.
In the mids of this chdlenging fiscd environment, it will be necessary to meke

concerted efforts to resume our process of adminidrative and regulatory reform to
promote the development of the private sector under the NEM.
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Strategic Issues

The overiding god of our macroeconomic drategy is to achieve siganable growth with
equity and povety reduction. Our experience since the beginning of our economic
reform program demondrates the power of economic growth in helping the poor.

Inlight of current economic circumstances, our macroeconomic strategy will be amed at
three key issues.

Dealing with the unintended economic consequences of and optimally managing the
large foreign exchange inflows from ODA, natural resources and FDI.

Subgantiad foreign exchange inflows, especidly from ODA, create corresondingly

large current and trade account deficits. They dso put consderable upward pressure
on our red exchange rae to the detriment of agriculture and of a diversfied outward
oriented economy. This requires that we accderate the economic reform process to
reduce regulatoryinduced high cods in our economy. We mugt dso crege an
environment in which ODA, FDI and resource rents are used most effectively to meet
Our Socio-economic devel opment objectives.

Accelerating employment and income growth through a continuation of agricultural
development and at the same time laying the groundwork for further economic
diversification.

Our recent deveopment efforts have focussed primarily on the agriculturd and rurd
sectors  However, our populdion and labor force are growing rapidly.  In addition,
risng education levels and increesng exposure to our immediate neighbors and the
broader globd community are changing expectations and capabilities of our youth. It
is now necessay, therefore, to chift ou atention towards more diversfied
devdopment. Our dose links with the dynamic regiond economy present us with
many naturd opportunities.  The chadlenges will be to continue with the rgpid reform
of the legd and regulaiory sysem to support the NEM, and equdly importantly, to
improve the mechaniams and inditutions for implementing these reforms. This will
require progress on a wide range of issues induding financid sector reform and
devdopment, SOE reform, improvement of licenang and invetmert gpprova
procedures, and trade policy reform.

The new drategy is not a change of direction. It cetanly would not involve any
form of disrimingtion againg agriculture and rurd arees. It is Smply a broadening
of the focus of the marketoriented policy deveopment dready being implemented in
agriculture, and further development and implementation of the NEM.

I mproving the mechanisms and practice of fiscal and monetary management
While the inflaionary monetization of incressed public investments may have been a

necessty response to a potentid economic emergency, we must now re-establish
fiscd and mongtary discipline We need to devdop an interbank market for foreign
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exchange and reduce our reliance on direct controls to ded with foreign exhange
dortages.  We mud improve revenue-rasng cgpabilities  We mudst redress the
bdance of public expenditures in favor of current as opposed to invesment
expenditures, and dso towards socid  expenditures as opposed to  “hard’
infrastructure. Meeting these gods will be a very ddicate badancing act, especidly in
the face of other fiscd dangers arisng from risng debt leves and problems in the
banking and SOE sectors.

Action Plan

Our report provides details on the tasks necessary to ded with these key Srategic issues.
Among the areas requiring atention are the following.

Improving the competitiveness of traditiond non treditiond sectors through
reinvigorating the NEM and human capitd invesment.

Increesing the effectiveness of ODA thraugh better coordination, improved
project asesament cgpabilities, and ensuring the complementing of our reform
efforts.

Deregulding and improving the investment environment to atract more and
better foreign and private domestic investment.

Ensuring that naturd resource rents are put to the best possble use in meeting our
S0cio-economic gods.

Renewed attention to financid sector and SOE reform.

Enacting further reforms to increese the trangparency and dability of the
regulatory environment for the private sector

Reducing and smplifying import regulations and the structure of import tariffs.

Pursuing moderaie monetary growth and price gability and refraning from cash
rationing as an ingrument of liquidity control.

Deveoping a fully integrated interbank market for foreign exchange and letting
market forces be the primay deerminant of the exchange rate of the Kkip;
restoring foreign reserve holdings to more gppropriate levels

Mantaning spending discpling while & the same time making necessary
provisons for regoring and improving govenment sdaies and  mesting
necessaty operding and maintenance expenditures; moving the bdance of public
expenditures more in favor of socid expenditures on hedth and educetion.

Improving public sector resource mobilizetion through a continuation of reforms
in cugtoms and income tax adminidration, a reexamindion of pricing and

Vi
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roydties on resource products, and congderation of replacing our turnover tax
with afull vaue added tax.

Improving our systems of fisca decentrdization through better coordination of
expenditure and revenue raisng respongbilities, and messures to improve fiscd
equity, both verticdly, beiween leves of government, and horizontdly, across
different provincid governments.

vii
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Lao People’s Democratic Republic
Macroeconomic Strategy

1. Introduction

The basc facts of the Lao economy ae wdl known to our devdopment patners. Lao
PDR is gmdl (in teems of populaion and maket Sze), is wel endowed with a number of
naturd resources, and is Stuated in the midst of one of the most dynamic regions of the
developing world. This presents us with enormous devel opment opportunities.

Ours is dso 4ill a very poor country. But we have made enormous progress in recent
yeas. The launching of economic reforms under the umbrella of the New Economic
Mechanism (NEM) in 1986 maked the beginning of a mgor effort to overcome
higoricd obgades to Lao deveopment. Coupled with prudent meacroeconomic
management, these reforms have dready produced substantia socio-economic dividends.
From 1990 to 1997 our average annud red economic growth rate exceeded 6.5 percent,
and from 1992 to 1997 it averaged 7 percent. This impressive record of economic growth
has contributed to dl groups in our sodey, but most importantly the poor. From 1992/93
to 1997/98 the incidence of poverty fel from 45 to 39 percent.

At the Sixth Roundtable Meeting in Geneva in June 1997 we presented plans for a
continuation and degpening of the macroecanomic framework drategies that had been 0
successful over the firg part of the decade. According to our Report to that Roundtable
Mesting,

“Further grengthening of our macroeconomic management is needed to dftract more foreign
investment, but aso o reinforce the conditions for sustainable and equitable growth. The targets set in
thisregard include:

improvement of the peformance of the banking sector by full interest rate liberdization, the
introduction of new monetary instruments for the appropriste management of financid markets,
the dabilization of the exchange rates and inflation, the enhancement of credit and savings
mechanisms, and by the reinforcement of the Bank of Lao PDR’ s supervisory capacity;

reinforcement of fiscd discipline by improving revenue collection and expenditure rationdization
through the development of a multi-year integrated macroeconomic framework (covering budget
deficits, balance of payments constraints, etc.);

continugtion of the modernization of the legd and regulatory framework enhancing private sector
development and completing the transtion to a fully functioning market economy, while
advancing the necessary reforms criticd to ensure socid equity and the modernization of the
State s functioning;

drengt hening the organizational dructures of the government, in ensuring in particular that the
legidative, executive, judiciary and local administration organs operate according to their roles
and tasks as defined in the Conditution, and in improving effective coordingtion a every levd of
government;
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reinforcement of the inditutiona development at the provincid and district levels, by pursuing
decentrdization, in paticular with a view to provide sufficient services for the agricultura-
forestry activities as well as the rurad development priorities at the didtrict level and in cooperation
with the concerned socio-economic groups,

establishment of planning and evauation depatmentsin anumber of major ministries;

upgrading of expeatise and knowledge a every level of adminidration in order to improve
competence and management capacities throughout the country to provide good services to its
citizens;

accderation of the Lao PDR's preparation for the joining of ASEAN and AFTA by the structura
and legd adjustment of the generd economic environment and the progressive introduction of
modern  instruments  of management  (computers, facsmile machines, Internet  information
sysgems) and the enhancement of our human resources (negotiation skills, fluency in English,
etc.).” (Lao PDR 1997 p.20)

These plans were ambitious but, in our view, necessary to achieve our equdly ambitious
development targets.

Less than two weeks dfter we presented these plans, the Government of Thaland was
forced to float the baht. This is now widdy regarded as the trigger of the Adan financid
caidgs  The criss had a mgor impact on the economies of the region, and the ensuing
shock waves were felt acrass the globe.

While our economy was hit less serioudy than many others in the region, a variety of
factors rdaed to and semming from the criss have dowed down our growth rdative to
the targets st in the pre-criss environment. Our experience has been smilar in a number
of ways to that of Vietnam. We recognize that a prolonged economic growth dowdown,
without corresponding policy adjusments, will jeopardize the achievement of our
ambitious development targets.

Since the regiond criss and our rlated policy responses have been the dominant feeture
of the recent macroeconomic environment, this will be the focus of the firg pat of this

report.

However, the region has now entered the post-criss recovery period, and it is this post-
cigs environment that will be centrd to the government's medium term drategy.
Therefore, a mgor part of this report will ded with the policy chdlenges we will face in
the emerging recovery period.

In line with our long-ganding policy gods the ovedl focus of the country’'s
devdlopment drategy will be growth with equity and poverty reduction. It is encouraging
to note that our development partners, most notably the ADB, IMF and World Bank, are
now placing much gregster emphasis on povety reduction in their lending and assgtance
drategies. We welcome this new emphass on what we regard as a principa reason for
the pursuit of sugtainable economic deve opmentt.

Sudanable economic growth is a necessary condition for poverty reduction in Lao PDR.
Without economic growth, our country will fdl further behind our neighbors ad the
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world.  More importantly, without economic growth, our poor will continue to druggle to
meet thelr basc needs. They will lack the opportunities for persond development and
the ability to contribute to our country’s socio-economic development that should be ther
basic rights.

We do not condder growth and economic development to be the enemy of the poor. On
the contrary, our own experience snce the beginning of our economic reform program
demondrates the power of economic growth in heping the poor. Economic growth
gemming from our reforms in the 1990s has dready had a substantid effect on poverty
reduction. This is condgent with a wide body of internationd evidence that sudtainable
growth is good for the poor (Dollar and Kraay 2000).

We condder povety reduction as a highly gopropriste and useful lens for focusing
atention on the current chalenges facing Lao PDR. Our god is to build on our country’s
internal strengths, and espedidly those of its people, for the long term benefit of current
and future generations. Through this gpproach, the government will assg in expanding
opportunities and human development possibilities for the people of Laos.
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2. The Crisis and Policy Responses: Overview

The Sixth Roundtable Megting was hdd in Geneva on June 19-20 1997, less than two
weeks prior to the floating of the Tha baht — an event tha is often referred to as the
trigger of the Adan financid crigs The crigs had enormous short term socid and
economic impects, and changed many basc assumptions about economic growth and
financd gability in the region.

We divide our discusson of the implications of the criss for Lao PDR into two parts.
The firg reviews the broad macroeconomic impacts and our domestic policy responses.
The second provides a discusson of some of the more important Socio-economic impacts
on our population.

2.1 Overview of Growth, Inflation and Money

Like dl other countries in the region, our economy suffered negative effects from the
regiond criss  However, this was primaily a fineancid ciss aisng from massve
reversds of short term capitd flows, with consequent effects on asst markets, financid
sysems and ultimately the red economies of the affected countries. In the absence of
well-devloped cepitd markets, and thus of ggnificant short term capitd inflows, Lao
PDR was gspaed from the financid contagion that soreed through most of the
neighboring countries.

Our agriculturd sector was dso a source of drength and resiliency, especially in the early
deges of the criss when world prices of rice and a number of our other mgor crops
remained high. Also unlike our regiond neighbors, we responded in the rdativdy ealy
dages of the crigs with some drong fisca and monetary simulus meesures, amed not
only a dimulating aggregate demand, but dso & meding long term development needs
of the agriculture and rurd areas through provison of badly needed infrastructure.

This fiscd dimulus and capecity building program was described by the Honorable
Bounnyang Vorachit, our Miniser of Finance, a the World Bank/IMF Annud Boads of
Governors Meetings in Washington DC last September:

“The growth of the economy could have dropped to an even lower levd if it had not been for the
government’ s effort to concentrate public investment in the agricultural sector, the core of the Lao

economy.”

For a number of reasons, therefore, our rel GDP growth did not suffer nearly as much as
many other countries (Table 1). The principa effects of the criss in Laos arose from redl
impects of changes in trade, investment and labor flows, and from the government’s own
policy reponses. Because of the absence of serious financid contagion effects the
aggregate impact of the criss on Lao PDR was much less than in mogt other regiond
economies.  Nevethdess, the effects were dgnificant, with redd GDP growth in 1998
fdling to 4 percent, in contrast to rates of dmost 7 percent in the previous two years.
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As can be seen in Table 2, while its role catinues to diminish, agriculture (induding
fishery and foredtry) remans the mgor contributor to our economy’'s totd output. Its
share of totd output in 1998 was till more than 50 percent.

The sectord growth data in Table 3 demondrate that it was ayriculture as wdl that made
the largest contribution to growth in the early dtages of the criss  While sarvices and
indudrid  production both decderated in 1997, agriculturd growth  incressd
ggnificantly, from 2.2 percent in 1996 to 7.5 pecet in 1997. This was due dmost
entirdy to the crop production subsector, whose growth increesed from 0.9 percent in
1996 (and —25 percent in 1995) to 162 percent in 1997. The red vdue of crop
production continued to grow by 6.4 percent in 1998.

In volume terms, paddy production increesed by 18 percent between 1996 and 1998, with
mog of the increese in 1997. A doubling of dry season paddy production in 1998 as a
result of incressed irrigation was offsst by weeather-induced decresses in wet season
production. Wet season crops gill dominaie overdl rice production.  Over the same
period (1997 and 1998), production of other crops including corn, Sweet potatoes,
cassava and coffee increased by 31 percent. Mot of these increases occurred in 1998,

Table 1
Comparative Real GDP Growth Rates
(percent per year)

1996 1997 1998 1999 2000
Lao PDR 6.8 65 40 52 na
Indonesia 80 45 -13.7 05 30
Korea 6.8 5.0 -58 10.2 6.0
Malaysia 8.6 75 -75 49 48
Philippines 58 52 -04 29 35
Thailand 55 -13 -10.0 40 7.0
China 9.6 838 78 71 7.0
Viethnam 9.3 82 5.8 47 46

Note: 1999 = estimates, 2000 = forecasts
Sources. Lao PDR: IMF 2000; other countries: World Bank 2000

Table 2
Sectoral Composition of GDP
(percentage shares)

1994 1995 1996 1997 1998
Agriculture 57.6 55.7 53.3 53.3 52.6
Industry 18.1 19.2 211 212 22.0
Services 24.3 251 255 255 254
Total 100.0 100.0 100.0 100.0 100.0

Source: Calculated from IMF 2000, Table 3



Macroeconomic Strategy
Working Draft, Frank Flatters

7 June, 2000
Table 3
Sectoral Growth Rates
(percent per year)
1994 1995 1996 1997 1998
Agriculture 83 31 22 75 37
Industry 10.7 131 17.3 81 85
Services 55 10.2 87 73 48
Total 8.0 7.0 6.8 7.0 40

Source; Cdculated from IMF 2000, Table 3

Due to public sector revenue shortfdls arisng from the criss, our expanded investment
program in irrigation and other infragtructure support for agriculture dso had serious and
largely unintended monetary and inflationary consequences.

These were dso described by our Miniger of Fnance a last September’s World
Bank/IMF Mestings:

“Public investments are largely dependent on domegtic loans in the form of advances from the
centrd bank, as a reault of the shortfdl of government revenue collection due to dow growth of
production in the economy. As a consequence, Broad Money (M2) increased by 113 percent by
the end of 1998 compared to 65 percent a the end of 1997. This has resulted in increasing
pressure on foreign exchange demand to finance imports which, in turn, caused the Kip to
depreciate even further resulting in CPl increase to a three digit level that continues to persst
through the present days.”

Figure 1 shows the path of inflation over the past three years. Prior to the crigs, in the
firgd haf of 1997, the annud inflation rate messured by the CPl stayed between 11.4 and
159 percent, farly reasondble levels reative to our higtorical experience.  Over the
remainder of 1997, following the floating of the baht and the gradud depreciation of our
own currency in line with the baht, inflation crept up to 25 to 28 percent. In January
1998, the inflation rate began to accelerate, a process that continued until it reached a
pesk of 167 percent in March of 1999. Month-to-month inflation rates remaned high
until August 1999 (Figure 2). Since September 1999 month-to month inflaion has been
extremdy low, and sometimes negative.  This is reflected in declining annud inflation
rates in recent months.
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Figure 1
Annual Rate of Change in CPI
(percent)
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Fgures 3 and 4 show the paterns of money supply growth tha led to the inflationary
goird during the criss.  After following a patern of seady and sable growth during 1996
and the firg hdf of 1997, the money supply gradudly began to acoderate in the second
haf of 1997 and firg haf of 1998. Its growth “dtabilized” a the high annud rae of 115
to 135 percent between June 1998 and March 1999, after which it accelerated once more,
reeching an anud growth rate of over 200 percent in June and July of 1999. Monthly

7
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money supply growth pesked a 14 to 20 percent in March to June of 1998 (Figure 4). In
September 1999 a shap monetay contraction (minus 37.2 percent growth of reserve
money on a month-to-month bass) brought the annud rate of money growth to less than
100 percent for the first time since April 1998.

Figure 3
Annual Growth in Money Supply
(percent per year)
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Figure 4
Month-to-Month Growth in Money Supply
(percent per month)
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2.2 The Exchange Rate

Because of Lao PDR's andl sze and its srong trade and investment links with Thailand,
our exchange rae is dosdy tied to the Tha baht. As is seen in Figure 5, the kip tracked
the baht quite closdy prior to and during the early parts of the criss. Following the
initid depreciation of the baht in July, the kip actudly gppreciged for a brief period
relative to the baht. This was due to our atempt to reimpose the January 1997 nomind
parity when the baht was floated. This was maintained for three months.  In October we
recognized the need for a correction and returned the exchange rate to the path we had
been following earlier in the year.

Sating in ealy 1998, however, when the baht hit its lowest point rdative to the dollar
(January) and then began to appreciate, the kip diverged sharply from the baht (Figure 5).
As a result of money-induced inflation thet began in early 1998 (see Figure 2), the kip
fdl deeply and continuoudy until July 1999 when it reached only 14.8 percent of its pre
crigs vaue relative to the baht (or 10.3 percent of its pre-crigs US ddllar vaue). (Note
by contragt, Tha inflation was very low, and often negdive over the same period.) Since
September 1999, when domedtic inflation was once again brought under control, the kip
has remained stable againgt the baht.

Figure 5
Foreign Exchange Value of Kip (1997 = 100)
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The vdue of the kip in terms of the baht depends in large pat on rdative raes of
inflation between the two countries. The greater the rate of Lao inflation reaive to
Thaland's, the lower will be the vaue of the kip compared with the baht. If the kip is
prevented from depreciating in response to a higher reative inflation rate, its red vaue
will rise and it will become ovevdued. If it depreciaes more rapidly than required to
compensate for differences in inflation rates, its red vadue will fdl and it will become
undervaued. In the absence of direct market interventions or of mgor shifts in capitd



Macroeconomic Strategy
Working Draft, Frank Flatters
7 June, 2000

inflows or other mgor determinants of the demand for and supply of foreign exchange
the exchange rate should adjugt to differences in rdaive inflation rates to preserve its red
vaue

Figure 6 shows the evolution of the red exchange rate of the kip rddive to the baht from
1997 to 1999. The cdculdions have been done for both the officid and padld
exchange rates. It tracks the red vaue of the kip rdative to where it was a the beginning
of 1997.

The red exchange rate passed through three phases since January 1997.

During the fird seven months of the criss period (July 1997 to Jenuary 1998) the red
vadue of the kip rose i.e the kip became ovevdued rdative to the baht. In fact, the
overvauation begen prior to the floaing of the baht as we tried to mantan a higher
exchange rae then could be judified by our gradudly incressng rate of inflation. The
extent of overvauation reached a pesk in September, when we redized the need to
abandon the (dmost) fixed nomind parity with the baht.

Figure 6
Real Exchange Rate of Kip
(January 1997 = 100)
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The second phese laged from the beginning of 1998 until early in the second hdf of
1999, corresponding with our high and accderating inflation rate.  Over this period, the
kip depreciated even more rapidly than would have been anticipated purdy on grounds of

relaive inflation raes As a realt, the red vdue of the kip fdl, and it became
undervaued

This under vauation continued until September 1999 when our changed mongary

policdes begen to reign in inflation. This maked the beginning of the third phase, with
the red vaue of thekip returning to its pre-crigslevd.
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Figure 6 shows as wdl that the officid rae was dmost dways higher then the padld
rate and exceeded it by more than 5 percent for two periods — from May to October 1997
and from December 1998 to April 1999. A dmilaly large padld maket premium
emerged during September and October 1999, The padld maket premium is shown
expliatly in Fgure 7.

Figure 7
Kip Parallel Market Premium
(percent)
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The large pardld market premiums coincided with periods when we made extensve use
of direct controls to protect what was ether (in retrogpect) an overvaued exchange rate
or a rapidy dedining rae. The temporary use of direct controls was a departure from
deady progress in recent years towards unification of our exchange rate system and
dlowing foreign exchange to be dlocated on a market-determined bass  This had been a
key eement of our marketbased reform program.

It is unfortunate thet it was necessary as part of the emergency Stuation created by the
crigs to revert to older methods of control. As we knew from previous experience, such
controls can be codly and difficult to enforcee. They have the longer run effect of
undermining the dability and confidence that we need to achieve in our monetary and
finendd inditutions The large pardld maket premium that emerged in 1998 and 1999
is a reflection of the perceved market risks that arise from the use of direct controls. It
certainly will be part of pat of our pod-criss recovery program to return to strengthening
the inditutional foundations for market-based foreign exchange management.
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The principal cause of the fall in the kip in 1998-99 was Lao inflation, which was in turn
due primarily to domestic monetary expansion. Accelerating inflation increased market
uncertainty, which caused a certain degree of market over-reaction. From time to time it
was necessary to revert to direct controls on the parallel market. This increased
perceived market risks and drove the parallel market even further from its equilibrium
value. The financial instabilities and uncertainties created by the use of direct controls
had a variety of unintended effects on the balance of payments that are discussed further
below. In the end, it was our return to monetary stability that eliminated the underlying
cause of inflation and permitted the exchange rate to stabilize.

2.3 Trade, ODA, Investment and the Balance of Payments

The red dde of the bdance of payments had a number direct impacts on our economy
during the crigs. The criss caused a sharp drop in incomes (or & least their growth rates)
in most of Lao PDR’'s principa trading and invesment partners. This had corresponding
effects on the demaend for Lao exports and much more so on the supply of foreign
investment.

2.3.1 Foreign Investment

Following our initid economic reforns under the NEM in the late 1980s, and our gradud
integration with the rgpidy growing regiond economy, foregn invesment inflows grew
deadily and repidly through the firg haf of the 1990s. Disbursements reached US$176
million, or 9.5 percent of GDP, in 1996 (Fgure 8).

Throughout the 1990s foregn investment gpprovds have far outdripped actud
disoursements  Approvas reeched US$26 hillion in 1994 and US$L3 hillion in 199,
both of which exceed the cumulative totd of less than US$500 in foregn invesment
disoursements between 1994 and 1998 (Fgure 8). From 1994 t0199, FDI gpprovas
averaged an astonishing 91 percent of GDP, and reeched dmogt 170 percent of GDP in
1994 (FHgure 9).

Foreign invesment goprovds in the early 1990s were dominated by dectricity projects.
In 1994 and 1995, this sector accounted for over 80 percent of goproved invetments. In
1996, a reduction in gpprovas in this sector and increeses in severd others, especidly
hotds and tourism (US$211 million), other marufecturing (US$320 million), and “other”
(US$504 million) began to redress the balance.

Snce the beginning of the crigs in 1997, foreign investment approvas and disbursements
have fdlen off, with the sharpest declines occurring in approvals.  The fdl in gpprovds
has been fet in dl sectors except agriculture, which experienced some growth in 1999.
Approvds amounted to US$123 million in 1998, and US$M4 million in the firg 10
months of 1999. While low in comparison with recent years, approvas were ill amost
10 percent of GDP in 1998, a high number by internationd standards.

FDI disbursements dedined from ther pesk of US$176 million in 1996 to US$56 million
in 1998. At thar pesk in 1996, FDI dishursements amounted to 95 percent of GDP,
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which is much higher than dmost any other country in the region. (By comparison,
Vietnam, which had one of the highest rates of FDI inflow in the world in the mid 1990s,
had an average rate of inflow of 9.1 percent between 1993 and 1997.) In 1998, with the
lowest rate of FDI inflow snce 1994, FDI dill amounted to a quite respecteble 4.4
percent of GDP.

Figure 8
Foreign Investment Inflows
(US$ millions)
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Figure 9
Foreign Investment Inflows
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Figure 10
FDI Disbursements
(percent of GDP)
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2.3.2 Other Non-Merchandise Sources and Uses of Foreign Exchange

In addition to FDI and merchandise trade (to be discussed below) Lao PDR has severd
other important sources of foreign exchanger By far the most important is Officid
Development Assstance (ODA), in the form of grants and long term loans. From 1994
until 1998 ODA flows have increased from 11.1 to 17.8 percent of GDP (Fgure 11).
Offidd loans have been the fastest growing component, risng from 4.9 percent of GDP
in 1994 to 119 pecent in 1998. While officd tranders (grants) accounted for 63
percent of ad flows in 1994, they made up only 33 percent of the totd in 1998. In US
dollar terms, however, ODA inflows actudly declined in 1998, by 16 percent in the case
of loans and 24 percent for grants. Preiminary data for 1999, however, suggest hat these
inflows have risen condgderably, in dollar terms and as a share of GDP.

The other two mogt important nonrmerchandise sources of foreign exchange in recent
years have been net sarvice exports and private remittances. Net sarvice exports, which
averaged only about 1.5 percent of GDP from 1995 to 1997, jumped to 56 percent of
GDP in 1998, due in large pat to liberdization and incressed promotion of tourism,
meking a subdantid contribution to foreign exchange earnings during the criss (Figure
12). Oversess remittances (the principd component of private trandfers in the baance of
payments datisics) have dso grown quite rgpidly in recent years — from 0.6 percent of
GDP in 1994 to 3.9 percent in 1998 (Figure 13).
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Figure 11
ODA Inflows
(percent of GDP)

20.0
18.0
16.0
14.0
12.0
100

8.0

6.0

4.0

2.0

0.0 T T

1994 1995 1996 1997 1998
B official transfers M1 oan disbursements
Figure 12
Net Service Exports
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Figure 13
Net Private Transfer Inflow
(percent of GDP)
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2.3.3 Exports, Imports and the Current and Merchandise Balances

Lao PDR has a rdativey large merchandise trade deficit. However, it has fdlen from
USE369 million to USE16 million, or from 20.0 to 154 percent of GDP, between 1996
and 1998 (Figure 14). A gmilar patern can be seen in our current account baance
(Fgure 15). Because of the nat surplus on other (non-merchandise) current account
items, the current account deficit has been smdler than the merchandise trade deficit,
even dter netting out officid transfers. But whichever indicator is used, the pattern has
been one of adedlining trade or current account balance since 1996.

It is the large inflows of foreign exchange a other balance of payments lines that has
allowed us to sustain relatively large trade and current account deficits. As a result,
imports have exceeded merchandise exports by 115 percent (1996) to 64 percent (1998).
The falling levels of our measured trade and current account deficits since 1996 are
simply a reflection of declining inflows on the capital account.

We will return to thisissue shortly.

Lao export growth had dreedy dowed down subgantidly and thus wes lower then in
other regiond economies prior to the cigs  As in the other regiond economies our
export growth dowed down in 1996 and became negative in 1997. However, our export
growth dowdown was less savere than in mogt of our neighbors (Figure 16). In 1998 and
1999 our export growth picked up subgtantidly, with performance in each of thee years
exceading thet in the yearsimmediately preceding the crisis.

Imports bore mogt of the adjusment to reduced foreign exchange inflows during the
cidgs  After growing by more than 17 percent in 1996, imports fdl by 6.1 percent in
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1997 and by another 14.7 pecent in 1998. Prdiminay edimates indicate a modest
recovery of importsin 1999, with pogtive growth a arate of 3.6 percent.

Figure 14
Merchandise Trade Balance
(percent of GDP)
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Figure 16
Export and Import Growth
(percentage growth in US$ values)
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2.3.4 The Capital Account and Unresolved Data Issues

As can be seen in Figure 17, our recorded capitd account surplus fdl from 16.0 percent
to 3.3 percent of GDP between 1996 and 1998. Unfortunaidy, this messure is subject to
a very wide margin of error. The three main components of the capitd account are FDI
inflows, long term ODA loans, and “erors and omissons’. Over the period from 1996 to
1998 FDI inflows declined from 9.5 to 4.4 percent of GDP and ODA loans rose from 8.4
to 11.9 percent of GDP. The net effect of these two components, therefore was a smdl
dedine in capitd inflows from 17.9 to 16.3 percent of GDP — a fdl of only 1.6 percent of
GDP. The bulk of the decline in our capitd account surplus over this period, therefore, is
due to a sharp rise in the “errors and omissons’ deficit — from 0.7 to 10.0 percent of GDP
(Figure 18).

What this means, unfortunately, is that there was a very large increase (9.3 percent of
GDP) in unrecorded net faeign exchange outflows from 1996 to 1998. We cannot know

whether this was short term capitd flight, large increases in unofficid imports, decreases
in unrecorded exports, or changesin some other balance of payments transactions.

In light of our increased use of direct foreign exchange controls for baance of payments
purposes, and of expectations and even rumors of much dronger messures, a certan
amount of capitd flight dmost certainly occurred.  For the same reason, use of direct and
indirect import controls a the height of the crids might dso have caused some incresse
in unrecorded imports.  Unfortunaidy, we cannot determine with any more cartainty what
is behind the large recent increases in errors and omissons.  Improved data collection ad
compilation, together with less need to revert to undesrable direct controls, should
reduce such problemsin the future.
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It is quite possble that the current account baances reported earlier could understate our
deficit by as much as 9 or 10 percent of GDP. That is our 1998 current account deficit
could actudly be three times larger than shown in Fgure 15. This makes it very difficult
to provide a complete macroeconomic andyss of our economy over the criss period, and
it rases difficulties in meking projections upon which to base macroeconomic policies
for the post-crisis recovery period.

Figure 17
Capital Account Balance
(percent of GDP)

18.0

16.0

14.0

120

10.0

8.0

6.0

4.0

20

0.0 T T T T
1994 1995 1996 1997 1998

Figure 18
Errors and Omissions
(percent of GDP)
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2.3.5 External Debt

Lao PDR's extend debt is dill dominated by nonconvertible Russan debt thet, a an
offidd exchange rate of SUR 0.6 per dallar, anounts to US$1,361 million. However, as
a reut of increesng utilizetion of fadlities avalable from bilaerd and espedidly
multilaterd  creditors, our convertible currency debt has been growing rapidly. Between
1994 and 1998 convetible currency debt dmost doubled, from US$E579 million to
US$L,100 million. The growth of the two man components of our externd debt is
shown in FHgure 19.

The depreciaion of the kip snce the beginning of the Adan criss has increased the red
burden of our externd debt by far more than is indicated by the increese in its dollar
vdue. Between 1994 and 1996 our rapid economic growth hed actudly led to a fdl in
the ratio of externd debt to GDP, despite consderable new borrowing over the period.
However, the criss has reversed this trend dramaticaly, with the debt to GDP rdtio risng
from 118 to 195 percent between 1996 and 1998 (Figure 20).

The same trends are shown in the debt service ratio — debt service payments as a percent
of gross export revenues. Our debt service raio has tripled, from 3.3 to 9.9 percent,
between 1994 and 1998 (Figure 21).

Figure 19
External Debt
(millions of US dollars)
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Figure 20
Ratio of External Debt to GDP
(percent)
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Figure 21
Debt Service Ratio
(percent of exports)
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2.4 Fiscal Effects

As mentioned earlier, the criss had some serious effects on our overdl fiscd sysem — on
both the revenue and expenditure Sdes.  Fgure 22 shows both the risng expenditures in
1997/98 that resulted from our aggressive fiscd dimulus and agriculturd  development
expenditures that year, and declining revenues arisng from the effects of the criss. In
1998/99 expenditures were brought closer into line with precrigs patens, a leves that
are lower (in terms of their percentage of GDP) than we have dtained for quite a number
of years. Meanwhile, revenues remained at their lower leves.

2.4.1 Government Revenues

Tax collections account for over 80 percent of our own source fiscad revenues. Rddive
to GDP, tax revenues fdl by 183 percent beween 199596 and 1998/99, from 10.8
percent of GDP to 8.8 percent (Figure 23). Based on precrigs figures from 199596, our
five mogt important tax revenue sources are import duties (23.1 percent of tax revenues),
timber roydties (194 percent), turnover tax (19.4 percent), profits taxes (12.0 percent),
and excise tax (9.3 percent). Of these five man revenue sources only one, excise tax
collections, did not decline as measured by its share of GDP. Import duties and timber
roydties fdl by 52 percent and 49 percent respectively according to this measure.  Profits
taxes and turnover taxes fell by 24 percent and 9 percent respectively.

Figure 22
Government Revenue and Expenditure
(percent of GDP)
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Figure 23
Tax and Non Tax Revenue
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It is because of these revenue shortfals that we neeced to revert to inflationary borrowing
from the centrd bank during the crigs

The fdl in import duty collections arose in pat from dedining imports due to the crids
and in pat from diguptions in Customs vauaion sysems aisng from domedtic inflation
and exchange rae ingability. The most basc problem was long ddays in adjuging the
exchange rae used for converting foreign currency import vaues into kip. Usng an
exchange rae of 4,000 kip per dollar when the maket exchange rae is 8,000 kip is
equivdent to a 50 percent across the board reduction in import duty raes  While this
could be thought of as a mgor trade liberdization messure, this was not our intention,
and it resulted in serious revenue losses. We increased the rate for al imports except a
range of fud products from 4,000 to 7,000 kip per dollar late lagt year, and did the same
thing for dl fud products except diesd fud and kerosene recently.

As another messure to improve customs adminigration and revenue collection we have
recently entered a contract with a French surveying company, Bureau Veritas to assig in
a new sysem of preshipment import ingpection and import vauaion. As pat of ther
contract, this company will dso assig with traning of our own cugoms officids. The
new system will begin operating in June 2000.

Timber roydties have been another mgor source of weskness in revenue collections
Thee roydties have fdlen from $37 million in 1994 and 1995 to only $8 million in
1998. Pat of this dedine is due to diminishing raes of recorded log production snce
1996. However, roydty collections per cubic meter have fdlen from $74 in 1994 to only
$16 in 1998, indicaing that there mugst be additiond reasons for dedining roydty
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revenues. This is a mgor fiscd and resource management chdlenge, and is discussed
further below.

2.4.2 Government Expenditures

As government revenues fdl during the crigs, expenditures rose, especidly in 1997/98
(Figure 22). Totd government expenditures rose from the 1994/95 to 1996/97 levds of
21 to 22 percent of GDP to 325 percent in 1997/98. All of this increase was in respect of
cgpitd  expenditures, which more than doubled from 118 to 244 pecent of GDP in
1997/98 & we engaged in a massve campaign of rurd infragtructure and irrigation
invesments (Figure 24). Because of the combined fisca pressures of the revenue
shortfals described above and this capitd expenditure campaign, it was necessary to find
savings in other areas. As a consequence, current budgetary expenditures fel from 9.5 to
64 pecent of GDP beween 1996/97 and 1998/99 — a decrease of 33 percent.
Government wage and sday expenditures have fdlen by 51 percent over the same
period, from 4.5 to 2.2 percent of GDP.

The emergency spending meesures undertaken in response to the criss diverted us from
some of the priorities st out @ the previous RTM and in our corresponding SEDP and
PIP. In paticular:

indead of redressing previous imbaances between capitd and current expenditures,
the ba ance was temporarily pushed even further towards investment spending, and

we were ungble to switch spending priorities, as planned, towards grester emphads
on socid and human development targets, espedidly in hedlth and education.

An improved badance of public expenditures in favor of current expenditures is essentid
to achieving the levds of growth necesscy to meet our deveopment priorities.
Investments that ae not properly mantaned, managed or utilized will have low
economic and socid retuns,  Schools need teachers and books.  Hedth dinics and
hospitals need doctors, nurses, vaccines and medicines.  Irrigation pumps need petrol.
Road surfaces need to be mantained or dse they will be washed away by rans and
floods.

All new public invesments bring with them a future stream of associated operating and
maintenance (O&M) expenditures necessary for them to achieve their planned objectives
and potentid socio-economic returns.  If the pre-criss baance of capitd versus curent
expenditures — 45 to 50 percent current — was precarious, the present balance —25 to 30
percent current — is much more dangerous. The O&M requirements of the huge
invesments in recent years, together with O&M deficits arisng from earlier investments,
and the tighter fiscd congraints due to reduced growth, present us with a mgor chdlenge
for public expenditure planning for the next few years.

Gregier emphass on sodid and human development expenditures, espedidly in hedth

and education, will be of even grester importance in the post-criss recovery period then
it was previoudy. This will be centrd to achieving our long term socio-economic goas,
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induding povety reduction and laying the foundations for economic diverdficaion. The
fiscd pressures dluded to above will present a mgor chdlenge to us in meeting these
needs.

We face some serious fiscd planning chdlenges in the pogt-criSs recovery period with
respect to spending priorities.

Figure 24
Capital and Current Expenditures
(percent of GDP)
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2.5 Other Legal, Regulatory and Administrative Responses

Centra to our economic success in the 1990s has been the reform of regulatory, legd and
adminigrative dructures to support the devdopment of an outward oriented market

sysem. This is essentid to cregting an environment in which the private sector can be a
mgor contributor to our socio-economic development. At the RTM Launching Mesting

in January this year, we liged seven mgor laws that had been promulgaied snce the
Sixth RTM. Since then we have passed severd additiond laws.

These are seps of mgor importance. However, a great ded remains to be done, in the
fom of additiond lavs and even more importantly implementing regulations and
development of smooth and trangparent adminidrative practices.

In the midst of the criss a number of provinces and didricts passed regulaions restricting
imports and exports of various basc goods  Redrictions on imports were designed to
promote loca production and consarve foreign exchange.  Such messures had the side
effect of rasng locad prices and hence hurting buyers of these goods They are likdy to

25



Macroeconomic Strategy
Working Draft, Frank Flatters
7 June, 2000

have unintended implications for other policy gods such as tourism  promotion.
Redrrictions on exports were designed for the oppodte reason, to keep locd prices low,
thus subddizing consumers and implictly taxing faamers  These kinds of measures will
have to be caefully examined in the context both of fiscd and adminigraive
decentrdization and of our commitment to freer trade in the framework of AFTA, the
WTO and our own longer term trade and indudrid development gods. The same is true
of recent invesments amed a increesng sdf-auffidency in badc indudrid goods such
as cement and fertilizer.
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3. Socio-Economic Impacts

The criss afected Lao growth far less than that of many of our neighboring countries.
However, while the aggregate red effects of the criss have been rdaivedy smdl, the
large changes in price levds and the exchange rae had dgnificant differentid effects
aCr 0SS S0C 0-econoMiC groups.

Workers rdying on inflexible nomind wages, mog notably those on government salaries
auffered from incomplete adjustment of ther incomes to risng consumer prices. Private
sector wages have tended to be more flexible than in the public sector. Companies in
successful  tradable goods activities have generdly managed to maintan higher red
wages than in other firms.

Urban resdents are much more dependent, in generd, on wage income than are those in
rural aress. As a result, the burden of adjugment to lower red weges fdl
disproportionately on urban aress.

In addition, urban dwdlers have much less opportunity for subsstence food production.
Their resulting grester dependence on markets rather then own production for food mede
them more vulnerable to inflation over the crigs period.

In more generd terms, net producers and dlers of tradable goods were able to benefit
most from the red exchange rate depreciation over the criss period. This was especidly
true of those operating in markets that were not redricted by atificdd condrants on
trading possibilities.

In paticular, the red depreciaion of the kip, together with incressed output of a number
of agriculturd products and increases in many international agriculturd product prices in
the ealy dages of the criss presented opportunities for Lao farmers with market
connections to border arees.  This was expecidly true where access to markets was
reldively unredtricted. Many responded to these market incentives and benefited from
risng red incomes as a result.

On the other hand, producers and sdlers of nontradables and net consumers of tradables
were mogt vulnerable to the rapid inflation and red exchange rate depreciation.

It is becoming incressingly apparent tha the hardest cores of poverty in our country are
in the areas that have the weskest links to the market economy. Our dud rurd economy
was highlighted recently in our strategic vison for the agricultural sector.

“These aress have followed divergent paths of development in recent years. The lowlands are
entering a period of agriculturd transformation where market forces are darting to ddiver
agriculturd inputs through commercid channds and fam households are consuming pat of their
farm production and marketing the remaining part.

“The uplands present a different picture. Here, agriculture is badicaly subsistence and farm
households are locked in an acute poverty trap, created in part by lack of regiond market access,
absece of productivity increasing technology flows and lack of ceapitd needed to fud the
transformation process.” (p. vii).
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There is limited evidence on wha has happened to upland areas during the criss. The
red deprecigtion of the kip, together with improved trangport and communicetions links
goparently heped to bring previoudy remote upland famers into the net of the market
economy, with subsequent increases in their red incomes.  As for the others, dnce a
principd reason for their poverty is ther isolation from markets, it is mog likdy thet they
have been little affected by the crids.

While increased agriculturd infragtructure invesments are having ther expected effects
in improving agricultural productivity, their finandng was the souree of the inflationary
sird whose effects have been refered to dready. Fiscd pressures dso required
unfortunate reductions in planned current expenditures on socid and human resource
devdopment.  Combined with increeses in the prices of many basc educationd and
hedth-rdated inputs, these budget cuts had a dggnificat impact on cetan vulnerdble
groups. Redressing these expenditure and budgetary imbalances will be a mgor focus of
our pogt-criss macroeconomic policy srategy.

Private remittances from doroad, whose net inflow increesed during the criss provided
an important form of socid safety net. However, the change in net remittances arose for
svad reasons the mogt important of which might have been changes in temporary
migration patterns between Lao PDR and neighboring countries.  On the one hand, the
deprecidion of the kip decreased the attractiveness of our country to temporary workers
from China and Vietnam. On the other hand, dedining job opportunities and pressures in
neighbaing countries for temporay workers to return to their homes resulted in
sgnificant amounts of return migration to Lao PDR.

Urban dwellers, on average, depend more than those in rurd areas on oversess remittance
income.  The depredidion of the kip would have produced a ggnificant windfdl for
recipients of remittances whose foreign currency vaues remained unchanged. Of course,
the return of many Lao workers from abroad reduced an important source of remittance
income.

The return of Lao workers not only reduced remittances, but dso put condderable
pressure on labor markets and socid support mechanisms.  The depature of many
Chinese and Vianamese workers, however, created new demands for Lao workers, who
dhowed ther adeptability by moving into wha have tended to be non-traditiond
occupations such as congtruction and roadwork.
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4. The Current Macroeconomic Situation

Our economy is less wel developed than most of our regiond neighbors.  This gives rise
to many dructurd differences and hes ensured that the economic criss affected us
differently than our neighbors.  Each country has desgned its policy responses according
to its own paticular crcumgances and priorities  Many countries have been criticized
for ering on the dde of fiscd and monetary dringency, and the IMF itsdf has
acknowledged being too dow in recommending a rdaxation of the tight fiscd dances in
a number of the crigs countries (Lane et al 1999). We did not meke this mistake. If our
own draegy ered, it was on the Sde of excessive mondary and fiscd dimulus as a
means of dampening the socid impacts of the criss on our people.

Mgor emergencies require dragtic and Speedy counter-messures. Neverthdess, we
recognize that the emergency and the associated policy responses have underscored and
in some indances aggravated underlying structurd problems. These now need to be dedlt
with. High and unpredictable inflation causes indabilities and red burdens that are
unacceptable as a pat of the long term maaroeconomic environment.  Now that the
regiond recovery is under way, a return to our long run macroeconomic drategies is
required. Resumption of monetary stability and fiscal prudence are now necessary.

Srong and decisve fiscd and monetary meesures initisted in the find months of 1999
have lad the foundations for renewed macroeconomic gability. The inflation rate hes
fdlen sharply, as seen in the month to month changes in the CPl (Figure 2). The kip has
appreciated, in nomind and red terms.

The principd policy messures responsble for these changes are cessation of money
financed expenditure increases and the use of treasury bill sdes to mop up of the stock of
excessliquidity inthe money market.

Red growth has been mantaned a ressonable levds aded in large pat by continued
agriculturd grength. A combination of drong internationd markets in the early phases
of the crigs, supportive public infredructure invesments in the rurd sector, and a
depressed red exchange rate provided a subdantid boost to agriculture during this
difficult period. At the same time, these factors hdped to drav many more farmers into

the market economy.

Our principa chdlenge now will be to mantan this hardwon macroeconomic dability.
In light of anumber of mgor risks, thiswill not be an easy task.

A higher red exchange rae and wesker internationa markets will pose new
difficulties for our agricultura sector.

The higher red exchange rate will place additiona burdens on the development of a
more diversfied and competitive economy.
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Large recent investments in rurd infrasructure will impose further fisca burdens for
operaing and maintenance needs a a time when the current Sde of the budget is
dready suffering from unavoidable spending squeezesin recent years.

Additiond budgetary demands are looming as a result of problems in the banking and
SOE sectors.

Wegknesses in revenue-raisng capabilities that gppeared in recent years need to be
addressed.

In the midgt of this chdlenging fiscd environment, it will be necessary to marshd the
policy-meking and adminidraive resources to resume and make mgor progress in
the design and implementation of the NEM.

Thee are difficult, but not insurmountable chalenges.  In the remeinder of this report

we outline in more detall the key drategic issues facing us the pogt-crisis macroeconomic
environment, and the main dements of our Srategy for deding with them.
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5. Macroeconomic Strategy: Key Issues

Based on our assessment of ecent experience, and our review of some of the important
lessons from the criss, we see three key sets of closdy rdated strategic issues.

The hidden effects, and especidly the upward pressure on the red exchange rate, of
large foreign exchange inflows from ODA, resource rents and FDI.

The need to increase economic diversification and employment growth.

The need to improve fisca and monetary management.

These drategic issues are discussed in turn in the remainder of this section.

5.1 Influences on and Key Role of the Exchange Rate

Rdétive to GDP, Lao PDR has vay large inflows of foreign exchange from a number of

sources — ODA, FDI, logs hydro dectricity exports, remittances, etc.  While such
inflows are a source of wedth and could be used to make Sgnificant contributions to Lao
development, they dso have some less understood consequences.  In particular, they raise
the red exchange rae. This in turn reduces the internationd competitiveness of our
agriculturd sector and the development prospects for a diverdfied, labor intensve non-
agriculturd manufacturing sector.

The fdl in the red exchange rate that resulted from our massve fiscd and monetary
dimulus in 1998/99 demondrated how a more benign exchange rate environment can be
of bendfit to the agriculturd sector. The more favorable exchange rate over the crids
period heped not only famers in the immediate border arees of Thaland, but dso those
in more remote regions in the north of the country.

In generd, a higher value of the readl exchange rate hurts farmers and is detrimental to the
competitiveness of outward oriented manufecturing industries.  Our large capitd  inflows
present anumber of macroeconomic policy chalenges.

5.1.1 Competitiveness

We have szedble deficits on the trade and current accounts because of correspondingly
large inflows of foreign exchange from other sources. The effect of foreign exchange
inflols on the red exchange rae is the principd mechaniam for decreasing the
compdtitiveness of potentid new export indudries and hence maintaining the trade and
current account deficits.

While ODA, FDI, timber and hydro eectricity exports provide consderable income to
Lao PDR, they cregste very few jobs. Our population and labor force continue to grow
rapidy. Nether agriculture nor the public sector can be expected to provide the jobs
necessary to absorb these increases.
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Through irrigation, opening of makets, and other means of productivity improvemen,
we will continue to support the vitdl role of agriculture in the economy. However, as
Thaland's experience in the 1980s s0 dealy demondraes excessve rdiance on
extendve agriculturd growth through land dearance and deforedation can  have
devadtating socid and environmenta impacts.

The public sarvice has been absorbing a disoroportionately large share of new labor force
entrants in recent years. It is certainly necessary and important to have a strong and well
traned public service. However, even a current gaffing levels, it will take some time for
us to restore red sdaries to precrigs leves  The public service should not and cannot be
used as a principa source of employment for our growing labor force.

As a means of achieving our long term growth targets, and more importantly of creding
jobs for our young and growing labor force, it is criticaly important to overcome as much
& posshle the anti-competitive effects of our high red exchange rate on labor intensve
tradable goods indudries  This will be centrd to our meacroeconomic draegy in the
coming years. Thetwo most important eementsin this regard will be

reinvigoration of the reforms launched under the NEM, and
recommitment to human resource devel opment.
5.1.2 Effectiveness of ODA

By its sheer magnitude done — 17.8 percent of GDP in 1998 — officid deveopment
assgance has a profound impact on our economy. While flows of this Sze can be used
to grest benefit in promoting our long term devel opment, they are not costless.

As dready indicated, these inflows have a sgnificant effect on our red exchange rate,
with consequent implications for competitiveness of the tradable goods sectors of our

economy.

Coordination of ODA inflons imposes enormous demands on  public  sector

management cgpabilities  Large amounts of our country’s scarce management skills
are occupied by the “business’ of aid coordination.

ODA inflows cregte inevitable incentives for the diverson of managerid and
entrepreneuria energiesinto various kids of rent-seeking activities.

Public sector expenditure priorities are heavily influenced by donor priorities.
Donors are heavily biased towards capitd expenditures, they currently finance about
80 percent of our public invesment budget. It is difficult to ignore the resulting
influence on our own expenditure decisons.

These are some of the condraints and influences imposed by ODA in the Lao context.

Given the large role of ODA in our economy, improvements in ad management and
coordingtion are of very high priority.
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With donor assstance, we have begun to reexamine processes and procedures for ad
coordination.  In this regard, we ae undertaking reforms in project cyde management,
we ae prepaing a decree on Government Roles and Responghilities in the Planning and
Management of ODA, and we have begun to systematize processes for the recruitment
and adminidration of internationd personnd working on development cooperdion.  We
are dso engaged in a project to improve ad project databases.

At the macroeconomic levd, the ad coordination issue is much larger than this As
indicated earlier, the only way to counteract the anti-competitive exchange rate effects of
ad inflows is through doubly effective economic reform messures and complementary
humean development initiatives.

ODA can be used to hdp achieve these gods. A growing body of international evidence
that is of direct rdevance to Lao PDR suggests that market oriented economic reforms
and ODA can be highly complementary in promoting socio-economic development. A
recent review of internationad experience concludes tha the effectiveness of ad programs
does not necessxily depend on the megnitude of their finendd contributions (World
Bank 1998, and Burnsde and Dollar 1997). The principd determinant of the success of
ODA was found to be the domedic policy environment in the recipient country. Aid is
successtul in promoting long term devdopment in countries where governments  pursue
strong, marketoriented economic reform programs, and where policy-mekers are able to
meke and implement sound economic decisons.  Aid thet supports poor economic policy
regimes, on the other hand, was found to be ineffective in promoting socio-economic
development. These are srong, even if not very surprising, conclusons.

Inernational  experience seems to indicate that the determinants of good economic
policies and ther rdaionship, if any, to ODA ae complex. Unlike foreign investors,
whose decisons must be agppraised agangt their profitability, donors ae driven by
dverse motives, and are hampered by the absence of smple success indicators.  Thus, on
the supply sde ODA suffers from the absence of the marketbased sdf-correcting
mechanisms that operae with FDI. Similaly, without trangparency and accountability in
domegic policy deemindgion, ad can be used in recipient countries to sudan
unproductive  rent-seeking, politicd and other ectivities to the deriment of sodo-
economic development.  Internationd  experience shows that ad can be used to support
governments in deferring hard policy choices and thus sustain bad development policies

The chdlenge for Lao PDR, in concet with our internationd development partners, is to
maximize the effectiveness of ODA in achieving our socio-economic development gods.
We need to ensure that aid resources are directed, as efficiently as possble, to our most
important devdopment and socid needs  To do this we need to improve our own policy
and expenditure assessment capabilities. We return to this theme further llow. And we
cartanly need to proceed as Speedily as possble, within the bounds of our own domegtic
condraints and capabilities, with our outward oriented, market-based economic reform
program.
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5.1.3 Maximizing Benefits from FDI

Following the implementation of the NEM and associated economic reforms we have
benefited from subdantid inflows of foreign investment, complementing the growth of
privete invesment aising for the same reasons. However, in recent years, raes of
private investment, both foreign and domedic, have fdlen off condderably. Foreign
invesment fdl from 95 percent of GDP in 1996 to only 4.4 pecet in 1998. Our gross
domedtic investment rae fdl from 29 percent in 1996 to an esimaed 235 percent in
1999 (ADB 1999, Appetix 1). A large portion of the vast amount of FDI approved over
1994 to 1996 has never yet been redized. While this is due in large pat to crigs-related
posponements of severd mgor hydro dectricity projects, it dso reflects some
fundamentd difficulties in dtracting new invesments. A recent survey indicated as well
thaa a dgnificat proportion of goproved and redized foreign investments have
subsequently ceased operation in Lao PDR (IMF 1999).

Macroeconomic indebility due to high and vaiable inflaion, ragpidly changing exchange
rates, and uncertainties about the availability and price of foreign exchange contributed to
our difficulties in attracting investment most recently. Now that macroeconomic dability
has been restored, we can return to some of the fundamenta issues involved in reforming
our invesment climate.

A large pat of our foreign invesment has been of a very capitd intensve nature, and has
been amed a cgpitdizing on our abundant neturad resources, epecidly the potentid for
hydro eectricity developments and the exploitation of our forests. The next largest target
of foreign invetments has been in locd savice indudries mogt  importantly
trangportetion, tdecommunications and tourism.  Lagging furthest behind have been
invesments in manufacturing, especidly in outward oriented activities amed a export
makets and efficent import subgitution.  This is unfortunate dnce it is in exectly these
labor intendve areas where there is the greatest potentid for new kinds of job creation
and ill enhancement. This appears to reflect a generd bias in our foreign investment
goprovd and promotion system in favor of large capitd intendve proects.  The
atractiveness of sarvice indudtries and the lack of attractiveness of outward oriented
manufactures a so reflect the exchange rate biases discussed earlier.

A principd god of our economic reform program is to creste a secure legd environment
in which investors decisons are based only on market opportunities and relevant market
risks. At the same time, trangparent and non-digorting tax and regulaory sysems will
ensure that decisons based on private returns generate high and sudainable long term
growth in line with our socio-economic devel opment needs.

To this end, we passed a Foreign Invesment Law in 1994. In tems of dmog dl of its
features — breadth of sectors open to foreigners profit and income tax raes, import
privileges on materids and equipment, profit repariation and protection of basic property
rights — this law is one of the region's mog liberd and investor friendly.  Despite this a
number of problems remain. Mo of these problems arise from two sources — the lack of
affident implementing regulaions, and conflicts with other government laws and
regulaions. Among the other laws and regulations that sometimes conflict with the
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intent of the Foreign Invement Law are the Mining and Electricity Laws, the Domestic
Invesment Law, and foreign exchange regulations and controls.  In addition a wide range
of licenang, gpprovd and permit sysems under a number of agencies and a different
levels of government and administration cregte confusion and raise the cogts of investors.,

In order to resolve such issues, we have continued to scrutinize and improve investment
procedures.  Among the mogt important has been the etablisnment of the Foreign
Invesment Management Committee (FIMC) in the Prime Miniger's Office as a “one-
sop-shop” for foreign investors. But it will be necessary for us to continue to review
other laws and regulations for mutud conssency, and to complete and update relevant
implementing regulations.

In designing our FDI policies, we mugt bear in mind that more is not dways better, and
that the benefits we get from FDI depend very much on the policy environment we creste
for it. We do not wish to offer excessve fiscd or other incentives to aitract foreign
invesment. We catanly do not wish to create atificid monopolies or other such
regulatory incentives far this purpose We want to ensure tha foreign and domestic
investors are treated in a smilar manner.  Our generd objective is to continue with our
economic  reform  measures in order to improve the private sector investment
environment.  This is a key pat of our draegy for achieving our long term socio-
economic development gods.

5.1.4 Natural Resource Rents

Timber and hydro dectricity exports generae rents (revenues in excess of dl cods of
production) and dgnificant export revenues. Rddive to the amounts of revenues and
cgpitd  investment involved, these activiies ae not gSgnificant direct  employment
cregtors.  Furthermore, the indirect negetive effects of the associated foreign exchange
inflovs on the competitiveness of more labor intensve outward oriented industries could
be dgnificant.

The sodo-economic impects of timber production and hydro dectricity  development,
therefore, depend primarily on the rents that are created and how they are utilized.

As indicated ealier, roydty collections on logs have fdlen off quite dramaicaly in
recent years. The data are summarized in Table 4. Despite the fact that log production
was the same in 1998 as in 1994, totd roydty collections have fdlen from $37.1 million
to $32 million over tha period. On a unit bass, roydty collections have fdlen from $74
per cubic meter in 1994 to only $16 in 1998.

This enormous decresse is due only in smdl part to dedlining world log prices. While the
economic rents in logs have cetanly declined in response to the criss the share
collected in the form of roydties has fdlen by a much grester amount. Since there have
been no mgor changes in our roydty raes in recent years, the opposite should have been
the case — i.e the public shae should have rissn. We do not yet have a complete
understanding of what has hgppened. However, one factor is dmog certainly the fact
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that roydties are applied only to exports of logs. The fact that roydties are not based on
production of logs leaves many opportunities for avoidance, induding illegd log exports

Table 4

Timber Royalties

Log Production Royalties Royalties Royalties
(cum. thousands) (billions of kip) (millions of US$) (US$ per cum.)
1994 500 26.7 371 74
1995 819 34.6 374 46
1996 659 31.7 332 50
1997 560 36.9 17.3 31
1998 500 35.0 82 16

The recent experience with log roydties raises some important issues with respect to our

macroeconomic srategy.

What can be done to improve enforcement of roydty collections? These roydties
are based on one of our mogt precious natura resources, and could make a mgor
contribution to our socdo-economic gods of growth with eguity and poverty
reduction. However, to redize this potentid, the rents must be redized in the
government budget or be utilized in some other deve opment-enhancing manner.

Wha is the socio-economic rationde for exempting domedticaly used logs from
roydty collections? The underlying judtification for such a policy mugt be in terms of
the digribution of the benefits of chegp logs among the domedtic population. There
ae two possble threads to a judification dong such lines  The fird is in terms of the
implidt (and very lage) subddies this gives to downdream export processng
industries  The second is in terms of the direct benefits to poor Lao citizens aisng
from access to subgtantidly under priced logs. Any benefits dong ether of these
lines must be judified as wdl in light of the large opportunity costs of forgoing the
export or danding vaue of a vey vauable resource.  These issues need to be
invesigated on the bass of internationa experience and invedtigation of domedtic
dataon log production and use in Lao PDR.

What is the goproprigte domedtic response to fluctuaions in world log prices?
Recorded harvests have declined somewha over the criss period. However, there are
some indications that unrecorded production has dedined by less and might even
have increesed. And as dready indicated, public sector roydty collections have
fdlen precipitoudy. In these drcumdances and in light of our socio-economic gods
the best investment of our timber resources during periods of low prices might be to
leave them standing in the forest until the market recovers.

The regiond crisis has had a large impact on our plans for and revenue expectations from
the hydro dectric sector. At a minimum, it will result in subdantid ddays in sverd
maor projects as wdl as reduced revenue flows due to lower prices  This will
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subgantidly reduce the rents available from this source.  These unexpected developments
should give us cause to reflect on the most optimad way to make use of rents that are
avalable One of our traditiond channds for digributing these rents has been through
rdivey low dectricity prices for domedic users.  Subddized prices ae of obvious
assigance to the usars of dectricity. At the same time, as with any price subsidy, they
will tend to encourage its wasteful use. These effects must be weighed againgt each other
in teems of thar impact on our prindpa socio-economic gods of growth with equity and
povety reduction. A princpa factor in this regard is the extent to which the implicit
subsidy generates employment and/or provides benefits to our lower income citizens.

5.2 Diversification and Employment Growth

In light of the ovewhdming importance of agriculture and the rurd populaion in our
country, recent development efforts have focussed primarily on these sectors We dso
recognize, however, that few countries in the world have deveoped soldy on the beds of
agriculture and rurd devdopment. Our population and labor force ae growing repidly.
This makes sole dependence on agriculture and the rurd sector unsudtainable and
possbly environmentdly dangerous as wel.  In addition, risng educdion levds and
increesing exposure to our immediate neighbors and the broader globd community ae

changing expectations and cgpabilities of our youth.

For these reasons, it is necessty now to begin to shift our atention towards more
diversfied devdopment. Our dose links with the dynamic regiond economy present us
with many naturd opportunities in this regard. The chdlenges will be to continue with
the repid reform of the legd and regulatory system to support the NEM, and equdly
importantly, to improve the mechaniams and ingtitutions for implementing these reforms.

The new draegy is not a change of direction. It cartainly would not involve any form of
discrimingtion againg agriculture and rurd aress. It is Smply a broadening of the focus
of the maket-oriented policy deveopment dreedy being implemented in agriculture and
further development and implementation of the NEM. (For a review of this Srategy as it
pertains to agriculture, see Lao PDR 1999.)

The key to the success of this gpproach will be the effectiveness with which we are able
to improve the fiscd, legd, adminidraive and regulaiory environment for the privae
sector.  This will require progress on a range of issues from financia sector reform and
devdopment to improvement of licenang and invetment goprova procedures. A
number of these issues dso have important implications for the government budge,
which isdiscussad in alater section aswell.

5.2.1 Financial Sector Reform
The financid sector is very important for private sector development. It is important for
mobilizing nationd savings It is a prindpa means for processng and utilizing relevant

investment information, and for channding savings into the most productive investment
sectors. It is a key ingrument for facilitating the financid transactions that correspond to

37



Macroeconomic Strategy
Working Draft, Frank Flatters
7 June, 2000

domedic and internationd trade, and for providing working capitd that is essentid for
the smooth functioning of enterprises.

The Lao financid sector is 4ill very wesk and underdeveloped, and hence is unable to
provide an adequate leve of service to our emerging private sector. Despite some mgor
reforms in recent years and recgpitdization of the dSate-owned commercid banks
(SOCBs) in 1994, our banking sysem auffers from high levds of non-peforming loans,
and very wek lending and supervisory practices  Poor implementation of lawvs and
regulations, officid pressures for directed lending towards preferred firms and sectors,
and week ill levels have dl contributed to these difficulties.

It is necessary to restore the financid soundness of the banking sysem, and to improve
banking and supervisory practices in order that this key sector can contribute to the god

of divergficaion and growth of the private sector and contribute to meeting our socio-
economic development gods.

5.2.2 SOE Reform

Among the early successes of our economic reform program was the SOE sector. In
many respects, we can be proud to think of oursdves as internaiond leaders in this
regard. In the early years of the reforms we were very successful at tightening financia
controls, improving management practices, privaizing SOEs, and exposng them to the
forces of market competition. By the end of 1997, there remained only 56 centrdly
managed SOES, of which 24 we condder to be of a drategic nature and hence needing to
remain in the state sector. In addition, there remains a large number of smdl scde SOEs
at both the certrd and provincid leves.

Unfortunately, the digruptions of the economic criss delayed the SOE reform process, as
it was very difficult to force further adjusments in the mids of a harsh macroeconomic
climate. This has had some serious consequences that will now have to be dedt with. A
combination of wesk management practices, market difficulties arisng from the crigs,
and pricing condraints imposed in order to achieve socid objectives during the criss
have made many of the remaning SOEs extremdy wesk. They are a source of many of
the banking sector's non-performing loans, and pose a serious threst to the government
budget. Furthermore, a number of specid privileges granted to SOES together with
gpecid price controls on many of the goods they produce conditute a serious barier to
efficient resource dlocation and to private sector devel opmerntt.

For dl of these reasons we now have to rededicate oursdves to the completion of our
SOE reform program.  This will incdlude a reconsderation of the socio-economic
devdopment purposes saved by spedd pricdng rules gpplied to key SOES induding
EDL, Nam Pa Pa Lao, Lao Aviaion and the Lao State Fud Company. In addition, we
will ned to find ways to increese market competition and ensure that the SOE sector
does not serve as a barrier to private sector development.
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5.2.3 Business Licensing and Regulation

We have dluded earlier to the problems in the regulaory environment for foreign and
domedtic investors.  If we wish to achieve our goas of economic diversfication and
employment, the private sector will have to be the primary vehide. For this to be the
case, the regulatory environment must be as smple, stable and trangparent as possible.
The state must focus on the aress in which it is best adle to contribute.  This includes the
edablishment and supervison of laws governing contrects and financid transactions We
catanly will need to play a role in desgning and enforcng necessary environmentd
regulations  We might need to implement a competition law. Of equd, if not grester
importance to busness and investment laws themsdves is their implementation.  This
requires complee and dear implementing regulations and inditutions and individuas
that can be counted on to gpply them fairly and efficiently.

Other than this we must am to be as non-intrusve as possble As mentioned in the
previous section, we must ensure that SOES do not get preferentid financid or regulatory
trestment. We must remove unnecessty government-imposed bariers to  entry,
expeddly in the form of redrictive licensng and investment approva regulaions.  This
is especidly important in the trading sector, an issue to which we return below.

An edditiond compliction in the deregulaion of the business environment in Lao PDR
is the conddadble autonomy of provindd governments in meking busness and
invesment regulations. Despite efforts to consolidate dl foreign investment procedures
in a “one sop shop” in the FIMC, for ingance, investors 4ill face many reguirements at
the provincid and even didrict levels, some of which might even contradict those a the
centrd levd. This problem is not peculiar to Lao PDR; but the degree of autonomy of
provincid governmentsin our country ismuch greater than in many other countries.

The realting wide vaiey of busnes lavs and reguldions imposes additiond
coordination and information cods on investors and thus increesng uncertanty and
adding to their cods of doing busness in Leo PDR. This is an additiond difficulty we
must face in reforming and improving the busness and investment environment in our
country.

5.2.4 Trade Policies

A key dement in the promotion of diverdfication and employment growth, espedidly in
a sndl country like ours is an open and trangoarent trade policy regime.  Whether
messured by population or income, our naiond marke is fa too smdl to contemplae
sdf-aufficiency as a vidble indudtrid drategy.  Furthermore, our locetion & the center of
one of the most dynamic regions of the world economy makes regiond and internationd
integration not only admogs unavoideble, but dso an obvious advantage in desgning our
S0Ci0-economic devel opment Srategy.

Our import tariff regime comprises only six rate categories, ranging from 5 to 40 percent,

with an average rae of about 20 percent. This leaves some room for improvement,
egpecidly by compressng the range through lowering the top raes  This will incresse
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the neutrdity of the regime and will dso reduce politicd pressures for pecid exemptions
and diminish incentives to smnuggle It should be noted, however, that Sgnificant
amounts of our imports are in the form of raw materids and intermediate inputs used for
export production (eg. gaments).  This is a necessty and unavoideble form of
exemption that is required to mantain the competitiveness of our export indudries.  Such
exemptions, of course, are subject to some potentid abuse, and we must guard againgt
that.

The more serious difficulties with our import and export regimes in recent years have
been with quantitative redrictions on a vaietly of imported products and licensng
reguirements imposed on both importers and exporters.

Quartitetive redtrictions have been imposed for a variety of reasons mogt of which have
demmed from our desre to consarve foreign exchange and reduce pressures on the
exchange raie during the period of the crigs In the post crigs period, as we move
towards a more market oriented exchange rate management medhaniam (see beow), most
such controls will become redundant.  We then will be adle to liberdize import and
export licenang requirements, and dlow most import and export activies to be
undertaken on a competitive bass subject only to basc regigration and appliceble taxes
and duties.

As indicated a the beginning of this discusson, the use of import taxes or regulatory
controls for the sole purpose of achieving sdf-aufficiency per se is ingppropriate and
would be very codlly for asmdl country like ours.

Commitments we have undertaken as pat of our membership in AFTA will impose time
requirements on the implementation of many of the policy changes suggested here
However, we recognize that it is in our own sdf interest to engage in these refams and

would hope as much as possble to goply al changes in taiffs and import and export
licenang requirements on trade with dl internationd trading patners  Negotiation of
agreements for WTO accession would be conducted in the same pirit.

5.3 Fscal and Monetary Management

A number of key mongay and fiscd management issues have aisen andlor become
more gpparent as aresult of our effortsto ded with the economic criss.

5.3.1 Monetizing of Public Expenditures

Excessve monetizing of public expenditures through borrowing from the centrd bank is
highly destabilizing, and should only be conducted in the mos seious of emergendes,
such as those we faced during the recent criss  Excessve monetay growth is
inflationary and has undesiralde macroeconomic and socio-economic Side effects.

In future, mondary polides should be directed primarily a abiliziing domestic price
levels and to increasing confidence in the gtabiility of the macroeconomy.
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5.3.2 Instruments of Monetary Palicy

In ader to achieve our mongtary gods, we must am a dable and non-excessve
monetary growth. We need to be able to refran from cash rationing as an insrument of
liquidity control. Cash raioning rases cods of economic activiies and diminishes
confidence in the banking sysem.

5.3.3 Exchange Rate Management

Although the padld maket premium has virtudly disgppeared snce we restored
mecroeconomic - dability, we need to fully integrate the offidd and “underground”
makets We need to diminate any future need for foreign exchange rationing in the
foom of dther direct market controls or indirect limits on demand thorough regulation
and control of imports.  This will require a unified market, with an active and open
interbank market for foreign exchange. To meet unanticipated emergencies, we will need
to restore foreign exchange reserves to more appropriate levels.

5.3.4 Public Expenditure Levels and Priorities

Our fiscd experience snce the previous RTM has been turbulent. Expenditure leves
grew far more than origindly planned as a result of our spending mesasures to cushion the
impacts of the crigs and to improve rurd and agriculturd infrastructure.

Unfortunately, the balances between cgpitd and current expenditures and between socid
and other types of developmentd expenditures have diverged from what we had planned
prior to the crigs At this time, we need not only to restore the baances but dso to ded
with some of the unintended consequences of the spending paiterns of recent years. The
fiscd burdens of recent expenditures will meke retoration of some of these badances
even more difficult than before Spending on government sdaries, and on operations and
maintenance have been squeezed to periloudy low levds. At the same time, the need to
restore fiscd ability will make it very difficult to meet current needs, let done make up
some of the critica deficits that have emerged.

In addition, hidden deficits that have developed as a result of wesknesses in the SOE and
banking sectors will add further fiscd burdensin the near future.

There is a dear need for us to be ale sysemaize the planning and implementation of
public sector expenditures.  High on the lig of priorities are improvements in our own
capabilities for evauating spending dternatives and for accuratdy assessing  future
expenditure implications of current expenditure plans.  This mugt indude cdoser and more
effective coordination of public expenditure plans with our donors, who ae a mgor
source of the funding of many of these expenditures.

The chdlenges we will face with respect to both the levd and compostion of public

expenditures in the immediate future are daunting. Since a very large portion of
soending, especidly on public invesment, is financed with donor funds, we are hopeful
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that our devdopment patners will be ale to asSs us in resolving some of these
expenditure issues.

5.3.5 Public Sector Resource Mobilization

At the same time as our expenditure needs grew during the crids, revenue collections
diminished. As a reault, it has been necessary for us in the very short run to restore fiscad
dability through dragic expenditure reductions. Some of the consequences have been
destribed @ove.  This is dealy not a viable long term solution. A more viable longer
teem drategy mugt incdude messures to restore public sector resource  mobilizetion

capabilities

We have dready dluded to some of the issues rdaed to the restoration of customs and
forest roydty collections. In addition, we need to renew efforts a improving income tax
collections, especidly from the largest tax-paying units. We dso need to explore other
posshilities, induding replacing the current turnover tax with a vdue added tax, and
imposing excise taxes on luxury goods as an dterndive to the current sysems of import
restrictions.

In addition to issues of tax dedgn and tax adminidration, it is imperaive that we ensure
continued rapid economic growth to provide a buoyant base for public sector revenue
collectionsto meet our socio-economic development needs.

5.3.6 Fiscal Decentralization

Although ours is a smdl country, we ae dso rdaivdy sparsdy populated and our
population is widdy dispersed.  For these and other higorical reasons our government
adminigration is, in many respects highly decentrdized.  Approximatey 80 percent of
government employees are a the provincid and locd leves. A large proportion of tax
collections is adminigered a the provincid levd. Provincdd governments have very
wide regulatory powers, incuding the authority to control imports and exports.  On the
expenditure dde, however, the centrd government retains rddivey highly centrdized
control.

This sydem gives rise to a number of important regulatory and inter-agency coordingtion
issues, some of which have been dluded to earlier. In addition, it rases serious fiscd
issues related to revenue-raisng and expenditure responshilities.  Our sysems of fiscd
decentrdizetion ae ill very much in flux, and will continue to change as economic
devdopment and the opening of our make economy tranform many of the badc
parameters of our regional economic Sructures.

In the process, we will wish to bear in mind a few underlying principles thet will be
centrd to the achievement of our socio-economic gods.

Provincdd and locd regulaions cannot be permitted to digort and interfere with the

efficent operation of nationa markets and with our integration into the regiond and
globa economies.
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Assgmments of expenditure responghilities across levels of government mus  teke
account of the efficiency with which they can be caried out a different levdls. The
same must be true of revenue responghilities.

There must be rough correspondence between expenditure dlocations and revenue
reponsbilities a each levd of government, as a means of ensuring accountability.
That is, there must be verticd badance in expenditures and revenues across levels of
government, and there mugst be adequate incentives for fiscd effort by provincd
governments.

We mus ensure that the resdents of poorer provinces and didricts do not suffer
unduly as a result of fisca decentrdization. This will reguire measures for at least
partial compensation for differencesin fiscal capacities across provinces.
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6. Macroeconomic Strategy: Plans and Future Directions

We face many important and difficult chdlenges in desgning a macroeconomic
framework for the pod-criss Lao economy. Our overdl economic performance during
the crigs was quite successful, especidly as it affected the rurd poor. Our growth rates
over this period outperformed most of our neighbors.  Neverthedess, some legacies of the
crigs will continue to impose cods into the future.  Furthermore, the crisis dso caused us
to dow down and in some cases even temporaily reverse plans for macroeconomic
reform that we presented at the previous RTM. It is againg this background that we must
plan our pog-crisis srategy.

6.1 Basic Themes

Our overriding god is to achieve sustainable growth with equity and poverty reduction.
The key to our strategy remains the further development of an open market economy,
which we gtill consider to be the best way to serve the needs and aspirations of our
people. This requires not only the development of a strong private sector, but also the
improvement of laws, regulations and capabilities of the government in providing a
supportive institutional framework, necessary physical infrastructure, and the essential
tools for the human devel opment of our people.

Two cross-cutting themes underlie dl the eements of our macroeconomic srategy:
gredter trangparency and improved information flows, and
gopropriate timing and sequencing of reforms.

6.1.1 Transparency and Information Flows

Sound macroeconomic policies must be based on accuraie and timey information.  Their
successful implementation requires that al economic actors have access to the most up to
date information about economic trends and about government polices  The policies
themselves have to be as smple and transparent as possible.

The IMF has provided us with some veay hdpful guiddines for reporting of baesic
meacroeconomic data for the monetary, fiscd, externd, red and Sate enterprise sectors.
While these guiddines are framed in the context of meeting the monitoring needs of the
IMF, we recognize the equd if not greater importance of these data for our own use in
policy formulation and evaudion. In addition, generd dissmingtion of such daia on a
timey bads to firms investors traders and consumers will assg them in making more
infoomed private decisons and thus greater contributions to our  Socio-economic
developmen.

For our economic reform program to be effective, it is aso important thet information
about laws and regulaions be widdy disseminaed and that they be dearly understood
and farly and predictably implemented. On our pat, this requires much greater atention
to the timdy formulation of implementing guiddines and reguldions  As indicated
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ealier, we have passed many important new economic laws in recent years, and it
important that we ensure their proper implementation.

6.1.2 Capacity for Change, and the Timing and Sequencing of Reforms

Our reform agenda is very ambitious. Many changes are necessary, on the part of the
government and the people. We cannot afford to dday any longer than necessary.
Nevethdess, ours is a sndl and dill rdaivdy underdevdoped country.  As a
consequence, our capacities are limited.  We must be aware and work within the bounds
of our own cgpadties for change This will require difficult decisons about where to
concentrate our energies and resources.

Snce we cannot do everything & once, we will need to devdop a draegy for the
sequencing of reforms. We will dso need the assstance of our international development
partners in increesng our capacities for change.  Such help would include a broad range
of technicd asistance to government depatments and agencies, as wdl as the
development of human cgpacitiesin dl sectors of socidty.

6.2 Main Elements of Macroeconomic Strategy

We condude here by providing a brief summary of the highlights of our macroeconomic
drategy. More complete explanations of the rationde for these dements of the drategy
have been provided earlier.

Improving competitiveness through the NEM and human capital investment

In order to improve the compeitiveness of traditiond and non-treditional sectors of
the Lao economy, especidly in light of he red exchange rate effects of large foreign
exchange inflows we intend to renvigorate the NEM through market-based
economic reforms, and through grester and more effective investments in  human

capital.
Increasing the effectiveness of ODA

In order to maximize the effectiveness of ODA, we intend to work to improve
GOL/donor coordingtion of ODA flows. This will ensure grester consstency with
our sodo-economic  devdopment gods and with domedtic cgpabilities to  meet
subsequent operding and maintenance requirements.  With donor assstance, we hope
to ggnificantly increese our capacity to evduate the socio-economic impacts of
proposed ODA ectivities Above dl, we wish to ensure that ODA complements as
well as possible our reform efforts.

Getting the most out of FDI

We need to atract more and better foreign (and domedtic) invesment. The most
important step in this regard will be to continue with the deregulation of the busness
and invesment environment.  We will improve the implementing regulations of our
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Foreign Investment Law, and continue to search for and resolve inconsgencies with
other laws and regulaions, a dl levds of government. The speed with which we can
proceed with our whole adminidrative and economic reform program will hae a
direct bearing on the benefits we are able to obtain from foreign invesment.

Natural resource rents

We intend to undertake a thorough review of the collection and uses made of rents
from our naura resources, especidly those aisng from hydrodectricity and timber
production. We wish to ensure that these rents are being put to the best possble use
in medting our sodo-economic gods.

Financial sector reform

We plan to continue our program of financid sector reform and development. The
continuing financid difficulties of the SOCBs need to be resolved once again. At the
same time, reforms in their busness practices and in the regulatory environment will
be implemented in order to ensure that these problems do not arise agan and tha the
barking sector is able to play aproductive role in private sector devel opmen.

SOE reform

Following the disruptions occasioned by the economic criss, we plan to resume and
complete our program of SOE reform.  This will include further privetization,
increesad  accountability and improved manegement practices of remaning SOES
increased competition in relevant markets and recondderation of gSpecid pricing
policiesimposad on products of key SOEs.

Business licensing and regulation

We intend to enact further reforms to increase the trangparency and dability of the
regulatory environment for the private sector. This will indude improvements in the
regulaions and practices for implementing exiding lavs and examingion of the
possibility of a new busness law tha would smplify, daify and supercede previous
businesslicensing laws and regulations.

International trade policies

Our overiding trade policy god is to reduce and smplify the current sysem of
import protection. We intend to diminate dl licenang and quantitetive redtrictions
on imports and exports tha are not necessary for public hedth, safety, or nationd
security reesons. We will replace exiding redrictions on imports of luxury goods
with excise taxes. We will narow the range of import tariff raies and substantidly
reduce the use of specid-purpose duty exemptions We will move as rgpidy as
possble to honor our AFTA commitments, and to pursue entry into the WTO, for the
smple reason that free and open trade is the best possble policy for a smdl country
like ours.
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Monetary policies

We will not engage in excessve monetization of government expenditures through
borrowing from the centrd bank. We will pursue moderate monetary growth to
ensure dability of prices and improve confidence in the macroeconomy.  We will
refrain from cash rationing as an indrument of liquidity control.

Exchange rate management

We will continue with plans to devdop a fully integrated interbank market for foreign
exchange and let market forces be the primary determinant of the exchange rate of the
kip. We will ress pressures to engage in direct or indirect foreign exchange
rationing as a means of deding with gpparent temporary shortages.  We will restore
foreign reserve holdings to more gpropricte levels

Public expenditure priorities

Following the mgor increese in capitd expenditures during the criss we ae in the
process of resoring spending discipling, while & the same time meking necessary
provisons for resoring and improving government sdaries, and meeting necessary
operating and maintenance expenditures.  We are dso determining how to move the
bdance of public expenditures more in favor of socid expenditures on hedth and
education. In order to make public expenditures more effective, we will continue to
increase our capabilities for socio-economic assessment of public sector  investment
dternatives.

Public sector resource mobilization

In order that the burden of fiscd adjugment not fal unduly on expenditures and bus
put many of our sodo-economic development plans in jeopardy, we ae making
mgor efforts to improve public sector resource mohilizetion.  This will indude a
continugtion of improvements in cusoms and income tax adminidraion, a
reexamingtion of pricing and roydties on resource products and condderation of
replacing our turnover tax with afull vaue added tax.

Fiscal decentralization

Baed on lav number 192 on the roles of the centrd and provincid governments,
which was passed in November 1999, we will continue to improve our sysems of
fiscd decentrdization.  This will incdude coordingtion of expenditure and revenue
rasng responshiliies and ensuring necessary fiscd equity, both verticdly, between
levels of government, and horizontaly, across different provincid governments.
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