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FOREWORD 

As the extensive literature on the subject points out, a good investment climate ensures 
conducive conditions for a firm's decision to invest, create jobs, and expand - by reducing costs 
of production and the risks of doing business, and by creating incentives to increase productivity. 
It is therefore important to assess the quality the investment climate in an economy in order to 
inform policy reform. To this end, this Investment Climate Assessment is a snapshot of the 
business environment and investment climate in Lao PDR in 2005 that is based on perceptions 
and reports by firms of types, sizes, or ownership, and that identifies constraints for these firms 
to invest, create jobs, and expand. 

The knowledge and policy recommendations that the study provides would be useful to 
the policy makers and other stakeholders who may potentially benefit from an improved 
investment climate in Lao PDR, including private sector operators and poor people who are 
shown to benefit from opportunities that private sector entrepreneurship and employment offer. 
Moreover, the comparison to the neighboring countries that an Investment Climate Assessment 
is able to provide, are useful in terms of determination of comparative advantages and binding 
constraints that have been overcome by Lao PDR's neighbors. This feature of the Investment 
Climate Assessment will help Lao PDR in its regional activities, including the Regional 
Cooperation Strategy Program of the Greater Mekong Subregion activities, as well as its ASEAN 
membership. 

The National Socio-Economic Development Plan (NSEDP) of the Government of Lao 
PDR for the period of 2006-201 0 has proposed an ambitious agenda to strengthen the role of the 
private sector so as to increase productivity, investment and cross-border trade in the medium- 
term. The Plan's strategic thinking in terms of private sector development proposes to continue 
strengthening protection of property rights and the overall regulatory framework to provide a 
supportive environment for the growth of the private sector. Through the Round table process, 
this study has informed the dialog between the Government and its development partners. The 
dialog between the Government and the private sector in Lao PDR has also been developing in 
recent years, and this study informed this development - through a series of presentations and 
consultation workshops, including a feature presentation at the First Lao Business Forum in May 
2006. 

This Investment Climate Assessment was conducted jointly by the World Bank and the 
Asian Development Bank, and we hope that this fi-uitful collaboration between our institutions 
will continue into the future. 

Ifzal Ali 
Chief Economist 
Asian Development Bank 

Ian C. Porter 
Country Director 
World Bank 
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EXECUTIVE SUMMARY 

1. A good investment climate ensures conducive conditions for a firm's decision to 
invest, create jobs, and expand - by reducing costs of production and the risks of doing 
business, and by creating incentives to increase productivity. A country's investment climate 
thus covers a number of key elements such as: the degree of macroeconomic (un)certainty; the 
quality and accessibility of infrastructure; the extent of government regulation; the nature of 
taxation; the access to and cost of financing for firms; access to, cost, and quality of the factors 
of production; the degree to which the government creates a level playing field for firms; 
governance and corruption; and security. 

2. The World Bank and Asian Development Bank (ADB) in collaboration with the 
Government of the Lao People's Democratic Republic (Lao PDR) undertook jointly an 
Investment Climate Assessment (ICA) based on an  Investment Climate Suwey (ICS) 
carried out in 2005. The survey covered 303 firms in six sectors and seven provinces 
(Vientiane City, Oudomxay, Luang Prabang, Luangnamtha, Xayaboury, Savannakhet, and 
Champassack). The survey included 246 firms in manufacturing covering wood processing, 
construction materials, garments, textiles/handicraft, and food and beverage sectors and 57 firms 
in tourism covering hotels, tour operators, and travel agencies. With the exception of the 
garment and wood processing sectors, which traditionally have larger firms and more foreign 
investment, most firms in the sample were domestic small and medium enterprises (SMEs). 

3. The survey provided three types of information useful for the Investment Climate 
Assessment: perceptions of firms operating in Lao PDR regarding the relative importance of 
investment climate constraints to their businesses; quantitative data on firms' performance and 
productivity; and comparator country information from their ICAs, for benchmarking Lao PDR's 
investment climate against regional standards. 

4. This report (ICA) provides a detailed discussion of the investment climate issues and this 
Summary provides an overview of the main findings and lessons.' 

1 All figures in the executive summary are from the main ICA report. 



Lao PDR has already shown impressive growth, but more attention is needed to harness the full 
potential ofprivate sector in sustaining strong growth and reducing poverty. 

Summary Figure 1: Summary Figure 2: 
Manufacturing growth in international perspective. Number of tourist arrivals, and revenue (right axis). 
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5. The adoption of the New Economic Mechanism by Lao PDR Government in 1986 
paved the way for economic reforms and higher public investment. The reforms included 
the removal of price controls, withdrawal of the Government's monopoly on trade, and reduction 
in the number of state-owned enterprises, and increased private participation, as well as the 
expansion of infrastructure and schools. As a result of these reforms and public investment, the 
country achieved an impressive record of high economic growth, averaging more than 6 percent 
per year since the 1990s, with the incidence of poverty falling from 47 percent in 1992193 to 33 
percent in 2002103. In addition, the country witnessed rising foreign direct investment (FDI), 
which in 2004-2005 was estimated at more than 10 percent of gross domestic product (GDP), 
with the private sector becoming more important than state-owned enterprises in the strong 
growth of both exports and total investment. 

6. In the last few years, industry and services have grown rapidly, crowding out 
agriculture's share of GDP. Manufacturing has grown significantly since 1989: its share in 
GDP rose from below 10 percent to almost 20 percent by 2004 (see Summary Figure 1). Value- 
added in the services sector expanded at an average rate of 6 percent since 2000, and by 2004 the 
sector's contribution was about 15 percent of GDP. Most of the growth in services has come 
from transportation and trade, including tourism (see Summary Figure 2). 

7. Lao PDR's manufacturing sector and tourism expanded rapidly in the 1990s, and 
collectively employs around 122,000 workers. The small and micro enterprises dominate the 
manufacturing sector, with 23,000 firms each employing less than 10 employees, and three- 
quarters of them, employing only one to two employees. Another 542 firms employ anywhere 
between 10 and 99 people, and 116 firms employ more than 100 people each, most of them 
being foreign-owned garment firms. This predominance of small enterprises in the 
manufacturing sector2 is good for employment, but not so good for capital accumulation and 
productivity growth. Food and beverage, garments, wood processing, and construction materials 

See World Bank (2004a). 



are the three largest manufacturing sub-sectors in Lao PDR, with garments and wood processing 
representing the largest manufacturing exports. 

8. The tourism sector in Lao PDR has grown at an annual rate of 24 percent since 
1993. It employs around 22,000 workers to look after 800,000 foreign tourists a year (2005), 
with 70 percent of them from neighboring countries i.e. Thailand, the People's Republic of 
China, Vietnam, and of course, Japan. 

9. Lao PDR is committed to continuing integration with the region and the world as 
also to private sector development and export growth. Its existing commitments under the 
ASEAN and the GMS will make the country increasingly open regionally and its planned 
accession to the WTO will do so globally. This means that production of goods and services for 
the domestic market will have to be just as competitive as that for the export markets. The recent 
Sixth National Socio Economic Development Plan (NSEDP; 2006-2010) commits it to 
promoting the private sector and exports as a means of achieving the objectives of the Plan. 
Thus expanding private sector investment and productivity has an urgency in the Government's 
agenda. 

10. Maintaining robust growth in manufacturing and tourism will be the key to 
ensuring sustained strong growth and rapid reduction in poverty over the medium term. 
This growth can be achieved by increasing productivity and enhancing the ability of private 
firms to compete effectively in an increasingly more open domestic and regional market. 
Exploiting the full potential of the private sector to invest, expand, create jobs, and increase 
productivity will be key to achieving and maintaining growth in manufacturing and services in 
Lao PDR. Agriculture and agro-processing will remain important not only for meeting domestic 
demand but also for exports to a rapidly growing region. This will require a better understanding 
of the barriers to the growth and productivity of firms in these sectors, including policies to 
address the constraints identified by the surveyed firms, in order to improve the investment 
climate. 

1 1. The investment climate survey of enterprises shows that manufacturing and tourism 
firms continue to face significant constraints to investment, productivity, and growth, and 
these will have to be addressed. The three dominant constraints identified by manufacturing 
firms are infrastructure, regulations, and taxation (Summary Figure 3); next in importance are 
macroeconomic uncertainty and financing. Governance and skillslland come after that. 
However, the survey indicated that firms in tourism - unlike in other sectors - highlight 
inadequate skills and education of workers to be the most important impediment to doing 
business in their sector. Skillsleducation was ranked among the top three constraints by tourism 
firms, along with infrastructure and taxation. Macroeconomic uncertainty and regulatory burden 
came afier those constraints. 

12. Infrastructure and regulations are two of the top three constraints for all 
manufacturing sub-sectors that were surveyed, as also for all provinces surveyed, with the 
exception of Luangprabang. On regulatory burden, the survey also shows that large firms, 
exporting firms and foreign-owned ones, that also have higher productivity, are being affected 
disproportionately more than others; this maybe because they have to compete with more 
efficient firms and thus feel the burden of uncertainty about regulations more acutely. It also 
means that alleviating regulatory uncertainty will generate greater increases in investment and 
productivity. 



Notwithstanding recent growth, firms in all manufacturing sectors identified poor infiastructure, 
cumbersome regulations, and discretionary taxation as three most important constraints to 
investment and productivity growth; macroeconomic uncertainty, and lack of affordable finance 
came next. 

Quality of and access to infiastructure services are inadequate, imposing highjixed costs, which are 
especially harmful to small and informaljirms. 

Summary Figure 3: Percent of firms identifying each investment climate component as major or severe 
constraint 
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13. More than 50 percent of firms found the quality of infrastructure services to be a 
major or severe constraint. Indeed, the quality of infrastructure such as electricity is well 
below the regional average. An average firm that used each of the services was estimated to 
lose up to 5.5 percent of sales due to poor transport infrastructure; 3.9 percent due to poor 
transport services; 4.3 percent due to poor electricity; 1.6 percent due to water supply problems; 
and 1.8 percent due to poor telephone services (see Summary Figure 4). More than 30 days were 
required to obtain an electricity connection or a mainline telephone connection, and almost 20 
days were needed on average to obtain a water connection. This was longer than in any 
comparator country, including Cambodia, Thailand, Viet Nam, and other Asian countries (see 
Summary Figure 5). Fixed costs of switching to an industrial/commercia1 distribution network 
nearly tripled the electricity bill for informal small firms (small consumers), while it "only" 
doubled for larger ones. 



Summary Figure 4: Losses due to infrastructure quality Summary Figure 5: Time to obtain connection, 
for firms that complained, in percent of sale days 
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14. Firms cited high tariffs for electricity - combined with a low quality of supply - as 
an important constraint. Most of the firms surveyed found tariffs to be "expensive" or "very 
expensive." This is surprising, since Lao PDR has one of the lowest tariffs for industrial and 
commercial consumers in the region. The dissatisfaction appears to be rooted in exceptionally 
low traditional tariff rates, the absence of cost incentives for energy management and efficiency, 
and poor consumer information. In addition, power interruptions were more frequent in Lao 
PDR than in any other comparator country except Viet Nam and the Kyrgyz Republic. Losses 
due to these interruptions were second only to losses experienced by firms in the Philippines. 
This will require special attention to the generation and transmission of power for domestic use, 
in particular to ensure that the Government's current strategy of exporting hydro-power does not 
detract from meeting the country's domestic needs efficiently. 

Firms that cited transportation as a major or severe constraint had lower value-added and 
experienced higher lead times. 

15. Firms that cited transportation as a major or severe constraint had lower value- 
added and experienced higher lead times. Firms that complained about transportation had 
lower value-added (by 6.3 percent) due to transportation problems and poor access to markets, 
which was almost double of costs incurred by firms that did not complain. Firms that cited 
transport as a severe problem also had longer lead times (27 against 22 days) and higher 
transportation expenditures (36 percent higher) than those that did not complain. Firms in 
Champassak, Oudomxay and Luangprabang are most affected by inadequate road conditions. 
This suggests that more investments in roads and in transport services are needed, 
notwithstanding the very significant public investments in roads that took place between 1995 
and 2004. 

Restrictive and cumbersome regulations hamper enterprises and introduce yet other unnecessary fixed 
costs to starting and doing business - these resources are not collected by the Government but wasted. 



16. The Doing Business database found that Lao PDR had a high number of procedures 
required to start  a business and, more importantly, a significantly long time to complete 
them. Since registration of business is required before connection to infrastructure networks 
(such as electricity) can be obtained, lengthy and cumbersome start-up procedures create even 
tighter bottleneck for business development. 

Discretion given to oficials of the regulatory bodies, and especially tax authorities, adds to the 
unnecessary fixed costs of doing business and forces3rms to stay informal. 

17. Firms place regulatory uncertainty - i.e., inconsistent interpretations of laws and 
regulations - high on the list of major or  severe constraints to their businesses (see 
Summary Figure 6). Almost 30 percent of firms - and nearly half of firms in Champassack - 
complained about regulatory policy uncertainty being a severe constraint to their business. In 
addition, on average, firms spent about 5 percent of their time dealing with officials, with firms 
in textiles spending more than 6 percent of their time. 

Summary Figure 6: Regulatory policy uncertainty Summary Figure 7: Regulatory burden on exporters versus 
non-exporters 
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18. Garment industry firms and exporters in general reported the highest burden of 
regulations, especially customs regulations, while firms located in Champassack felt especially 
burdened by unpredictable regulations. Textile firms reported higher "time tax," i.e., time spent 
with regulators. Wood-processing firms have more inspections (averaging 26 times a year) due 
to inspections by the Forestry Department in addition to several other agencies. Firms that 
exported felt more burdened by regulations than other firms (Summary Figure 7). This has 
important policy implications for Lao PDR since its Sixth NSEDP emphasizes rapid export 
growth as a key driver of overall growth, and reducing regulations maybe a least-cost way of 
promoting that objective. 

19. The Doing Business database, using a different methodology, also reconfirms that 
Lao PDR has a high number of procedures to start a business and, more importantly, takes 
a significantly long time to complete them. Since registration of business is required before 
connection to infrastructure networks (such as electricity) can be obtained, lengthy and 
cumbersome start-up procedures create even tighter bottleneck for business development. This 
may account for the relatively low number of private firms that operate in Lao PDR. 



20. More than 20 percent of firms cited tax or tax administration as a major or severe 
obstacle - higher than the proportion of firms in Cambodia and Viet Nam. Tax rates in Lao 
PDR are not excessively high by international standards, and yet the most important issue on 
taxation for Lao firms is the perception of high rates and discretionary application of existing 
rates by tax authorities. 

21. SMEs were particularly burdened by the prevalent tax rates and their discretionary 
application compared to larger firms. While small and large firms agree on the ranking of 
constraints, they assess taxation differently, and there is a gap in their perceptions of the tax 
administration. This suggests the existence of an informal economy that consists mainly of 
microfirms and firms that pretend to be small. The main concern of firms appears to stem from 
the "contract" system of taxation which generally involves an arbitrary negotiation between the 
tax officers and entrepreneurs. Most firms engage in negotiation with tax officers, leading to the 
unequal application of the tax rates and rent-seeking behavior by tax officers, in part because of 
inadequate transparency of tax rules and regulations and in part because of inadequate training of 
tax officials. 

22. Owing to the nature of the contract taxation system, the inadequacy of the 
accounting system, and cumbersome regulations, businesses stay informal or partly 
informal. Evidence suggests that firms are inclined to register themselves as small at the district 
level where regulations are less restrictive. For example, the Tax Office has reported a sharp 
decrease in the number of registered medium-sized firms in the past three years, which suggests 
intended misclassifications. This and other related inefficiencies have contributed to losses in 
tax collections: tax revenues have stagnated as percent of GDP in recent years. Yet, enforcement 
of the existing system without reform may not lead to an increase in tax collection but to more 
informality. 

23. Inspections are more common in Lao PDR than in most comparator countries. 
Firms that were inspected more often spent a longer time dealing with government authorities 
and were also more likely to pay bribes. Most inspections came from the Forest, Customs, and 
Tax departments, and these agencies - plus the economic police - were among those most 
frequently expecting informal payments. For example, 56 percent of firms said that a bribe was 
expected for getting an import or export license, and more than 30 percent of firms said that a 
payment was expected by a tax official. 

24. Yet only 9 percent of firms cited corruption as a major or severe constraint, 
notwithstanding high regulatory uncertainty, considerable officials' discretion and 
frequent inspections. This share of firms is also significantly less than what was found in the 
People's Republic of China (PRC), though Transparency International (TI) assessed levels of 
corruption to be similar in the PRC and Lao PDR in 2005.~ The estimated ;'bribe-tax" is also 
similar in both countries. More work is clearly necessary to understand these apparent 
inconsistencies among different sources. 

PRC's ranking in corruption Perception Index in 2005 was 78 and Lao PDR's 77, with scores of 3.2 and 3.3 
correspondingly (higher index indicates lower perceptions of corruption). 
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Once a business is operating, other factors constrain its growth and potential productivity and 
performance: 
... Financial services are scarce and inaccessible, especially for small and informal firms. 

25. The financial sector is underdeveloped in 
Summary Figure 8: Sources of financing for new 

investment Lao PDR, and 25 percent of firms rank access to or 
cost of finance as a major constraint to their 
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business. Thirty-three of firms in the garment 
sector think that finance is the single most important 
constraint to their business. 

26. Firms of all sizes, locations, and industries 
rely overwhelmingly on internal funds for 
financing, as informal funds are prohibitively 
expensive. Only 10 percent of firms have overdraft 
facilities from banks, compared to 71 percent of firms 
in Malaysia, 44 percent of firms in Viet Nam, and 19 
percent of firms in Indonesia. Lao firms, therefore, 
rely heavily on retained earnings or own funds to 
finance their new investments (see Summary Figure 
8). Few firms have long-term loans, and only 9 

percent of the loans have maturities of more than three years, 

27. Access to finance is significantly better for larger firms vis-a-vis SMEs. Larger firms 
in Lao PDR are more likely: to have a loan, to have aioverdrafi facility, to finance more new 
investment, to have working capital through bank financing, and to have longer-term loans than 
smaller enterprises. 

Due to these investment climate drawbacks, firms bear additionaljxed costs and their performance is 
lower than in comparator countries. 

28. Investment climate constraints have directly reduced the performance and 
productivity of firmsS4 For example, infrastructure failures have been costly: every 10 hours of 
power outages was associated with a 3 percent and a 7 percent lower value-added for the food 
and beverages sector as well as for the construction materials sector, respectively. Overall, firms 
incurred substantial costs; up to 5 percent of sales, due to infrastructure bottlenecks (see 
Summary Figure 4). 

29. Some investment climate constraints may impact firms of various types and 
locations differently. There were significant differences in productivity among different types 
of firms. Small firms were less productive and more capital-intensive, even though they had the 
least access to capital. Exporters were more productive than non-exporters. Firms in 
Luangprabang and Savannakhet had higher productivity than those in Oudomxay. Firms in 
garments and wood processing were the most productive in Lao PDR, in part due to greater 
foreign investment and thus access to better technology and management. Their productivity 
was, however, also more adversely affected by the unpredictability of regulations. Lack of 

4 Productivity here being defined as value-added per worker 



backward linkages, burdensome regulations, limited access to finance, and a passive marketing 
approach were the main impediments to competitiveness of firms in the garment industry. 

30. In the manufacturing sector, more productive firms complained the most about the 
following key investment climate constraints: finance, infrastructure, regulation, and 
macroeconomic uncertainty. Among these, finance was the most significant constraint for 
high-productivity firms. Firms that complained more about less important constraints, such as 
labor and land, had lower productivity than others. Firms that complained about taxation and 
governance had the same levels of productivity, suggesting that these constraints impact efficient 
and inefficient firms in the same way, or impose only fixed costs. 

3 1. Labor productivity is low in Lao PDR by international and regional standards. This 
is true even in garments and wood processing, which generally has higher labor productivity than 
other sectors in Lao PDR. As measured by value-added per worker, labor productivity in 
garments is only just above that of Cambodia (see Summary Figure 9); and in wood processing, 
it is only marginally above that of Viet Nam (see Summary Figure 10). Productivity in other 
sectors is at the bottom among comparator countries 

Summary Figure 10: Median labor productivity in 
wood processing 
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32. In the tourism sector, the critical constraints to doing business are skills and 
education of workers, and transportation. These constraints are in addition to the constraints 
that firms in the manufacturing sector identified; i.e. electricity, regulation, and taxation, 
followed by macroeconomic uncertainty and finance. Tourism firms in Lao PDR performed 
worse than those in Thailand. 

33. There are significant differences between the impact of investment climate on the 
productivity of firms in manufacturing and in tourism. Foreign and domestic firms in the 
manufacturing sector do not significantly differ in productivity levels, suggesting similar 
investment climate constraints for both groups. Foreign firms in tourism, on the contrary, have 
much higher productivity than domestic firms, possibly due to better access to skilled labor and 
better external networks. 
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The services sector as a whole has a large informal component. 

In a small separate survey, informal and microfirms complained mostly about the lack of affordable 
finance, and said that they stayed informal due to discretionary taxation, regulations, and fixed costs 
imposed by inadequate infrastructure. 

34. Informality is a growing and largely unexplored phenomenon in Lao PDR. Broadly 
defined as household businesses and microfirms that may or may not be registered, the informal 
sector in Lao PDR is large. More than 60 percent of urban firms are micro enterprise^.^ In 
200212003, non-agricultural income-generating activities of households accounted for 16 percent 
of total employment, up from 12 percent in 1996. The number of households engaged in non- 
farm activities has also grown from 40 percent to 60 percent in the last 5 years; during the same 
period, the number of households that hired labor grew from 7 percent to 21 percent.6 

35. The majority of household and microbusinesses are in service sectors 
(wholesale/retail trade, community, social and personal services, and tourism services), and 
only 16 percent are in manufacturing. Informal household enterprises are more likely to be 
located in urban areas, to have been in operation for less than 5 years, and to be operated from 
home. The informal sector serves as a backward linkage in the formal sector's supply chain, 
providing materials and unskilled labor. The supply chains of the formal sector are seriously 
constrained by the lack of capacity in informal suppliers. Microfirms often fail to meet the 
quality standards set by bigger formal sector firms, resulting in a number of unsuccessful 
experiences reported by firms. 

36. The surveyed microfirms mentioned access to financing as the most important 
constraint. Almost none of the surveyed entrepreneurs had ever considered borrowing from a 
commercial bank, and relied on retained earnings and relatives for finance. Indeed, richer 
households operated more household-based enterprises (82 percent of the highest quintile) than 
poor households (only 2 percent). Other important constraints to informal firms were 
cumbersome regulations and complicated, discretionary taxation. Most surveyed microfirms 
reported that they remained small to avoid taxation. 

37. Businesses were far more likely to thrive in areas with a good investment climate. 
Simulations indicate that addressing the constraints in areas with poor investment climate-those 
lacking access to infrastructure, financing facilities, and markets - could lead to a significant 
increase in the number of microenterprises, generating widespread employment opportunities. 
Since areas with a poor investment climate also tend to have higher poverty rates, improvements 
in the investment climate are likely to have important implications for poverty reduction. 

See Ministry of Industry and Handicraft-German Agency for Technical Cooperation (MIH-GTZ). 1996. SMEs 
in Lao PDR: The Results of a National Survey. Lao-German Small Enterprise Development Project. 
These results are based on Lao PDR Expenditure and Consumption Survey 111 database (2002103). 
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The actions that would help firms move from the informal to the formal sector, and to increase 
productivity, stem porn the observations above. 

Improve infrastructure that is important for business: 

Improve the quality of service and reliability of electricity provision, the latter especially 
during the rainy season and in the North. Review Electricite du Laos' (EdL's) tariff 
structure with respect to micro and household businesses to minimize the large tariff 
distortion between residential and commercial consumers. Use an information campaign 
to inform users about tariff changes. 

Improve road transportation and cross-border transportation, to broaden access to local and 
neighboring country markets. Encourage private investment in trucking services and 
inland dry ports to facilitate cross-border trade and transportation. 

TO promote tourism, pursue an "open skies policy" so that direct air links with countries 
outside the region - particularly Europe, Japan, and the United States - can be started 
easily. Establishing joint-venture activities for Lao Airlines would increase the airline's 
resources, help upgrade its fleet, and enhance management. 

Reduce unnecessary government regulation: 

Move from a licensing to a registration principle with regard to starting a business. Hasten 
approval of the implementing decrees for the new Enterprise Law approved in 2005. 
Investment laws and incentives should be made public and easily available. 

The number of obligatory procedures prior for starting a business should be reduced, 
especially line ministry licenses in most sectors; and company seal requirements should be 
simplified or removed. Re-registration procedures could also be simplified. 

Rationalize inspections, eliminate those that are unnecessary, and carry out others no more 
than twice a year. Make the aims of inspectors transparent, and pre-identify criteria for 
inspections to reduce opportunities for rent-seeking. 

Reduce the large number of approvals and signatures required for exports. Streamline 
customs procedures. 

Support ongoing efforts to harmonize cross-border regulations through subregional 
cooperation in the Greater Mekong Subregion (GMS) to facilitate trade and investment. 

Introduce Greater Mekong Subregion visas. Streamline the process for obtaining tourist 
visas, with opportunities of renewal outside Vientiane. 

Promote foreign and regional cross-border investments into manufacturing (including agro- 
processing) and services as they can transfer technology and good management practices 
and contribute to higher productivity in the relevant sub-sector. 

Reduce discretion in the taxation system and improve administration: 

Amend the policy on annual registration for tax purposes, extending the validity of 
registration for medium and large firms. 

Simplify tax procedures. The current contract system should be replaced with a 
nondiscretionary system. It is also important to increase the number and capacity of tax 
officers, while at the same time eliminating their discretion to determine tax payments. 



Simplify customs regulations and make them more transparent. Unnecessary discretion in 
import and export licensing procedures should be removed. 

Maintain macroeconomic stability and reduce uncertainty: 

Promote a productive public-private dialogue and provide capacity building to industry 
associations, to enable them to play a more active role in shaping public policy. 

Widen opportunities to access formal sources of financing: 

Continue efforts to reform, restructure, and recapitalize the banking system, together with 
substantial improvements in corporate governance and technical training. Encouraging the 
entry of foreign banks can provide expertise and much-needed financing: for example, by 
leveling the playing field between state-owned commercial banks and private banks, and 
by encouraging strategic investors to partner with state banks. 

Review the banks' lending procedures to simplify the application process and foster the 
creation of commercial-based lending criteria, in order to ease financing for private 
companies with viable investment projects. 

To support the expansion of micro and small household businesses and firms, and 
encourage the growth of microfinance institutions. 

Undertake steps to improve the skills and education of workers to ensure a steady supply 
of well-qualified staff in the tourism industry: 

Strengthen vocational training for tourism workers. Develop a training institute for the 
tourism industry, drawing on regional or international examples such as the Dusit Thani 
School in Thailand. For example, encourage a joint-venture hotel school with initial 
support of the National Tourism Authority. 



1. BACKGROUND 

STATE OF THE ECONOMY 

1.1 The Lao People's Democratic Republic (Lao PDR) is a small7 transition economy 
in which the private sector plays an unusually important role in the gross domestic product 
(GDP). Lao PDR is landlocked in the middle of the Greater Mekong Subregion (GMS). It 
is a one-party state led by the Lao People's Revolutionary Party (LPRP). With an estimated per 
capita income of US$390 in 2004, Lao PDR is one of the poorest countries in Asia. From 1975 
to the late 1980s, Lao PDR had a centrally planned economy. In 1986, however, the 
Government introduced the New Economic Mechanism (NEM), ushering in a transition from a 
centrally planned to a more market-oriented economy. This entailed a gradual removal of price 
controls; abandonment of socialist cooperative farming; unification of the exchange rate system; 
removal of the Government's monopoly on trade; reduction in the number of state enterprises; 
and free establishment of private firms. Currently, the private sector accounts for more than 80 
percent of GDP. 

1.2 Since the end of the 1980s and building on these reforms, Lao PDR has established 
an impressive track record in sustaining high economic growth. In the 1990s, despite the 
challenges of transition and the sharp reduction in growth during the regional crisis of 1997 to 
1999, real GDP grew at an annual average rate of 6.3 percent. ~ x ~ o r t s ~  grew an average of 15 
percent per year over the same period. All sectors grew rapidly - with industry growing the 
fastest albeit from a low base (Figure 1.1). The share of agriculture in GDP has fallen from more 
than 60 percent in 1987 to below 50 percent in 2002. However, this impressive growth has been 
in major part due to the large mining and hydropower projects (see Figure 1.2), and thus 
attention to non-mining sectors of economy is considered one of the main priorities of the 
Government at this time. 

' The World Bank classifies Lao PDR as a low income country (LIC) and as a low income country under stress 
(LICUS). For the Asian Development Bank (ADB), Lao PDR is classified as a developing member country 
(DMC) with very low per capita gross national product (GNP) and limited debt repayment capacity, filly eligible 
for concessional Asian Development Fund assistance. Under United Nations classification, Lao PDR is 
considered a least developed country (LDC). 

8 In US dollar terms. 
1 



Figure 1.1: Real GDP and sectoral growth (GDP) 
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Figure 1.2: Growth with and without large projects and trade and current account balance 
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1.3 Economic growth, improving infrastructure and the structural change have been 
the main drivers in reducing poverty in Lao PDR. The Lao PDR Poverty Assessment 
(LAOPA) showed that improvements in the investment climate have had a significant positive 
impact on household businesses. According to the LAOPA, a significant decline in poverty has 
been achieved during the last decade; using Lao PDR's national poverty lineY9 the incidence of 
poverty fell from 46 percent in 1992193 to around 33.5 percent in 2002103. 

While derived in a complex way, it is approximately equal to US$1.5 a day in 2003 prices. See Lao Poverty 
Assessment (2006). 

'O The share of foreign currency deposits in M2 exceeds 70 percent, up from 35 percent in 1995 (IMF, 2004). 
Anecdotal evidence also suggests that barter may be used for up to 80 percent of all economic transactions. 

3 

1.4 Recent growth has been supported by broadly stable macroeconomic conditions, 
especially since the country's recovery from the aftermath of the Asian financial crisis. 
Inflation has been brought back to single digits, with the period average of the Consumer Price 
Index falling from 15.5 percent in 2003 
to 7.2 percent in 2005. ~h~ kip 
exchange rate has stayed in a very 
narrow band, and the Bank of Lao PDR 
(BOL) has maintained monetary 
stability. In line with the experience of 
other countries in the region, the kip 
gradually depreciated until 2005. It 
should be recalled that the value of the 
kip deteriorated sharply during the Asian 
financial crisis (Fi ure 1.3). While a 

1f high dollarization of the economy 
helps maintain some degree of financial 
stability, currency mismatches at the 
firm level render firms vulnerable to 
exchange rate shocks. This fact, and the 
psychological aftermath of the Asian 
financial crisis, may be reasons behind 
the perception of firms regarding 
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macroeconomic uncertainty. The same risks are likely to be present in the financial system. 



1.5 The cost of borrowing in Lao PDR is high. Lending rates are significantly higher 
than those in Thailand (Figure 1.4). The ratio of M2 to GDP is only 18 percent. The entire 
banking system has only about $500 million in assets (which amounts to 23 percent of GDP) and 
$250 million of loans (1 1 percent of GDP). Efforts are underway to reform the banking sector to 
reduce entry barriers and promote the expansion of private banks. The draft amendment to the 
Presidential Decree on Commercial Banks submitted to the National Assembly is aimed at 
partially removing the restrictions for foreign banks to set up branches outside Vientiane. 
Encouraging the entry of private banks is expected to foster greater competition in the banking 
system and help widen access to financing. 

Figure 1.4: Lending rates (%) 

1.6 Foreign direct investment (FDI) has grown rapidly, but this has mainly been due 
to large mining projects. Mining-related foreign direct investment is expected to continue to 
grow rapidly in the coming years. Increasing both private domestic and foreign investment has 
been a key issue in Lao PDR. While gross capital formation as a share of GDP in the late 1990s 
was higher in Lao PDR than in other Mekong countries, in recent years the position of Lao PDR 
has deteriorated (Figure 1.5). In 2003-2004, among the largest recipients of both domestic and 
foreign investment projects in Lao PDR were the power, tourism, construction, and mining 
sectors. Some estimates suggest that private investments in large projects constitute 35 percent 
of total investments; other private investments about 40 percent; and Government investments 
about 25 percent. Due to investments in large projects, some estimates of FDI are as optimistic 
as 10 percent to 18 percent of GDP in 2004 and 2005." 
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Figure 1.5: Net FDI and gross investment, ~ e r c e n t  of GDP 
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Source: World Development Indicators (WDI) Online. 

1.7 Apart from being a transition economy, Lao PDR is undergoing a process of rapid 
industrialization. Production has moved from agriculture to industry, especially in recent years. 
The share of services with respect to other economic activities has increased substantially, due 
largely to tourism (Figure 2.1). 

Figure 1.6: Shares of agriculture, industry, and Figure 1.7: Lao PDR's manufacturing growth in 
services in GDP international perspective 

o q r r u n u n  l l n d v q  0 SW ,U 
4 0 '  1 \ mias 

6 0  7 0  I 0  9 0  100 110 

Natural Logarltbm of  Real CDP Per Capita, 2003 

Source: WDI Online. and Lao PDR Economic Note: The line corresponds to the predicted share of manufacturing sector in 
Monitor, World Bank, various issues. GDP from a regression on the natural logarithm of real GDP per capita and a 

constant, with slope equal to 3.415 (standard error equal to 0.691). 
Source: Calculations based on the data from World Development Indicators 
Online. 

1.8 The manufacturing sector in Lao PDR has grown very rapidly, raising its share in 
GDP to levels higher than that of many countries at similar income levels. Lao PDR's 
manufacturing sector expanded its share of GDP from 9 percent in 1989 to 19 percent in 2003 
(Figure 2.2). Small enterprises dominate the manufacturing sector. Around 23,000 firms 
employ less than 10 employees, and three quarters of these employ only 1-2 employees. 
Another 542 firms employ 10 to 99 people, and 11 6 firms employ more than 100 people each. 

5 



Most of the firms employing more than 100 people are foreign-owned garment firms. This 
distribution of enterprises, and the fact that the manufacturing sector employs only about 
100,000 people, indicates the predominance of small enterprises in the manufacturing sector.'* 

1.9 Food and beverage, garments, wood processing, and construction materials are 
the largest manufacturing subsectors in Lao PDR. Within the manufacturing sector, faster 
growth has occurred in sectors that supply retail trade and construction. Garment sector output 
also grew from 0.7 percent to 1.1 percent of GDP (Table 2.1). Garments and wood processing 
products also represent the largest manufacturing exports: at present, garment exports are second 
only to electricity and mining (Figure 2.3). 

Table 1 . 1  : Sectoral distribution within Figure 1.8: Exports composition by sector, 
manufacturing (% of GDP) ($ million) 

1991 -1  995 1996-2000 2001-2002 - ~ ~ ~ e * . n e r n n n r - e r .  nunis -ccn . r  mnunm ns~erot ~ m m n s >  +wwdl wwaeroam - ror runun  maucr. 

I0 1 12 8 14 6 IYI pp -- 

Food and beverage 
Construct~on 3 1 3 2 3 

- - - - -- -- - - 

Garments 0 7 1 1 1  
Wood processing 0 8 0 6 0 6 
Construction mater~als 0 2 0 4 0 6 
Tobaco prodcuts 0 7 0 6 0 5  2, 

Fabr metal products 0 2 0 3 0 3 
Water 0.1 0.1 0.1 
Chemicals 0.1 0. I 0 

tm 

Source: Country Economic Memorandum (CEM), World Source: Lao PDR Economic Monitor, 2006. 
Bank. 2004. 

1.10 Value added in services grew at a higher rate, at par with real GDP growth. 
Hotels and restaurants grew at an uneven pace but at a rate reaching 15 percent in 2004 (Figure 
2.4). The potential of the tourism sector is yet to be unlocked and this can be achieved by 
improving the investment climate, education of workers, and basic infrastructure. 

Figure 1.9: Growth rates of the value added in Figure 1.10: Number of tourist arrivals and 
services revenue from tourism (right axis) 

-s.w'., -7an.wn.,on ao.s.."diOnn""i. lon. wns...*.nsm. ".d. -*l.n.n#ml."r.nl. -om", ,I1.",.IA1".. -I...YmII.L.I.,I-. 

Sources: Government of Lao PDR, International Monetary Source: National Tourism Authority. 
Fund, World Bank. 

'' See World Bank (2004a). 
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1.1 1 The tourism sector in Lao PDR has strong potential to accelerate development and 
generate additional employment. In 2003, tourism contributed around 8 percent of GDP 
(hotels and restaurants contributed approximately 2 percent)13 and provided direct and indirect 
employment to about 22,000 workers.I4 While tourism's contribution to total output is 
comparable to that of Thailand's and higher than that of Viet Nam's, total tourism arrivals in Lao 
PDR accounted for only about one-fourth those of Viet Nam's and 6 percent those of Thailand's 
in 2003. More than 800,000 foreign tourists visited Lao PDR in 2005, as compared with around 
700,000 in 2000. The average annual growth of tourist arrivals has been 24 percent since 1993 
(Figure 2.5). More than 70 percent of tourists came from neighboring Asian countries (primarily 
Thailand, and to a lesser extent, from People's Republic of China (PRC), Japan, and Viet Nam). 
Tourism arrivals are expected to further increase with the abolition of visa restrictions in ASEAN 
countries; the Government's intensified promotion of Lao PDR as a tourism destination; and 
greater cooperation among countries in the GMS in developing and implementing tourism 
strategy. In order for the tourism sector to develop further and take advantage of these 
opportunities, there needs to be an appropriate set of policies and support mechanisms to address 
current investment climate constraints. 

1.12 Lao PDR remains a transition economy, with a large private sector that is 
undergoing structural change. This has two consequences for economic policy. First, the 
Government will not be able to exercise strict state control over the private sector, and therefore 
needs to move the emphasis from control to monitoring. Attempts to impose old-fashioned 
controls would only lead to the expansion of informal activities and a reduction in compliance. 
Second, the transformation from a planned to a market economy entails not only economic 
structural change, but also a change in ways of doing business. In particular, enterprises still 
have limited capacity to function in the new economy, and learning by doing will need to take 
place before the transition is complete. 

1.13 Although recent growth has been pro poor and broad based,I5 production is 
largely confined to very small, informal, and household businesses. The growth of both non- 
farm work opportunities for households (including non-farm businesses), and improvements in 
infrastructure (roads access and electricity supply) contributed to poverty reduction. The main 
drivers of poverty reduction are growth and improvements in agricultural productivity. The 
informal economy is estimated at around 30 percent of G D P . ' ~  The growth of the informal 
economy has been due mainly to cumbersome regulations and discretion in taxation laws and 
regulations. In addition, low levels of development (thus low capital intensity), subsistence 
agriculture, and a small SOE sector have made Lao PDR predisposed to micro firms: about 63 
percent of urban households and 17 percent rural households run a household business. 

1.14 The lack of capacity for doing business in a market-oriented economy, as well as 
continuing structural change, have created a gap between perceptions of the private sector 
and the direction of government policies. This gap partly explains the disconnect between 
government regulations and firms' compliance, resulting in the expansion of the informal 

l 3  See World Bank (2004a). 
l 4  Asian Development Bank (2005). 
'' Between 1998 - 2003. See Lao PDR Poverty Assessment (2006) and ADB's Country Strategy and Program Update 

for Lao PDR (2005). 
l 6  See Schneider, 2004. 
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economy. It also sheds light on the disconnect between perception and quantitative data in the 
Investment Climate Survey. 

1.15 Sustaining growth is one of the key objectives and revenue mobilization is one of 
the first priorities of the Government of Lao PDR, in light of the current budget and trade 
deficits. The Government of Lao PDR has explicitly committed to promote private sector 
development (PSD) and to open up trade, as articulated in its National Growth and Poverty 
Eradication Strategy (NGPES; 2005, and most recently in its Sixth National Socio Economic 
Development Plan (NSEDP; 2006-2010. These have emphasized private sector development as 
one of the drivers of export-led growth. The Government is working in several directions, 
gradually involving more government agencies and expanding the scope of policy reform. Box 
3.1 outlines the development goals of the private sector, as stated in the Sixth NESDP and the 
NGPES. 

Box 1 . 1 :  Government strategies focusing on private sector development 

Both the Sixth Five-Year Socio-Economic Development Plan (2006 - 2010) and the national poverty 
reduction strategy focus on development of the private sector via the following priorities for the medium-term: 

Mobilize investment from the private sector in the economy to reach 22 percent of GDP, while the total 
investment would be about 32 percent of GDP in order to achieve the GDP growth of 7.5 percent per annum. 
Promote small and medium enterprises, focus on household output to progress to become a group or a 
cooperative, and increase the variety of products and improve their quality; 
Promote the production of goods for exports, and attract foreign investment and technology; 
Expand domestic private sector from 10.5 percent in 2005 to 12.5 percent in 2010; and 
Expand the labor force from 2.7 million in 2005 to 3.4 million in 2010. 

I Source: Sixth National Socio Economic Development Plan (draft, January 2006). I 

1.16 The main challenges are to sustain current growth in manufacturing and services; 
to ensure that the private sector can produce goods and provide services that meet regional 
export demand; and to expand the domestic market. To meet these challenges, Lao PDR 
needs to respond to private sector concerns by managing the changing perceptions during the 
transition period and taking into account international best practices in business regulation from 
the GMS region. 

1.17 The main objective of the Investment Climate Assessment is to support the 
Government strategy for promoting sustainable growth and industrial and business 
development. The report will also contribute to support Lao PDR's attempts to strengthen 
regional and international competitiveness of its economy, given increasing competition with 
ASEAN and GMS countries. Implementation of the private sector development program would 
increase employment and speed-up poverty reduction by generating higher growth and by 
empowering the poor." 

" Most poor people in the world indicated employment and business opportunities as the most effective tools that 
would bring them out of poverty (World Development Report, World Bank, 2005). 
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2. INVESTMENT CLIMATE AND FIRM PERFORMANCE IN MANUFACTURING 

2.1 The Investment Climate Survey (ICS) was undertaken jointly by Government of 
Lao PDR, the Asian Development Bank (ADB), and the World Bank. In all, 303 firms were 
sampled. Of these, 246 were manufacturing firms, and 57 firms were from the tourism sector. 
Through face-to-face interviews with managers and owners, the ICS gathered qualitative and 
quantitative information regarding the investment climate and the performance of firms in 
sampled provinces and industries. Topics included infrastructure, finance, labor, regulatory 
burden and administrative delays, governance, innovation and technology, and firm productivity. 
Taken together, the qualitative and quantitative data help connect the characteristics of the 
investment climate in Lao PDR with the firms' performance. The data and results from the ICS 
are intended to help develop policy reforms that would further promote growth and productivity 
of firms in Lao PDR. 

2.2 The manufacturing part of the survey was carried out in six provinces, namely 
Vientiane, Oudomxay, Luangprabang, Xayaboury, Savannakhet, and Champassak. It 
covered five industries: wood processing (35 percent), construction materials (27 percent), 
garments, textileslhandicraft (25 percent), and food and beverage (14 percent). Forty-seven 
percent of surveyed firms were small (less than 20 workers), 31 percent were medium (20-99 
workers), and 22 percent were large (more than 99 workers)I8 (Figure 4.1). 

2.3 Private domestic firms comprise most of the surveyed firms. While 11 percent of 
the surveyed firms were previously owned by the Government, now only 2 percent can be 
considered Government firms, based on ownership shares. Forty-seven firms have at least 10 
percent foreign equity, roughly half of them in the garment sector. The remaining firms are 
equally distributed across sectors. The firms are relatively young, averaging nine years in 
existence. Eighty-three firms (34 percent) are from the export sectors, mainly comprising of 
wood processing and garments (see Table 4.1). 

Following the new definition used by the Government, small firms are those with 19 workers, medium firms with 
20-99 workers, and large firms with 100 or more workers. This new definition is used in the national small and 
medium enterprise (SME) strategy currently being formulated by Small and Medium Enterprise Promotion and 
Development Office (SMEPDO) at the Ministry of Industry and Commerce (MOIC). 

However, the ICS sampling was carried out before this definition was officially adopted, and therefore it was 
impossible to use this definition throughout the report. Notes are made in all figures and tables concerning the 
definition used. 
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Small 
Medium 

Large 

Turnover 
< 400 m kip 

< 1,000 m kip 
> 1,000 m kip 

Assets 
< 250 m kip 

< 1,200 m kip 
> 1,200 m kip 

Workers 
< 19 
< 99 
> 100 



2.4 In most of the cross-country comparisons, this report uses nine comparator 
countries. It benchmarks Lao PDR's investment climate to neighboring countries that have 
generally similar GDP per capita and/or geographical endowment: Cambodia, People's Republic 
of China, Indonesia, Kyrgyz Republic, Malaysia, Mongolia, Philippines, Thailand, and Viet 
Nam. Some comparisons may be limited by the availability of the ICS in the comparator 
countries, and others by the unmatched questionnaires. 

Figure 2.1: Distribution of manufacturing firms in the Investment Climate Survey, 2005 
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Source: Lao PDR Investment Climate Survey (2005). 

2.5 A gap exists between the perceptions of firms and quantitative data, which is not 
usually present in other countries. The presence of such a gap can be explained by the 
transition period and ongoing structural change in the economy, which precludes the ability to 
conduct a productivity analysis using Lao PDR's ICS data. This is due to the fact that more 
productive firms complain more about investment climate constraints, therefore reducing the 
significance of the regression results. Usually, the assumption underlying the productivity 



analysis is that a poor investment climate leads to lower firm productivity (see section on firm 
performance and Appendix Table 3). 

2.6 The investment climate is the set of location-specific factors that shapes 
opportunities and incentives for firms to invest productively, create jobs, and expand their 
bu~inesses . '~  While firms see opportunities to do these things, they assess the costs and risks 
that are inherent in this process. These costs and risks are shaped by Government policies in 
various areas, which determine whether there is a level playing field and influence competition 
among firms. The quality of interaction between governments and firms could help determine 
the pace of economic growth, investment expansion, and poverty reduction. 

2.7 In ranking its top constraints, Lao PDR is quite dissimilar to both Cambodia and 
Viet Nam, as well as to other GMS countries. It is also different from that of other transition 
countries in the region (Figure 5.2, Figure 5.3). It stands out in the region for having the highest 
proportion of firms that rate electricity as major or severe obstacle. Interestingly, the top 
constraints reported by firms in Lao PDR are more similar to those reported by firms in South 
Asia (Figure 5.3). There is also wide dissatisfaction over the provision of electricity and 
regulatory policy uncertainty among firms in Bangladesh, Sri Lanka, and Nepal - a country that 
is landlocked like Lao PDR.*' Concerns of Lao PDR firms about the quality of infrastructure are 
higher than the average among the comparator countries. Perceived quality of infrastructure 
seems to be the largest problem in Lao PDR compared with other countries. Regulation and 
taxation, as well as macroeconomic policy uncertainty and finance constraints seem to be at 
comparator country average. Resources (labor, skills, and land) and governance concerns are at 
the comparator country minimum (Figure 5.2, Figure 5.3). 

2.8 In Lao PDR, firms perceive the three main constraints to growth and operations 
are infrastructure, regulation, and taxation, followed by macroeconomic uncertainty and 
finance (Figure 5.1). Within these constraints, around 40 percent of firms consider electricity to 
be a major or severe obstacle, citing the price-quality relationship as being problematic. 
Regulatory policy uncertainty is a major issue for 29 percent of firms, and uncertainty arising 
from the macroeconomic environment is a major constraint for 27 percent.2' 

2.9 Surveyed firms do not consider skills, access to land, and corruption to be binding 
constraints to their operations. There was relatively low concern about other components of 
the investment climate, such as the skills and health of workers, access to land, corruption, crime, 
theft and disorder, anti-competitive practices, and the legal system and conflict resolution. This 
indicates that these constraints are not binding at this stage. 

l 9  World Bank (2004b). 
20 The Nepalese Investment Climate Assessment included fewer constraints in the ICS questionnaire and thus is not 

presented in the graphs. 
* '  Other studies of the constraints to the private sector development in Lao PDR have been commissioned by other 

organizations. In some of  them, the list or prioritization of constraints differs from this study. These differences are 
mostly due to different data collection methods (survey versus interviews) or from different sampling frames. The 
results in this study should be analyzed with care, as they can only be generalized for the sectors and firm types 
included in the sample of  the Investment Climate Survey. The results of these various studies are discussed in 
Appendix 1 ,  while sample constraints for this study are discussed in the beginning of Chapter 2 and in the 
appendices on Manufacturing and Tourism. 
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Figure 2.2: Main Groups of Constraints Perceived by Lao Firms as Major or Severe 
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Source: Lao PDR Investment Climate Survey (2005). 
Note: Infrastructure includes electricity, transportation, and water. Regulation includes regulatory policy uncertainty, labor 
regulations: customs and trade regulations, and business licensing. Tax includes rates and administration. Finance includes cost 
and access. Skillslland includes skills, education and health of workers, and access to land. Governance includes corruption, 
crime, theft and disorder, anti-competitive practices, and the legal systedconflict resolution 

/ Figure 2.3: Main policy areas that constrain business - Asian and transition countries comparison I 

2.10 In ranking its top constraints, Lao PDR is quite dissimilar to both Cambodia and 
Viet Nam, as well as to other GMS countries. It is also different from that of other transition 
countries in the region (Figure 5.2, Figure 5.3). It stands out in the region for having the highest 
proportion of firms that rate electricity as major or severe obstacle. Interestingly, the top 
constraints reported by firms in Lao PDR are more similar to those reported by firms in South 
Asia (Figure 5.3). There is also wide dissatisfaction over the provision of electricity and 
regulatory policy uncertainty among firms in Bangladesh, Sri Lanka, and Nepal - a country that 



is landlocked like Lao P D R . ~ ~  Concerns of Lao PDR firms about the quality of infrastructure are 
higher than the average among the comparator countries. Perceived quality of infrastructure 
seems to be the largest problem in Lao PDR compared with other countries. Regulation and 
taxation, as well as macroeconomic policy uncertainty and finance constraints seem to be at 
comparator country average. Resources (labor, skills, and land) and governance concerns are at 
the comparator country minimum (Figure 5.2, Figure 5.3). 

1 Figure 2.4: Investment climate constraints, Mekong and South Asia countries comparison I 

1 Source: Regional Investment Climate Surveys. I 

2.1 1 Firms in all sectors perceive infrastructure, particularly electricity, to be the top 
investment climate constraint (Figure 5.4). Section 6.1 deals with electricity and explains that 
the main reason for such negative perceptions appears to have been the price-quality relationship, 
probably triggered by the recent tariff increases. Note, however, that the ranking of constraints 
here was limited to 19 pre-selected factors, which are roughly common among investment 
climate survey questionnaires used across countries. A common set of constraints is used in the 
questionnaires to allow for cross-country comparisons.23 

2.12 For most of the sectors, regulatory policy uncertainty is the second most important 
constraint. Taxation is also an issue that runs across all sectors, but is more pronounced among 
garments and textileslhandicrafts. Access to finance is also a significant constraint in the 
garments and textiles sector. For firms in wood processing and construction materials, a 
common important issue is transportation. Bad or inaccessible roads and high transport costs can 
hamper their access to their access to their main (resource-based) inputs. 

2.13 In different provinces, regulation, infrastructure and taxation feature as the most 
severe constraint. Infrastructure is the top constraint in Vientiane, Luangprabang, and 
Oudomxay. In Xayaboury, taxation is the biggest impediment (Figure 5.5). In the South, 
regulations are considered to be the most important constraint. Customs and trade regulations 

" The Nepalese Investment Climate Assessment included fewer constraints in the ICS questionnaire and thus is not 
presented in the graphs. 

23 The investment climate factors are telecommunications; electricity; transportation; regulatory uncertainty; tax 
administration; customs and trade regulations; skills and education of workers; health of  workers; access to 
financing; cost of financing; corruption, crime, theft, and disorder; anti-competitive or informal practices; legal 
system; access to land; tax rates; labor regulations; business licensingloperating permits; and macroeconomic 
uncertainty. The questionnaire also allowed firms to identify other constraints that were not listed. 
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are also among the top constraints in Oudomxay and Savannakhet. This could be due to the 
nature of cross-border transactions in these provinces. Transportation is among the top 
constraints in Champassak, Oudomxay, and Luangprabang-reflecting the poor road conditions, 
especially in the rainy season, when only 26 percent to 52 percent of the villages in these 
provinces have passable roads. Information about the most important constraints as perceived by 
firms in each province can be useful in designing investment strategies for each locality. 

Figure 2.5: Investment climate constraints by sector 
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Figure 2.6: Investment climate constraints by province 
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Source: Lao PDR Investment Climate Survey, 2005. 

2.14 Large firms are more critical of investment climate constraints. While the survey 
reveals that a similar set of factors is severely constraining both large firms and small and 
medium enterprises (SMEs), large enterprises have more often raised concerns. Such attitudes 
(Figure 5.6) appear to hold true in other Asian countries that have conducted investment climate 
surveys, e.g., Cambodia, Philippines, and ~ n d o n e s i a . ~ ~  It seems that larger firms are more 
weighed down by business obstacles. This may be because they suffer more significant losses 
from a poor investment climate, such as infrastructure failures, regulatory red tape, and 
macroeconomic instability. The most striking difference is in access to finance: large firms 
consider it a greater constraint than taxation and macroeconomic uncertainty, while small firms 
do not. Linkage of large firms to international markets, through importlexport activities or 
foreign equity, also makes them more predisposed toward higher and more competitive 
standards, which are often lacking in developing countries such as Lao PDR. 

2.15 A large gap exists between 
concerns of small and large firms on 
taxation. Small firms are more 
concerned about tax rates than are larger 
firms, and they are less concerned than 
larger firms about tax administration and 
regulatory policy uncertainty. This 
seems to suggest that many small firms 
may remain informal for tax reasons, 
escaping, at the same time, regulatory 
changes and tax administration 
ramifications. 

2.16 Many firms prefer to remain 
small. The survey revealed that about 70 
percent of small firms that started operating about 5 - 10 years ago remained small. This may 
signal some difficulty in moving into a bigger scale of operations, unless most of them have 
opted to remain small. The choice to remain small can be shaped by the business environment 
that offers few incentives to expand. Apart from tax rates, the decision to stay small or informal 
may be due to regulatory red tape, uncertainty, and other investment climate constraints such as 
inaccessibility or prohibitive costs of finance or unreliable infrastructure. The ranking of 
business constraints indicates that small firms are more concerned about regulatory and 
macroeconomic policy uncertainty and taxation than they are about financing issues. 

Figure 2.7: Firms that recognize constraint as 
major or severe, by size (percent) 
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24 A striking difference, however, between Lao PDR and Cambodia is that in the latter, a greater proportion of  small 
firms compared to large firms consider regulatory policy uncertainty and macroeconomic instability as  serious 
obstacles. 
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2.17 Efficient infrastructure facilities enhance the competitiveness of an economy and 
improve the quality of life. Good infrastructure connects firms to their customers and suppliers, 
and enables the use of modern production technologies. Conversely, deficiencies in 
infrastructure create barriers to opportunities, increase costs, disrupt production, and lower 
revenue for all firms, from micro-enterprises to multinational corporations. The ICS captures the 
dual challenges of providing strong infrastructure: the physical construction of power lines, 
water systems, and telephone connections; and the development of institutions that can 
effectively provide and maintain public services. 

2.18 The ICS provides three sets of indicators to assess infrastructure in Lao PDR. 
The first set shows how firms perceive three components of infrastructure as constraints: 
electricity, telecommunications, and transportation. The second set measures the quality of 
infrastructure-the number of days when interruptions in electricity, water, and mainline 
telephone services occurred, and the value of lost sales due to these interruptions. The third set 
of indicators evaluates the efficiency of infrastructure services by quantifying the delays in 
obtaining connections to electricity, water, and telephone. 

2.19 More than half of firms in Lao PDR cite infrastructure as the main obstacle to 
doing business. In particular, electricity is cited by around 40 percent of the surveyed firms. In 
contrast, only 9 percent and 22 percent of firms identify telecommunications and transportation, 
respectively, as a major or severe investment climate constraint (Figure 6.1). 

Figure 2.8: Infrastructure as a constraint to doing business 
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I Source: Lao PDR Investment Climate Survey (2005); Investment Climate Surveys of selected countries. Note: In the value- I 
added loss, the number of observations is different for each investment climate component and thus these are not generally 
additive. The figure represents an average firm that used and rated all of the services. 



2.20 Frequent power outages increase the actual and opportunity costs to firms in Lao 
PDR, and put them a t  a disadvantage when competing with firms from neighboring 
countries. The quality of electricity in Lao PDR is much poorer than in Cambodia, Indonesia, 
Mongolia, and Thailand. Although power outages occur more often in Viet Nam, production 
lost due to service interruptions is much lower. In terms of water and mainline telephone 
service, Lao PDR performs adequately and on par with other countries (Figure 6.2). 

Figure 2.9: Quality and efficiency of infrastructure services 

Source: Lao PDR Investment Climate Survey (2005); Investment Climate Surveys of selected countries. 

2.21 As measured by the number of days required to obtain electricity, water, and 
mainline telephone conn-ections, the efficiency of public services provision in Lao PDR is 
the poorest among comparator countries. Figure 6.2 shows that 34 and 32 days are needed to 
obtain electricity and mainline telephone connection, respectively, which is by far the longest 
among the comparator countries. Nineteen days are needed for a water connection, which is also 
much longer than the time needed in all other countries except Thailand. Faced with long delays 
in the provision of electricity, water, and mainline telephone connections, firms find expansion 
difficult, and as a consequence, overall investment will fail to grow. 

2.22 More than 40 percent of respondents identified electricity services as a problem 
for the operation and growth of their business. In light of the perceived strong sector 
performance of Lao PDR's electricity sector, it is surprising to see that it is being singled out as 
the primary constraint to investment (Box 6.1). In response to the somewhat surprising 



conclusion of the survey, a more detailed study of the perceived quality of the electricity supply 
was carried 

2.23 Dissatisfaction with electricity services is universal across all sectors although the 
construction materials sector reports a slightly 
more positive position ("only" a 30 percent 
negative response rate). This deviation might be 
explained by a higher reliance of the sector on 
automotive and captive power compared with other 
sectors, which consume more electric power. The 
comparatively high production value lost due to 
power interruptions in wood processing and 
garmentsltextiles industries confirms that these 
industries have the highest reliance on 
uninterrupted electric power supply for production. 
The lower part of Appendix Table 8 shows that the 
electricity constraints are most strongly felt by 
larger enterprises - those having more than 51 
workers. This is to be expected, as there is a 
correlation between the number of workers and the 
degree of mechanization of the factories. 

2.24 The geographical differences in 
electricity service are significant, and the Northern provinces report much stronger 
dissatisfaction than the Southern provinces. Sixty-seven percent of surveyed firms in Luang 
Prabang, and 57.1 percent in Oudomxay, were dissatisfied with electricity services, while 24.6 
percent in Savannakhet and 36.8 percent in Champassak showed dissatisfaction. The higher 
dissatisfaction in the two Northern provinces (Luang Prabang and Oudomxay) appears justified, 
given the number of days of power interruptions. These provinces suffer significantly more 
interruptions than do other parts of the country. Two factors can explain this difference. First, 
the national power system is less developed in the north, with lower electrification rates and a 
weaker power network, which is more prone to blackouts. On the other hand, Savannakhet and 
Champassak provinces are both directly linked to the Thai electricity network and receive part of 
their power from imports. Second, the mountainous Northern regions have a higher frequency of 
thunderstorms, which are the main reason for power interruptions. 

Box 2.1: Strong performance in electrification 
Lao PDR is renowned for its hydrological 
resources, which have enabled the country not 
only to meet domestic demands but also to export 
power to Thailand. Power exports have ranked 
among the top three export commodities for more 
than two decades. Another impressive sector 
achievement is the rapid electrification of the 
country increasing from around 15 percent of all 
households in 1995 to almost 50 percent in 2006. 
This rate is still in the low end in a regional 
comparison but places Lao PDR above Cambodia 
(1 7 percent electrification rate in 2003) and almost 
on par with Indonesia (55 percent in 2003). From 
2006 to 2010, the Government plans to construct 
six new hydroelectricity schemes with a capacity 
of 2,100 MW. In addition, an output of 600 - 800 
MW is projected from six to eight smaller 
hydroelectricity schemes. 

2.25 While dissatisfaction with electricity as a constraint to business is the highest 
among GMS countries, losses due to outages are modest by regional standards. Figure 6.3 
shows that while the perceived constraints related to Lao PDR's electricity sector are by far the 
highest in the region, at 41 percent, the reported loss of production value caused by electricity 
sector constraints does not entirely justify the criticism. At 4.3 percent, Lao PDR is only one 
percentage point higher than the average for the East Asian and Pacific region, and lower than 
the Philippines. This pattern indicates that the perceived dissatisfaction is driven by reasons 
other than pure economic concerns. 

2 5  See Tokyo Electric Power Company (TEPCO, 2006). Structured interviews were conducted with 34 enterprises in 
Champassak, Savannakhet and Vientiane, covering all five sectors. The companies were drawn from the ICS 
survey; however, the principle of anonymity prevented the interviewers from selecting their new sample from 
among the 40 percent of the companies that had originally said that electricity is a constraint. Instead, the sample 
was designed randomly. 
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Figure 2.10: Regional comparison of electricity as a constraint and cost 

L I 
Source: Regional Investment Climate Surveys. 

2.26 There is low incidence of generator use in Lao PDR. Three factors could explain the 
low incidence of self-generation. First, the disproportionate costs of importing generator 
equipment or fuel could restrain investors in Lao PDR as compared with investors in other 
countries. However, fuel costs in Lao PDR are comparable to neighboring countries, and the 
import duty on mechanical equipment is only 5 percent or less. Second, the structure of the 
industry might not require the same level of system reliability as in other countries, which have 
more sophisticated processing industries. This assumption is refuted by investor responses, 
which indicate that power interruptions do indeed carry a risk of damaging either the production 
line or the machinery. Third, lack of skilled labor in Lao PDR for maintenance and operation of 
power generators might dissuade investors from procuring generator sets. The average skills and 
education level of Electricite du Laos (EdL) workers are limited. Nonetheless, these factors do 
not seem to provide sufficient explanations with regard to the significantly lower numbers of 
firm-owned generators in Lao PDR. 

TARIFF CONSIDERATIONS 

2.27 Seventy-six percent of respondents find tariffs "expensive" or "very expensive" 
(Figure 6.4).26 Of almost equal importance is the quality of electric supply. Other causes rank 
lower but are far from negligible. The dissatisfaction with tariff rates is unequivocal, with more 
than 80 percent in all sectors reporting that electricity tariffs are "expensive" or "very expensive" 
(Figure 6.5). Only in construction materials sector less than 80 percent (53 percent) of firms 
report that rates are high. 

26 This finding and the subsequent detailed responses were obtained in the follow-up survey conducted by TEPCO in 
January 2006, in which 34 companies among the original sample were interviewed. 
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Figure 2.1 1:  Causes of investors' Figure 2.12: Perception of electricity tariffs being 
dissatisfaction with electricity supply "expensive/very expensive," by sector 

Note: The respondents could choose among the following five answers to characterize the electricity tariffs: "very expensive," 
"expensive." "reasonable. "cheap," or "very cheap." 
Source: TEPCO. 2006. 

2.28 However, Lao PDR enjoys the lowest tariffs for industrial consumers in the region 
for small-scale enterprises and larger operations (Figure 6.6).27 The situation is slightly 
different for commercial consumers, since Lao PDR's commercial tariffs rank third in the region, 
after Viet Nam and Cambodia (Figure 6.7). 

Figure 2.13: Average electricity tariffs for 
industrial consumers, by consumption size 
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Figure 2.14: Average electricity tariffs for 
commercial consumers, by consumption size 
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Source: TEPCO (2006). 

2.29 The perceived dissatisfaction with tariff levels therefore appears to be rooted in 
traditionally low tariff rates that have been recently growing at a relatively fast pace. As 
will be discussed below, power supplies in Lao PDR are of roughly similar quality to those in 
neighboring countries, at least in terms of power interruptions. Traditionally, EdL has been 
hampered by tariff ceilings, which were fixed well below the actual cost of production. This 
policy has been gradually revised during the past seven years. Monthly tariff increases were 
implemented from 1999 to 2001 at an aggregate annual rate of almost 50 percent. The tariffs, 
still below cost recovery, were subsequently subjected to annual increases of some 20 percent to 

27 A direct comparison is distorted by the various types of efficiency incentives which are offered in some countries but 
are not available in Lao PDR. 
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30 percent in 2002-2004. Tariff adjustments in 2005 and 2006 were between 5 and 6 percent. 
Despite recent relief in tariff adjustments, some consumers groups are still feeling the increases 
imposed in the past years. 

2.30 Additional dissatisfaction comes from the fact that commercial consumers are 
cross-subsiding residential consumers. As a consequence of the rigorous adjustment program, 
tariffs for industrial consumers have now reached the point of cost recovery, while commercial 
consumers are paying tariffs that are significantly higher than the cost recovery The 
system seems to punish the potentially most productive sectors and small enterprises by making 
their fixed costs very high. The discontent is also due to the fact that consumers are not aware of 
the prices in other countries. 

Table 2.1: Electricity tariffs charged by EdL as of A ~ r i l 2 0 0 6  ( k i ~ )  

I Residential consumers 

I Non-residential consumers 

721 826 826 835 

Source: EdL. 

2.3 1 Enterprises with constant or flexible electric capacity requirement are particularly 
disadvantaged in terms of electricity costs.29 EdL provides no cost incentives to consumers 
for energy management and efficiency, except for a 10 percent reduction to consumers who 
choose to invest in own transformers and receive electricity at medium voltage. This puts highly 
mechanized Lao PDR enterprises at a comparative disadvantage to producers in Thailand and the 
Philippines, where various schemes are available, including rebates at off-peak hours and two- 
part tariffs with separate charges for peak capacity and total volume. It is estimated that such 
initiatives could yield substantial cost savings. It can therefore be recommended that such 
energy efficiency (demand-side management activities) be implemented for strategic consumers. 
This would be advantageous for both EdL and its customers. 

28 Electrowatt, (2004). 
29 Tariff reforms are ongoing, with the objective of reducing cross-subsidies between residential and corporate 
consumers. Tariffs for residential consumers will gradually increase until 201 1, while industrial consumers will 
enjoy a reduction of 8 percent (2005 values). 
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QUALITY OF SUPPLY CONSIDERATIONS 

2.32 Four of the five sectors reported dissatisfaction with the quality of supply (Figure 6.8, 
Figure 6.9).30 The dissatisfaction is predominantly with frequent power interruptions (67 percent). 
This is not surprising since a complete outage is often more directly felt than periodic drops in 
voltage level, frequency instability, etc. The average number of power interruptions is estimated to 
be slightly less than 9 times per year, and the total duration of interruptions is about 60 hours 
annually (Figure 6.10). 

Figure 2.15: Reported dissatisfaction with quality Figure 2.16: Reasons for dissatisfaction with 

of electricity supply quality of electricity supply 

Source: TEPCO (2006). Source: TEPCO (2006). 

Figure 2.17: Regional comparisons of power interruptions per year 

1 Total Power Outages i., Frequency of Power Outages 1 
Source: Regional Investment Climate Surveys. 

2.33 Quality of electricity supply in Lao PDR is close to the regional average, but large 
differences persist among regions, sectors, and firms of different size. While there have been 
service improvements in the capital, Vientiane, installation and supply of electricity to the provinces 
still face some difficulties and supply disruptions. The average annual duration power interruption, 

" The quality of supply is distinguished from the quality of  service. 



which is 60 hours, is above the commonly used benchmark of 24 hours. Huge differences exist 
across provinces and sectors. Outage durations were reported as low as 15 hours in Vientiane 
(averaging around 30 hours), whereas the Northern provinces suffer more than 100 hours of 
interruptions per year. Reliability of supply is also dependent on customer size; small enterprises 
experience around 50 percent longer interruptions per year than larger enterprises. This pattern is 
not surprising, since large consumers have the option to receive medium voltage (22 kV) supplies, 
while small consumers normally receive the stepped down 0.4 kV supply, which is more prone to 
interruptions, given the additional transformation. 

2.34 The duration of outages has been increasing. Despite the fairly good performance of the 
EdL network in terms of annual power interruptions, statistics from the utility reveal that the total 
number of interruptions in Vientiane Province increased by more than 30 percent from 2001 to 2003. 
Besides the frequency of power interruptions, the duration of interruptions also received a fairly high 
response rate, at 17 percent. Although EdL reportedly recovers from outages faster than the regional 
average (the majority of interruptions are recovered within 2 hours), a number of power interruptions 
have been known to last for 5 hours or more. Such long durations are very disruptive to businesses. 

SERVICE LEVEL OF EDL 

2.35 The dissatisfaction with the service level of EdL's operations is high among the 
surveyed firms, with a response rate of 67 percent of surveyed firms. The pattern is fairly 
consistent across sectors and provinces, thus indicating that the problem is general rather than sector 
specific. Figure 6.1 1 provides a breakdown of the main causes of dissatisfaction. Sixty-seven 
percent of respondents cite the billing processlmeter reading; the need to strengthen billing 
procedures was confirmed in a previous Loss Reduction Study (TEPCO, 2004). Estimates show as 
much as 5 percent of EdL's operating losses ($3 million a year) could be attributed to non-technical 
reasons. 

Figure 2.18: Reasons for dissatisfaction with EdL services 
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2.36 EdL's billing process relies on manual meter reading, with few controls in place to 
monitor the readings. The TEPCO study recommended switching to computerized meter reading 
with hand-held devices, increasing inspection frequency, and introducing incentive schemes for 
meter readers to reduce the large number of incorrect readings. EdL has reported significant success 
in the Vientiane branch after extensive training and introduction of incentives for meter readers. 
Similar activities will now spread to other provincial branches. Likewise, the fairly modest reporting 



of "corruptive behavior" of EdL's officials is a result of targeted campaigns within EdL, which is 
expected to further reduce reported incidents. 

2.37 Bureaucratic constraints and red tape, such as long response time and delayed 
provision of requested services, are also significant causes of customer discontent. Almost half 
of the respondents (14 companies) reported a lead time of 30 days or more from their application to 
actual connection. It should be noted, however, that private electric companies and not EdL 
undertake almost all of the connection works. The delay is therefore as much a problem of 
insufficient capacity at the level of private electricians and service companies. The average time to 
establish connection was reported as high as 34.2 days. Such delays contribute to the poor 
investment climate. 

2.38 Raising the productivity of firms in Lao PDR requires significant improvements in 
the transport infrastructure. Between 1990 and 2000, Lao PDR was able to expand its road 
network by 71 percent, higher than the 63 percent increase in the PRC. However, only 15 percent of 
all roads in Lao PDR were paved, compared to Viet Nam's 25 percent, and the PRC's 79 percent.31 
The draft Sixth National Socio Economic Development Plan (NSEDP, 2006 - 2010) provides for the 
implementation of priority infrastructure projects in the transport sector to open opportunities for 
development for all regions. These include easing transport within the country through highway 
projects between Vientiane capital and other cities and provinces, and through new railway transport 
connecting key areas. The NSEDP has also laid down plans to better connect Lao PDR to other 
countries through inland roads and bridges, including the upgrade of existing national roads linking 
Lao PDR to neighboring countries. 

2.39 An important issue for firms in Lao PDR and its neighbors is cross-border transport 
in the subregion. In 1996, an ADB technical assistance project found that several nonphysical trade 
barriers prevented the free movement of vehicles, goods, and people across borders within the 
subregion. Such factors include restrictions on entry of motor vehicles, different vehicle standards, 
inconsistent and difficult formalities related to customs procedures and guidelines, and restrictive 
visa requirements.32 To reduce these barriers, a GMS Cross-Border Transport Agreement was 
formulated, with Lao PDR being one of the signatory countries, along with Cambodia, PRC, 
Myanmar, Thailand, and Viet   am.^^ It covers several aspects of cross-border transport facilitation, 
including single stoplwindow customs inspection, cross-border movement of persons, transit traffic 
regimes, requirements for vehicles going across borders, exchange of commercial traffic rights, and 
infrastructure (road and bridge design standards, road signs and signals). In addition, Lao PDR 
stands to benefit from the proposed GMS Transport Sector Strategy, since it would be part of both 
the North-South Economic Corridor and the East-West Economic Corridor (Box 6.2). Other 
measures that will be taken to increase efficiency, reduce costs, and maximize the economic benefits 
of the economic corridors include improving the warehouses; building two new distribution centers; 
building infrastructure for trucks carrying containers across the border; providing information and 
communication technology on transportation; and increasing capacity building for the staff at Lao 

3 '  See Asian Development BanWJapan Bank for International CooperatiodWorld Bank (2005). 
3 2  Asian Development Bank (200.5~). 
33 The Cross-Border Agreement was originally signed by Lao PDR, Thailand, and Viet Nam on 26 November 1999 in 

Vientiane. 
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PDR international checkpoints and at the Ministry of Communication, Transportation, Post, and 
Construction (MTCPC). 

Box 2.2: GMS transport sector strategy 

A strategy to develop a comprehensive Greater Mekong Subregion (GMS) transport network is being 
formulated to link the GMS countries in an efficient and sustainable manner. The network will be established 
mainly through a GMS-wide multimodal transport systems covering all possible current and future modes; i.e., 
road, rail, inland, water, sea, and air. The expected outcomes include lower costs to consumers and producers 
arising from reduced import costs; more competitive exports from lower costs of transporting to local and 
regional markets and to global market transfer locations; reduced travel times for GMS residents and tourists; and 
a more attractive environment for inbound investment through high-quality transport links. Three corridors have 
been identified to facilitate trade, reduce transport costs, make movement of goods and people more efficient, 
provide employment opportunities, and reduce poverty. These are the North-South Economic Corridor, East- 
West Economic Corridor, and the Southern Economic Corridor. 

Source: Asian Development Bank (200.50. 

2.40 A quarter of the surveyed firms cited transportation as a severe obstacle to their 
operations. Transportation is an important component of the production value chain. The quality 
and accessibility of transportation affect the time it takes to obtain input goods for production and to 
gain access to local and international markets. Quality of infrastructure may also impact the loss of 
value in transportation. 

2.41 About 3.9 percent of value added is lost due to poor transport services, and 5.3 
percent is due to transport infrastructure. Moreover, firms that cited infrastructure as a major or 
severe constraint lost 6.3 percent of their value added due to infrastructure and access to markets, 
which is almost double the losses incurred by firms that did not complain. Firms that cited transport 
as a severe problem also had longer lead times (27 against 22 days) and higher transportation 
expenditures (36 percent higher than those that did not complain). 

2.42 Transportation appears to be a binding constraint to expansion and higher 
productivity for more productive firms. Firms with higher productivity cited poor transportation 
as a major or severe problem more often than other firms. These firms also tended to use land 
transportation more often than air or river routes, and to incur higher transportation costs (12 
percent, on average). 

REGULATION AND REGULATORY UNCERTAINTY 

2.43 The Government's regulatory policy plays a significant role in shaping investment 
decisions and the conduct of business. Effective regulations address market failures that inhibit 
productive investment and reconcile private and public interests. Poorly designed and inefficiently 
implemented regulations, however, present major administrative and financial burdens. Often, these 
burdens are in the form of bribes - "unofficial" payments to public officials to get things done. 
Weak regulatory quality, poor policy framework, inconsistent regulations, and complex rules and 
procedures all contribute to an unhealthy business environment and undermine the credibility of the 
Government. In turn, risk increases, expectations are lowered, and investment is discouraged. 

2.44 The ICS provides three sets of qualitative and quantitative indicators of regulatory 
burden and corruption. The first set of indicators focuses on the perceptions of firms regarding 



regulatory policy uncertainty and the predictability of regulations at the national and provincial 
government levels. The second set presents the perceptions of firms regarding red tape, and 
measures the amount of unofficial payments; i.e., the "bribe tax" and the extent to which specific 
administrative and regulatory functions require gifts or informal payments. The third set of 
indicators captures the "time tax" imposed by regulation. 

2.45 Nearly one third of surveyed firms rate regulatory policy uncertainty as a major or 
severe problem. The problem is even more pervasive in Charnpassak and among large firms, 
exporters, and foreign-owned firms. Twenty-nine percent of total surveyed firms rate regulatory 
policy uncertainty as a major or severe problem, while regulatory policy uncertainty was cited as a 
major or severe by 42 percent of firms in Champassak (44 percent of large firms; 45 percent of 
exporters, and 38 percent of foreign-owned firms, see Figure 7.1). The uneven and discretionary 
application of laws has also generated confusion and uncertainty, discouraging investors. There are 
indications that a number of laws and legal instruments, including those related to business and 
investment incentives, lack a clear set of guidelines, or are done on a case-to-case basis, leading to 
unfair implementation.34 

Figure 2.19: Regulatory policy uncertainty as a constraint to doing business, by province and type of firm 
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Source: Lao PDR Investment Climate Suwev (2005). 

2.46 Many firms in Lao PDR believe that the interpretation of regulations by government 
officials at the provincial levels is unpredictable. Unpredictability in Champassak province was 
particularly noted by local businesses. With regard to local government administrations, 26 percent 
of firms thought that interpretation of regulations was unpredictable (Figure 7.2). Furthermore, 
firms located in Champassak were especially affected by the unpredictability of local regulations - 
42 percent of firms believe that the interpretation of regulations by local government officials is 
unpredictable (Figure 7.2). 

j4 See Sung (2005). 



Figure 2.20: Unpredictability of regulation, by province, sector, and type of firms 
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2.47 The extent of regulatory uncertainty perceived by firms in Lao PDR is similar to the 
level found in neighboring countries and other landlocked economies. Figure 7.3 shows that 
PRC, Kyrgyz Republic, Philippines, and Thailand have similar percentages of firms that identify 
regulatory burden as a problem. Viet Nam has the lowest percentage, with 14 percent of its firms 
identifying regulatory policy uncertainty as a constraint. Indonesia recorded the highest at 48 
percent. At the same time, the firms in Lao PDR place both regulation and regulatory uncertainty 
combined as the second-most important constraint to their business (see Figure 5.1). 

Figure 2.21: Regulatory burden as a constraint - international comparisons 
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2.48 Regulation in Lao PDR appears to be very restrictive by international standards. In 
the Doing Business Report, Lao PDR ranked 147 '~ out of 155 countries with respect to ease of doing 
business in 2005 (Figure 7.4).35 

35 These comparisons are based on regulations and laws in place at the beginning of 2005. 



Figure 2.22: Lao PDR ranks 147th out of 155 on the ease of doing business in 2005 

Source: World Bank (2005b). 

2.49 In looking at the Doing Business rankings for a particular country, it is important to 
understand the specific methodology used to calculate these numbers. The main purpose of the 
Doing Business methodology is to allow for international comparisons among many countries with 
different regulation systems in place. Such methodology is bound to miss the specificity of each 
particular country's regulation system (Box 7.1). It is, therefore, necessary to supplement it with a 
country-specific review of regulation that is attempted below. 

I Box 2.3: Methodology of the Doing Business rankings for starting a business I 
The Doing Business Survey records all generic procedures that are officially required for an entrepreneur 

to start up and operate an industrial or commercial business. These include obtaining all necessary licenses and 
permits and completing any required notifications, verifications, or inscriptions with relevant authorities. After a 
study of laws, regulations, and publicly available information on business entry, a detailed list of procedures, 
time, cost and paid-in minimum capital requirements is developed. Subsequently, local incorporation lawyers and 
government officials complete and verify the data on applicable procedures, the time and cost of complying with 
each procedure under normal circumstances, and the paid-in minimum capital. On average, four law firms 
participate in each country. Information is also collected on the sequence in which procedures are to be 
completed and whether procedures may be carried out simultaneously. It is assumed that any required 
information is readily available and that all government and non-government agencies involved in the start-up 
process function efficiently and without corruption. If answers by local experts differ, inquiries continue until the 
data are reconciled. 

To make the data comparable across countries, there are several assumptions made about the types of  
businesses. The Doing Business report assumes that the firm: 

(i) is a limited liability company operating in the country's most populous city; (ii) is 100 percent domestically 
owned and has five owners, none of whom is a legal entity; (iii) has start-up capital of 10 times income per capita 
at the end of 2004, paid in cash; (iv) performs general industrial or commercial activities, such as the production 
or sale of products or services to the public; (v) does not perform foreign trade activities and does not handle 
products subject to a special tax regime; (vi) does not use heavily polluting production processes; (vii) leases the 
commercial plant and offices and is not a proprietor of real estate; (viii) does not qualify for investment incentives 
or any special benefits; (ix) has up to 50 employees 1 month after the commencement of  operations, all of them 
nationals; (x) has a turnover at least 100 times income per capita; and has a company deed that is 10 pages long. 

Several assumptions about procedures are also used. In particular: 
A procedure is defined as any interaction of the company founder with external parties (government 



agencies, lawyers, auditors, notaries). 
The founders complete all procedures themselves, without middlemen, facilitators, accountants, or 
lawyers, unless the law mandates the use of a third party. 
Procedures that are not required by law for starting a business are ignored unless they are necessary to 

conduct everyday transactions of the company. 
Shortcuts are counted only if they fulfill three criteria: they are legal, available to the general public, and 
avoiding those causes substantial delays. 
Only procedures required of all businesses are covered. Industry-specific procedures are excluded. 
Procedures that the company undergoes to connect to electricity, water, gas, and waste disposal services 
are not included unless they entail inspections required before starting operations. 

Time is recorded in calendar days. It is assumed that the minimum time required for each procedure is 1 
day. Time captures the median duration that incorporation lawyers indicate is necessary to complete a procedure. 
If a procedure can be accelerated for an additional cost, the fastest procedure is chosen. It is assumed that the 
entrepreneur does not waste time and commits to completing each remaining procedure without delay. The time 
that the entrepreneur spends on gathering information is ignored. I t  is assumed that the entrepreneur is aware of  
all entry regulations and their sequence from the beginning. 

Source: World Bank (2005b). For more detail, see 
http://www.doingbusiness.org/Methodology/StartingBusiness.aspx 

2.50 While Lao PDR does not have the largest monetary cost of starting a business, the 
number of regulatory procedures and the number of days required to start operation are very 
high (Table 7.1). The Doing Business survey shows that Lao PDR has the most restrictive 
procedures for starting a business among the comparator countries and the second most restrictive in 
the world. 

Table 2.2: Number of procedures required to start a business 
Procedures Cost Min. capital 
(number) Time (days) (% of income per capita) (% of income per capita) 

Lao PDR 9 198 15.1 23.4 
Cambodia 10 
PRC 13 
Kyrgyz Republic 8 
Malaysia 9 
Philippines 1 1  
Thailand 8 
Viet Nam 11 
AVERAGE 9.9 64.3 5 1.6 131.7 

Source: World Bank (2005b). 

2.51 The actual number of days to start a business ranges between 25 days and 180 days, 
as some provinces have simplified regulations. Although the legal framework for registering a 
business is uniform across provinces, the provinces implement these procedures differently.36 For 
example, in all six provinces, each ministerial department requires a separate business license 
application. However, in Savannakhet, investors can submit the applications to any one of the 
required departments, which will then act as a one-stop shop and distribute the applications to other 

36 See Lao PDR Provincial Business Policy Assessment. World Bank, Washington DC. 2006. 
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departments. Some provinces also require additional procedures. For example, departments in 
Vientiane often require in-person interviews. In Oudomxay, an inspection of the proposed business 
location is required. Because of these and other differences, the average number of days required to 
complete the first five procedures to register a business varies from less than 25 days in Savannakhet 
to 90-1 80 days in ~ u d o m x a ~ . ~ '  

2.52 Despite this restrictive regulatory regime, firms in Lao PDR do not report spending 
an excessive amount of time dealing with government regulatory requirements. The average 
firm reports that senior management spends less than 5 percent of its time dealing with government 
regulations (Figure 7.5).  This is higher than in Indonesia, but lower than in any of the other 
comparator countries. Lao PDR is also working to improve the regulatory environment via creation 
of a one-stop shop for firm and investment registration, and has recently approved the new 
Enterprise Law, which will substantially reduce unnecessary regulatory burden.38 

Figure 2.23: Time spent dealing with government regulations 

Note: Outliers more than three standard deviations above or below the mean are dropped when calculating averages. 
Source: Lao PDR Investment Climate Survey (2005); Investment Climate Assessments. 

2.53 Inspections are, however, more common in Lao PDR than in most of the comparator 
countries. Some of these inspections are more burdensome than others. On average, firms in Lao 
PDR are inspected close to 19 times per year - higher than in any of the comparator countries except 
the PRC (Figure 7.6). 

." Data are according to provincial authorities and are reported in See Lao PDR Provincial Business Policy Assessment, 
World Bank, Washington DC. 
The new Enterprise Law, approved by the National Assembly in 2005 to replace the old Business Law, is based on 
international best practices in business regulation. It is estimated that implementation of the Law may reduce the number 
of days required to start a business from 198 to less than 20 days, though this is a preliminary estimation since the 
implementing decree has not yet been drafted. 
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Figure 2.24: The number of inspections is higher in Lao PDR than in other countries in Southeast Asia, 
but lower than in the People's Republic of China 

Tax Labor Total 

Ch~na 

Malaysia 

Philippines 

Vietnam 

lndonesla 

Laos 

China 

Malaysia 

Philippines 

Vietnam 

Indonesia 

Laos 

0 10 20 

Number of Inspections Number of Inspections 

China 

Malaysia 

Philippines 

Vietnam 

indo nesia 

Laos 

Number of lnrpectlons 

Note: Outliers of more than three standard deviations are dropped. 
Sources: Lao PDR Investment Climate Survey (2005); Investment Climate Surveys 

2.54 Although the total number of inspections is quite high, the types of inspections are 
quite different when compared with most other countries. Firms in Lao PDR were more likely 
to report that bribes are expected than firms in Indonesia and the Philippines, and less likely than 
firms in Viet Nam and Cambodia. The section on governance (p. 49), deals with this and related 
issues. 

2.55 Uncertainties 
regarding regulations 
are also reflected in the 
difficulties faced by 
firms in their 
transactions with clients. 
In particular, this concerns 
the enforcement of 
contracts. On average, 
about 23 percent of firm 
sales weri sold on credit 
(as opposed to pre-paid 
and paid at delivery). 
However, in some of the 
transactions, customers 
did not pay within the 
agreed time period or never paid at all. On average, about 24 to 26 percent of sales of firms, which 
are sold on credit in the garments, textiles, and construction materials sectors were not repaid on 
time (Figure 7.7). In the food sector, about 8 percent of sales on credit were never repaid. This may 
reflect not only the extent of legal uncertainties facing firms, but also the difficulty of private 
customers (some of which could be firms themselves) in accessing financing to enable them to better 
organize their cash flow and meet financial obligations. 

Figure 2.25: Uncertainties in payments for firm sales 
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Percentage not actually paid 

Source: Lao PDR Investment Climate Survey (2005). 



2.56 Customs and trade regulations are considered to be a major or severe obstacle by 20 
percent of firms in Lao PDR. Compared with other landlocked countries, the percentage of firms 
that identified trade regulation as a major or severe obstacle is lower than in Nepal (45 percent), but 
higher than Kyrgyz Republic (13 percent) and Bhutan (10 percent). Among landlocked countries, 
customs and trade regulations are expected to be critical issues in cross-border transactions. There 
are reports39 that show that customs clearance procedures and cargo processing for import and 
exports, and an inefficient licensing system, pose barriers to trade barriers in Lao PDR).~' The 
supply chain study of the firms in the garment industry shows that cross-border transactions add 
significantly to the lead times (Figure 7.8). 

2.57 Easing difficulties in cross-border trade is 
essential for Lao PDR businesses, and especially for 
exporters. Efforts are underway to facilitate cross- 
border trade between Lao PDR and other countries in 
the region through the GMS program and other 
initiatives. The Second GMS Summit endorsed a 
Strategic Framework for Action on Trade Facilitation 
and Investment (SFA-TFI), which provides a 
comprehensive set of measures to facilitate trade 
through four priority areas: customs procedures, 
inspection and quarantine measures, trade logistics, 
and mobility of business people. Among the important 
measures identified are simplifying, harmonizing, and 
making transparent customs procedures; aligning 
quarantines and inspections; laws and regulations with 
commonly agreed international standards; developing 
greater inter-agency cooperation in the individual 
countries and at the GMS level regarding inspection 
and approval procedures, harmonizing cross-border 
transport regulations and procedures, and pursuing a 
GMS-wide business visa. A Regional Cooperation 
Strategy and Program takes the GMS program to the 
next stage through enabling investment and technical 
assistance, with a comprehensive development matrix 

Figure 2.26: Approximate time lapsed from 
fabric order to destination port 
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Note: this process can take on average up to 105 days in 
Lao PDR, compared to 60 in India, and 80 in Sri-Lanka 
and Bangladesh; it takes 135 in Nepal, which is as far as 
Lao PDR from destination Dorts. Source: Global 

39 See Martin, 200 1 ; Diagnostic Trade Integration Study (DTIS), 2006. 
40 The Prime Minister's Export-Imports Agreement No.36/PM9.7.2001 establishes a one-stop service for customs 

clearances. However, many sectors face difficulties in implementing this type of service. 
4 1 Asian Development Bank, 2004. 
42 There is an ongoing effort to develop a single visa concept for ACMECS members. 
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to guide the planning of subregional programs.41 Development Solutions (2006). 

Complementing this strategy is the Ayeyawaddy-Chao 
Phraya Mekong Economic Cooperation Strategy (ACMECS), initiated by Thailand to promote 
greater economic cooperation among four GMS members: Cambodia, Lao PDR, Myanmar, and 
 haila and.^^ 



3.58 "I'u obtain u business license and start business oper"tions, nine prucedures and often 
up to a hundred documents are required by central and pro~incial  authorities and line 

, , ministries. l o  register a business, an average firm 511 a typical sccror and prolince needs to get 
invcsttnctlt licensus ittorn several ciepartmcnts of the central Government, from the line ntinistsies. 
plus rogisfrtition Iicerzscs from tax departments, thc Miniszry of' 1:inance. bank. and busir~css seal 
( 1"'igire 7.9 1. 

2.59 Small businesses are allowed to register at the district level, ~vhi le  large businesses . - nced to rcgister at the prttvincial level. I hc rcgistrntion of a business t-iii the district 1evcl in\-otves 
the dcpartrt~ents of trade and finarrcc and the firle ministry. Capitlttizaliun uill decidc the 
admirzistsntiic Ic\cl of rcpistration of a conlpanj. Firms with 3 tttrrttltcr of' be"10~+ 25 million kip 
(lt.1SS2,350) are a1IovvcJ to register at the district level." Figure 7.10 compares the registration 
procrclsscs at district and proi incial 11.i cis. 



Figure 2.28: District and provincial registration 
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2.60 Registration procedures at the district level are less cumbersome than those at the 
provincial level. It may require 160 fewer days and 42 fewer required documents to register at the 
district level. Registration requirements depend on the sector of operation, but large variations 
persist. Twenty days are enough to complete the registration of a firm in the district office, but the 
same operation may take 189 days if the provincial administration is involved. While a district- 
operating entrepreneur has to prepare and attach 24 documents to register a noodle shop, the 
provincial registration of a food manufacturing company would entail 66 attachments, not including 
tax registration.44 

2.61 Large differences in registration procedures were also observed for different sectors. 
These differences are due mainly to line ministry licenses, possible overlaps in coverage, and the 
resulting confusion. Trading companies have the easiest registration procedures. For example, it 
takes 222 days to register a guest house with a total of 59 documents; it takes 189 days to register a 
food company with 66 documents; and it takes 36 days and 22 documents to re-register a furniture 
company.45 

44 Data from the Survey of Informality in Lao PDR as background study for Lao PDR Investment Climate Assessment 

45 
(2005). 
Mekong Private Sector Development Facility (MPDF) study of registration procedures (2006), presentation at Lao 
Business Forum, May 2006. 
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PERCEPTIONS ABOUT THE BURDEN OF REGULATION 

2.62 Firms are most concerned about regulatory uncertainty, taxation, and customs and 
trade regulations. Fewer firms are concerned about other specific areas of regulation. More than 
one-quarter of firms in the sample said that regulatory uncertainty was a serious problem (Figure 
7.11). When asked whether officials' interpretations of laws were predictable, 55 percent of firms 
agreed that national officials' interpretations were predictable, and only 33 percent said the same 
thing about local officials. Thus, the firms' biggest concerns related to regulation appear to be the 
predictability of enforcement rather than the content of individual laws and regulations. 

Figure 2.29: Firms are most concerned with regulatory uncertainty, taxation and customs, and trade 1 
I I 

regulation - fewer firms were concerned about other specific areas of regulation 
I 

1 ~o;rce: Lao PDR Investment Climate Survey (2005). 
I 

2.63 Permits and requirements related to the construction of operational facilities and 
company registration were the biggest problems among the operating licenses. Lao PDR ranks 
better on this measure of regulation than it does in most areas, as fewer than 10 percent of firms 
ranked business licensing as a serious obstacle. However, this may be due to selection bias - 
existing firms are generally less concerned about the cost of starting a business than are potential 
entrepreneurs. Although some licensing procedures affect firms' ongoing operations, they are often 
most burdensome on new firms that have yet to complete them. Existing firms have already 
completed many required start-up procedures; hence they are less likely to be concerned about them. 
Firms that rated business licensing as a serious problem were also asked what aspects of business 
regulation were most troublesome. 

2.64 The total number of inspections in Lao PDR is higher than in any comparator 
country other than PRC, although Lao PDR performs better than some of the comparator 
countries with respect to the time spent dealing with government regulations. As discussed 
earlier, this does not appear to be due simply to a high number of inspections by the agencies that 
typically perform the most inspections (e.g., the tax authorities and labor and social security 
departments, Figure 7.6). 

2.65 The Forest Department is responsible for most of the inspections. The average firm 
reports having 4.3 inspections46 from the Forest Department in a year (Figure 7.12; Figure 7.13). 

46 This includes firms from sectors other than wood processing. 
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Inspections by this agency are heavily concentrated in a few firms - mostly in the wood-processing 
sector. In fact, the median firm reports no inspections from the Forest Department. 

Figure 2.30: Most inspections were from the forest, Figure 2.31: ... and the same agencies, plus industry, 
customs, and tax departments caused the longest time spent dealing with regulators 
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Source: Lao PDR Investment Climate Survey (2005). 
Source: Lao PDR Investment Climate Survey (2005). 

2.66 The Customs Department is responsible for the second greatest number of inspections 
- 4.1 on average, and 3.0 for the median firm. The Tax Department and the Industry Department 
have the next highest numbers, with 2.5 and 1.6 for the average firm and 1.0 for the median firm. 
Other agencies inspect fewer than half the firms in the sample (i.e., the median firm is not 
inspected), and, except for trade, inspect the average firm less than once a year. 

2.67 Nearly all inspections last less than 8 hours, and most inspections take less than one 
For all of the agencies, the median firm reported that the inspections lasted one hour. After 

discarding the outliers, there is relatively little variation in average length. The longest average 
length was 2 hours for the industry and customs departments,48 and the shortest was 1.2 hours for the 
Food and Drug ~ e ~ a r t m e n t . ~ '  

2.68 Firms that are inspected more also have a higher "time tax" of dealing with 
regulators. When we regress the time that management spends dealing with regulations on the total 
number of inspections, the coefficient on total inspections is positive and statistically significant 
(Appendix Table 5). 

2.69 Labor, tax, and industry department inspections appear to be the most time 
consuming. When we regress management time spent dealing with each type of regulation, the size 

47  Outliers were dropped. One firm reported a customs inspection that took 48 hours (fewer than one percent of the firms 
reported customs inspections), and three firms reported inspections by the Industry Department that took between 20 and 
30 hours (fewer than 1.5 percent of the firms reporting industry inspections). 

48 While the Customs Law established the right of authorities to inspect imports and exports, risk management techniques 
are shown to reduce the time spent and number of inspections, with similar results in terms of discouraging illegal 
imports and exports. 

49 As noted previously, we consistently discard outliers that are more than three standard deviations above or below the 
mean when reporting means. 

3 6 



and statistical significance of the coefficients are different for different types of regulation - 
although the coefficients are positive in all cases (see column 2 in Appendix Table 5). An additional 
tax inspection increases total management time spent dealing with regulation by 0.31 percentage 
points, while an additional Industry Department inspection increases the total time spent dealing 
with regulation by 0.35 percentage points. Although the coefficients on Labor Department and 
Forest Department inspections are statistically insignificant at conventional significance levels, the 
point estimates of the parameters suggest that an additional inspection increases the total time by 
0.88 and 0.07 percentage points, respectively. 

DIFFERENCES AMONG FIRMS 

2.70 By most measures, exporters face a higher regulatory burden than non-exporters 
(Figure 7.14). Senior management of exporting firms spent a greater portion of their time dealing 
with government regulation than non-exporters (4.9 percent of exporters' time, compared to 3.6 
percent of non-exporter's time). Exporters also reported a higher number of inspections (29.1 per 
year for exporters compared to 13.0 per year for non-exporters). Although the average exporter 
reported more customs inspections than did non-exporters (5.6 per year compared to 3.8 per year for 
non-exporters), this is too few to account for the entire difference in the total number of inspections. 
This suggests that a greater burden is imposed on exporters due to their status. It should not be 
discounted, however, that some firms, including exporters and foreign direct investors (FDIs), might 
tend to spend more time dealing with government regulations for their own vested interests, or to 
obtain special privileges. 

2.71 Exporters perceive regulations to be more unpredictable than non-exporters. Fifty- 
four percent of exporters said that national regulations were predictable, while 57 percent of non- 
exporters said the same. Exporters were even more concerned about local regulation - only 26 
percent of exporters said local regulations were predictable, compared to 37 percent of non- 
exporters. 

Figure 2.32: The burden of regulation is  greater for exporters and they are less confident about its predictability 
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2.72 Overall, the results of the ICS suggest that the regulatory burden is slightly greater 
for exporters than for non-exporters. For example, the average exporter is about ten times the 
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Note Outl~ers more than three standard dev~at~ons  above or below the mean are dropped when calculating averages. 
Source Lao PDR Investment Climate Survey (2005). 



size of the average non-exporter. If large enterprises face a greater regulatory burden than non- 
exporters, then this might account for the difference between exporters and non-exporters. To 
control for other differences between exporters and non-exporters, we ran several regressions with 
time spent dealing with regulations, total number of inspections, and how predictable the firm 
claimed regulations are (see Appendix 2 on manufacturing). 

2.73 Textile firms report the greatest "time tax" spent dealing with regulators. Overall, 
firms in the textiles sector report that their senior management spends an average of 6.3 percent of 
their time dealing with government regulations. The burden is also high for wood processing firms, 
which spend more than 5 percent of senior management time dealing with government regulations. 
Senior management spends less of their time in the three other industries - between 3.5 and 4.0 
percent. 

2.74 Wood processing firms report more inspections than other firms. Most of these 
inspections are from the Forest Department. The average wood processing firm reports being 
inspected 26 times per year. These inspections account for a significant share of total inspections - 
the average wood processing firm is inspected 12 times per year. 

2.75 Garment firms report that they face a relatively high number of inspections - 25 per 
year, on average (Figure 7.15). Despite the high number of inspections, garment firms report, on 
average, that their senior management spends only 3.6 percent of their time dealing with regulations, 
which is lower than in any other sector. 

Figure 2.33: The burden of regulation is greater for firms in the textiles and wood processing than in other sectors 
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2.76 There are several reasons why the number of inspections and time spent with 
regulators is not perfectly correlated. Inspections are only one part of regulation and different 
inspections impose a different burden on enterprise managers. At the enterprise level, some types of 
regulation, i.e., tax inspections and inspections by the industry department, are more highly 
correlated with the overall burden of regulation than others. This also appears true at the sector 
level. Tax inspections, for example, are more highly correlated - although not perfectly correlated- 
with management time spent with dealing with regulatory requirements. Bribes may also reduce the 
time spent dealing with regulators (see section on governance, p. 49). 



2.77 Tax rates in Lao PDR are not excessively high by international standards. As Figure 
8.1 shows, taxes as percent of profits, umber of payments required, and the amount of time it takes in 
Lao PDR are below average among the comparator countries. According to Doing Business Report, 
firms in Lao PDR pay fewer taxes than firms in the most comparator countries. Nevertheless, more 
than 30 percent of firms said that both taxes and tax administration are severe obstacles to their 
businesses. 

Figure 2.34: The official tax rates and taxation burden are at par with comparator countries 
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Source: Lao PDR ICS (2005); other Investment Climate Surveys. 

2.78 Although tax rates in Lao PDR are not high by international standards, some 
evidence suggests that tax collection is inefficient and that too many exemptions have been 
granted. In comparison with similar countries, Lao PDR does not lag too far behind in terms of 
percentage of non-resource taxes collected as percentage of non-agricultural GDP." However, 
between 2001 and 2005, tax revenues stagnated and fell as a percentage of GDP (Figure 8.2). 
Under-collection of customs revenues was wide-ranging and often not justified. Losses of revenue 
due to exemptions5' and other legal reasons have been estimated at about 50 percent of the total 
revenue. While revenue losses in the rest of the tax system are hard to pin down, some evidence 
suggests that they are of similar order of magnitude. For example, one analysis by the MOF 
estimated a tax gap52 of around 70 percent under the given rates. Although the statutory taxes on 
small and medium businesses are 25 to 35 percent, calculations using data from the Enterprise 
Baseline Survey (EBS) suggests that mean value of the effective tax rate for Lao PDR firms is 
around 8.6 percent with a median of 5 percent, consistent with the results of the tax gap analysis.53 

50 IMF Article IV, 2004. 
5 '  Customs exemptions in Customs Law are guided by clauses 43 (general), 44 (investment promotions), and 45 (diplomatic 

and international organizations). Importantly, there are temporary exemptions on raw materials and materials for 
construction projects. Literature suggests that tax exemptions granted in the past have reduced tax collection in 
comparison to potential. Poor skills of the tax collectors and low capacity of the tax bodies have also been mentioned 
among the main reasons for low revenues. 

5 2  Tax gap is equal to loss of revenues due to poor enforcement of the current tax system. 
5 9 e e  Lord (2006), this tax study has been supported by the European Commission. 
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Figure 2.35: Tax revenues fell in 2003-2005 
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Sources: Data from Government of Lao PDR, International Monetary Fund, and World Bank. 

PERCEPTIONS OF FIRMS 

2.79 More than 30 percent of firms 
cited tax or tax administration as major or 
severe obstacles. In some sectors, even 
higher number of firms found taxation to be a 
serve constraint. While this is lower than the 
average for the Asia Pacific region, this is 
higher than the proportion of firms in Viet 
Nam (14 percent) and Cambodia (18 
percent). There are also significant 
differences by sector and types of firms. 
Thirty-five percent of surveyed firms in the 
textiles sector perceive tax rates as a serious issue. More than 30 percent of firms in garments 
perceive that tax administration is a serious problem (Figure 8.3). The textiles and garments sector 
are in a worse position as nearly all firms surveyed in these sectors complained gravely over taxes 
and are bothered by high rates. 

Figure 2.36: Tax constraint by sector 
Tax and tax administration-Sector 
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2.80 Among the surveyed firms that saw tax rates as a serious constraint, 84 percent were 
most concerned about high rates (Figure 8.4).54 In the ICS, about 40 percent said that a 
multiplicity of local taxes was 

54 It is common for firms to complain about taxation--especially about tax rates. In over half the countries where 
investment climate surveys have been completed, tax rates are among the top three obstacles and in over four-fifths they 
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Figure 2.37: Main tax-related obstacles 
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Source: Lao PDR Investment Climate Survey (2005). Main reasons for reporting tax rates as 'major' or 'severe' obstacle. 

2.81 Foreign-owned firms and exporters are more concerned about tax administration 
than domestic firms. In particular, exporters were more likely to be concerned about tax 
administration than non-exporters (29 percent and 15 percent of firms respectively), but not about 
tax rates (23 percent and 20 percent respectively). Thirty-six and thirty-four percent of foreign- 
owned firms respectively said that tax rates and tax administration were a problem. However, only 
19 percent and 17 percent of domestic firms said tax rates and tax administration was a problem 
respectively (Figure 8.5). While both foreign and domestic firms care about high tax rates, foreign- 
owned firms were more concerned about confusion related to applicability (48 percent of foreign 
firms compared to 27 percent of domestic firms) and were less concerned about equity (18 percent 
compared with 45 percent). 

are among the top five obstacles (World Bank, 2004). This result is also consistent with a GTZ study on SMEs in which 
43 percent of the firms interviewed indicated 'too high taxes' as one of their major problems. See also Schultze (2003). 
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I Figure 2.38: Taxation as a constraint for exporters and FDIs I 
I Tax and tax administration--Exporters and FDls I 
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2.82 A greater proportion of 
firms in Oudomxay (43 percent) 
and Xayaboury (41 percent) appear 
burdened by tax rates than firms in 
the other provinces (Figure 8.6). A 
closer look at firms in these provinces 
reveals that their foremost issue is 
high tax rates, more so than other 
issues (e.g., multiplicity of taxes, 
predictability, confusion in 
applicability, etc.). 

2.83 Tax administration is also 

Figure 2.39: Tax constraint by province 
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an important concern, with 20 / 
percent of firms saying it is a serious problem, but significant differences among firms are 
present. In the garments sector, 36 percent of firms find tax administration to be a big obstacle. 
The issue of tax administration is particularly strong in Champassak. Twenty-six percent of firms in 
this province viewed tax administration as major or severe obstacle. Data shows that Champassak, 
Luangprabang and Savannakhet have the highest frequency of tax inspections, averaging five to six 
times a year. While inspections may be necessary to monitor compliance and validate tax 
declaratidn of firms, there is a need to review such pblicy to ensure consistency and transparency 
(see section on governance, p. 49). 

2.84 For large firms, tax administration is perceived to be a more serious issue than tax 
rates, while for SMEs tax rates appear to be more critical (Figure 8.7). For small firms, the 



issues of tax rates and administration are interrelated, due to the current system in place (see next 
section). The difficulties faced by SMEs thus arise from the application of tax rates: determining the 
amount of tax to be paid opens discretionary opportunities for tax collectors, and thus it is 
understandable that small firms complain about rates. 

Figure 2.40: Taxation as a constraint for SMEs and large firms 
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PRACTICE IN TAX AND TAX ADMINISTRATION 

2.85 Firms register for tax purposes when they register the business. They pay a 
registration fee based on turnover estimation. The Tax Department also requires enterprises to re- 
register with their local tax office at the beginning of each year. There have been complaints from 
firms that encounter delays in the issuance of renewals of tax license. These were due not so much 
to arrears in tax payments, but to the inability of tax offices to handle renewals of registration. 

2.86 A discretionary contract system for tax rates estimation is employed in Lao PDR. 
This system is based on negotiation between tax officers and entrepreneurs. It establishes a flat 
monthly rate based on the assessment of annual turnover. The turnover is based on sales, expenses, 
location, and others. For large and medium firms, the estimation is done by the firm itself. For 
small firms or those earning less than 100 million kips (about $9,500), taxes are estimated during the 
negotiation between the tax officer and taxpayer. Poorly maintained accounting system makes it 
difficult for tax officers to determine a firm's annual revenues and gives room for discretion (Box 
8.1). Such system creates opportunity for firms to underreport earnings and for taxpayers to extract 
informal payments (see Chapter 4 and Sung, 2005). The law provides directives to estimate wealth 
of an entrepreneur, but does not specify the method.55 In addition, tax payments are done through 

55 Examples of misuse of the vagueness of the laws on both sides abound. For instance, tax officials would use visible 
items, such as cars, houses, and bank deposits in possession of an entrepreneur to estimate the turnover, while these may 
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cash transactions with the provincial and district tax offices, increasing incentives for informal 
practices. 

Box 2.4: A negotiation under the contract system 

A service provider is helping a restaurant in the negotiation with the District Tax Office. First 
they agree on bringing the estimation of the annual turnover below the 200 million kip threshold (less 

I than $19,000). Because of this, the owner will no longer have to keep accounting books. The real 
turnover of the firm is actually estimated to be at least twice the threshold figure. The tax inspector 
makes a first estimation of $100 monthly fee, or $1,200 per annum. The final fee is set at $25 per 
month, plus a single payment of $1 00 to the tax inspector. The total annual payment will then be $400 
(with only $300 actually being collected by the Finance Office). In the next fiscal year the Tax Office 
will try to renegotiate a higher tax fee. 

Source: Interviews during the survey of informal firms. 

2.87 The new tax law expands the coverage of small enterprises eligible for the contract 
regime. The new law enacted in October 2005 includes all enterprises having an annual turnover of 
less than 200 million kips. The previous law only covered those with annual turnover of 100 million 
kips. Small businesses pay taxes following basic elementary accounting system, but micro 
businesses that do not apply standard accounting practices are subject to arbitrary assessments. In 
the EBS survey, about 60 percent of small businesses and 96 percent of all micro enterprises do not 
maintain bookkee ing accounts. For those who do, there may be some doubts on the quality of 
records they keep. P6 

2.88 The contract system and the two-tier accounting system stimulate businesses to 
register the company as small business at the district level. Going above the legal turnover 
ceiling of 200 million kips (less than $ 19,000 per annum) involves a much tighter set of accounting 
requirements. The potential tax reduction derived from the negotiation in the contract system and 
the complexity of the accounting system create incentives to register at the district level. Some 
estimates suggest that as many as 40 percent of companies are unregistered for tax purposes (see 
Chapter 4). 

2.89 On the Government's side, the misclassification of firms produces significant revenue 
losses. Over the last 3 years, the Tax Office has reported a decrease in the number of firms 
registered as medium sized for tax purposes (from 5,500 firms to 2,700 firms). This rapid reduction 
must be, at least in part, caused by the mere reclassification of companies from medium to small 
size. Small enterprises now account for 90 percent of total registered businesses. Of this figure, 
about 54 percent pays taxes under the contract system. The remaining 46 percent pay taxes through 
cards or tickets (Lord, 2006; Quintana, 2006). Anecdotal evidence shows that the tax unit operating 
at Vientiane's Morning Market is probably collecting less than 20 percent of its potential revenues, 
due mostly to such misclassification. A survey on tax registration57 showed the existence of a 
parallel collection system under which 20 percent of the businesses in the sample were paying taxes 

not be necessarily acquired from operation of the firm. The resulting disagreement is resolved during negotiations 
between the parties. 

56  See Lord (2006). 
57 SlDA Tax Team at the National Tax Office, Ministry of Finance - February 2005, 105 businesses in Chantabouly district, 

Vientiane capital. 
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under a scheme of unofficial ticketslcards. The percentage of unofficially collected taxes that 
actually reaches the Tax Office remains un~lear . '~  

2.90 The weak tax administration system creates possibilities and incentives for tax evasion 
and corrupt practices. Weak tax administration, low capacity of officials, and vague laws and 
regulations all contribute to informal practices and reduced revenues. The contract system thus 
leaves opportunities for abuse, which are exacerbated by the current system of tax administration. 
Low salaries of tax collectors are likely to drive them to accept irregular payments from firms 
negotiating for lower than the mandated tax payments. 

2.91 As the Investment Climate Survey (ICS) indicates, macroeconomic uncertainty is 
regarded as one of the top four constraints. Among the firms that rated macroeconomic 
uncertainty as a major or severe obstacle, about 80 percent considers exchange rates as a big 
constraint. This is despite the stable exchange rate in the last 2 years. In the past, a major issue 
discouraging the flow of investments into Lao PDR has been the weak macroeconomic management 
and the impact of the Asian financial crisis. The incidence of double-digit inflation and sharp 
exchange rate depreciation were at its worse in the late 1990s, when the Bank of Lao PDR resorted 
to monetizing the budget deficit. The past events may be the reasons for the current concerns of 
firms, which point out the importance of continuing the successful efforts in maintaining a stable 
macroeconomic environment in the future. 

2.92 As in the experience of other countries in the region, Lao PDR's kip has only 
gradually depreciated in recent years. After the financial crisis, FDI inflows in Lao PDR 
deteriorated and this was largely due to its heavy regional dependence for FDIs and as a potential 
market for electricity exports (the energy sector has been the largest recipient of FDI), foreign 
savings, and trade tax receipts.59 In 1997-1998, East and Southeast Asia accounted for about 80 
percent of Lao PDR's exports and imports. Given poor economic conditions in the region in the 
aftermath of the Asian financial crisis, exports of Lao PDR fell by about 11 percent in 1999. It may 
still take some time before a number of firms take some comfort on the business environment and 
pursue more aggressive investment decisions. This also highlights the importance of maintaining 
macroeconomic stability in the long and medium term. 

2.93 The Lao PDR Business Forum is a good beginning for improving the credibility of the 
Government's policy toward the private sector. As shown by Business Forum processes in other 
transition countries, the Lao PDR Business Forum will foster dialog between private sector and 
government and is expected to instill greater confidence among private sector businesses. The 
Government of Lao PDR prepared for the first semi-annual business forum by conducting central 
and provincial private sector focus groups. With support from the Mekong Private Sector 
Development Facility (MPDFIIFC), working group meetings have been conducted with the 
representatives of the private sector in three of the four sectors (tourism, manufacturing, service and 
trading), and discussions on energy and mining will be held starting from the next Forum. 

58 Other forms of tax evasion undoubtedly have an impact as well. For example, textile-exporting firms are known to avoid 
taxes by under-declaring their export prices. 

59 See Okonjo-lweala, et al. (1999). 
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2.94 The financial sector in Lao PDR remains underdeveloped, with banks accounting for 
more than 97 percent of total assetsS6O On one common macroeconomic measure of financial 
sector -development - namely, the ratio of money and quasi-money (M2) to GDP - the financial 
sector is smaller than in any of the comparator countries (with a value of 18 percent). It is almost 
equal to 20 percent in Cambodia, 42 percent in Mongolia, 96 percent in Malaysia, and 175 percent in 
PRC. The economy is widely dollarized and about 70 percent of monetary payments are made in 
foreign cash. The entire banking system has only about $500 million (23 percent of GDP) of assets 
and $250 million (1 1 percent of GDP) of loans. Two State-owned banks, Banque pour le Commerce 
Exterieur Lao (BCEL) and Lao Development Bank (LDB) hold half of the financial system assets. 
A third State-owned bank, the Agricultural Promotion Bank (APB), is a policy bank that focuses on 
rural and agricultural development, but which also engages in some commercial banking activities. 

2.95 Credit at state-owned banks is highly concentrated, even though about 70 percent of 
all loans outstanding are to the private sector. BCEL, the largest bank by assets and loans, carries 
only a small number of loans on its books. However, 10 of its customers account for almost three 
quarters of its loan flow, with one client accounting for more than 30 percent. LDB seems to have a 
lower credit concentration and a more even spread of loan value across various loan sizes. BCEL 
has traditionally been more deeply involved in lending to the state sector, with 40 percent of its total 
portfolio devoted to that sector, while LDB's State-sector loans have always been low. 

2.96 Non-state commercial banks hold over 40 percent of the system's assets. Microfinance 
and all non-bank intermediaries hold just over 2.5 percent of total assets. Among the non-state 
banks, three private domestic banks account for about 31 percent of loans and six small foreign 
banks account for the remaining 14 percent. Lao PDR currently has no framework to allow 
companies to raise capital through public offerings of either equity or debt. Private banks are also 
weak and rely upon fee-based activities, rather than lending, for most of their income. The private 
banks that have adopted the most aggressive stances toward lending have non-performing loan 
portfolios similar to those of the state-owned banks. The microfinance industry is also 
underdeveloped. It is constrained by public interventions, lack of a regulatory framework and the 
prevalence of short-term, subsidized development projects. There is also a general lack of awareness 
of microfinance principles, international best practice, and a lack of understanding and practice of 
sustainable interest rates, methodologies and controls and systems. 

2.97 Effective exclusion from the formal and semi-formal financial systems drives up the 
cost of financing for small enterprises. Informal moneylenders provide an additional source of 
capital. Because of the high risk involved and the lack of legal recourse in this sector, interest rates 
tend to be very high, ranging between 5 to 10 percent per month to as much as 50 percent per day. 
The high cost of borrowing from the informal sector makes it very difficult for small firms in Lao 
PDR to invest. 

60 This section draws heavily upon Fratzscher, Rose, and Vongviriyatham, (2005). 



INTERNATIONAL COMPARISON 

2.98 Firms in Lao PDR do not rely heavily on bank financing for their short-term, long- 
term, or new investments. This is not surprising, given the underdeveloped banking sector in Lao 
PDR; the near insolvency of the state-owned banks; and the importance of the state-owned banks 
relative to the banking sector. Only about 10 percent of firms in Lao PDR have overdraft facilities 
(Figure 10.1). Only firms in Mongolia and Cambodia are less likely to have overdraft facilities. On 
the average, firms reported financing only about 4 percent of their new investment through bank 
financing. In comparison, firms in Viet Nam reported financing about 26 percent. 

Figure 2.41: Firms in Lao PDR use banks to finance less of their short and long-term assets than firms in most 
other Asian countries 
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2.99 Firms in Lao PDR rely heavily on retained earnings and internal funds to finance 
both new investment and working capital (Figure 10.2). Given the relatively modest amounts of 
new investment financed through the formal banking sector, this is not surprising. Firms also 
reported that they financed about 11 percent of their new investment and working capital through 
non-bank formal financial sector. Based on ICS results, the most important way of finance is 
through equity financing and sales of shares. Given that there is no active market to allow firms to 
raise capital t hou  h public offerings either of equity or debt in Lao PDR, these sales are presumably 
private offerings. 6 7  

2.100 Financing of short-term assets is done via informal sources. Firms only report 
financing about 3 percent of new investment and 6 percent of working capital through informal 
sources such as moneylenders and family and friends. This suggests that informal financing is 
more commonly used to finance short-term assets. In part, the difference reflects that firms were 
more likely to use money lenders to finance short-term rather than long-term assets-something 
that might not be surprising given that loans from informal moneylenders are often relatively 

6 '  Research Committee on Developing Bond Market in the Lao PDR. 



expensive. However, during informal interviews with firms in the country, many indicated that 
informal moneylenders were an important source of financing. To an extent firms might be 
unwilling to mention informal borrowing in formal interviews due to concerns about the legality of 
the activity (see Chapter 4). 

2.101 Few firms reported having long-term loans. Firms were more likely to use banks to 
finance their short-term working capital needs than they were to finance new investment (Figure 
10.2). Only about 9 percent of loans had maturities of more than 3 years and 68 percent reported 
maturities of less than 1 year (Figure 10.3). 

Figure 2.42: Firm use informal sources of finance and banks to finance more of their short-term capital needs 
than their lone-term investment needs 
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Figure 2.43: Few firms in Lao PDR report having loans with terms of greater than 3 years 
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2.102 The few firms with bank loans - about one quarter of the sample - report paying high 
nominal interest rates, which are, however, low in real terms (Figure 10.4). The median firm 
reported an annual interest rate of about 12 percent in Lao PDR, compared to about 6 percent in 
PRC, 10 percent in Viet Nam and Cambodia, and 11 percent in the Philippines. Real rates, however, 
appear to be quite modest and even negative. Between 2000 and 2004, inflation averaged about 13 
percent in Lao PDR. This indicates that those who saved in local currency were being penalized 
with losses in real purchasing power, which may have then made it quite difficult for banks to pool 
more savings to finance their lending operations. 

I Figure 2.44: Nominal interest rates are relatively high in Lao PDR - but inflation is also high, meaning I 
that real interest rates are relatively low 
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DIFFERENCES BETWEEN LARGE AND SMALL FIRMS 

2.103 Access to finance is significantly better for larger firms. Larger firms in Lao PDR are 
more likely to have a loan; an overdraft facility; finance more new investment and working capital 
through bank financing; and have longer-term loans than other enterprises. For the average firm in 
the sample, expanding the firm size by 10 workers increases the likelihood that the firm has a bank 
loan by about 5 percentage points, the likelihood of having an overdraft facility by 2 percentage 
points, the share of working capital financed through bank financing by 1.2 percentage points, the 
share of new investment financed through bank financing by 1.1 percentage points, and the average 
loan duration of 2 months. 

2.104 Small firms appear to use internal funds more than medium or large firms, even 
though such funds were the most important source of financing for all types of firms. For 
financing of working capital and new investment through internal funds, the coefficients on number 
of workers is negative and statistically significant in both regressions (see also Appendix Table 7). 

2.105 Small firms do not appear to rely heavily upon informal sources of finance either - 
presumably, due to its high cost. All groups use informal sources of financing for about 2 percent 
to 3 percent of their investment needs (Figure 10.5). Most of this was money from family and 



friends. None of small enterprises and only three mid-sized and one large enterprise used informal 
moneylenders to finance either new investment or working capital. During field interviews, 
managers often said that informal financing was available; however, a few appear to use it. The high 
cost of borrowing from moneylenders discourages firms from using this source of financing very 
heavily. 

Figure 2.45: All types of firms rely heavily upon retained earnings to finance new investment 
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2.106 Firms of all sizes rely on non-bank formal sources of financing such as equity to 
finance new investment. About 10 percent of small, 15 percent of mid-sized, and about 12 percent 
of large enterprises reported using equity financing. Other sources of formal financing were less 
common. Only one mid-sized firm and one large firm reported using credit from suppliers or 
customers. 

2.107 Exporters rely less heavily on the banking sector than non-exporters. After controlling 
for other factors (e.g., size, ownership, sector of operations, and location), exporters are 31 
percentage points less likely to have a loan, 18 percentage points less likely to have an overdraft 
facility, finance 11  percentage points less of their working capital and fund 10 percent less of their 
new investment through bank loans. The average duration of exporters' loans is about 19 months 
shorter than similar non-exporters (Figure 10.6). Many studies in both developed and developing 
countries have shown that exporters tend to be more efficient than other firms - something that 
would presumably make them relatively better candidates for loans.62 There is also little evidence 
that exporters have less demand for loans than non-exporters - exporters were less likely to say that 
they did not want a loan. Exporters were more likely to have had loans rejected than non-exporters, 
and were less likely to say that interest rates were too high. 

62 The large literature on the relative efficiency of exporters and non-exporters is summarized in Tybout (2003). 
50 



Figure 2.46: Foreign-owned firms without loans were less likely to demand loans than domestic firms. Exporters had 
more loans rejected. University-educated managers were less likely to say that loan applications were too complicated. 
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not want to have debt." "no plan," "borrow from relative," or other reasons that suggested they did not want a loan at the 
current time. 
Source: Investment Climate Survey (2005). 

2.108 State-owned enterprises do not enjoy preferential treatment with respect to bank 
loans. This does not appear to be due to low demand. Among firms without loans, state-owned 
enterprises were less likely to say that they did not want a loan than other firms and were more 
likely to have had a loan rejected. Firms that are partially state-owned are unable to rely upon 
informal sources of credit to finance new investment and rely only marginally on financing from 
other formal sources. As a result, state-owned firms are especially reliant upon retained earnings 
to finance both new investment and working capital (Figure 10.5). 

2.109 Foreign-owned firms are less likely to have loans or overdraft facilities than other 
firms and finance less of their working capital and new investment needs through the banking 
sector than other firms. One issue seems to be the difficulty of foreign-owned enterprises in 
getting loans from local banks. However, foreign-owned firms are less likely to need loans, 
because they can get financing from other sources such as international banks or from their 
parent companies. Consistent with this, foreign-owned firms were less likely to say that the loan 
application was rejected; were less likely to say they did not have a loan because the loan process 
was too difficult; were less likely to say interest rates were too high" and were more likely to say 
that they did not want a loan. 



Figure 2.47: Use of financing by province 
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2.1 10 Having an educated manager does not seem to help in getting loans. Given that one 
of the largest complaints of firms without loans was that the loan process was too complicated, it 
seems plausible that firms with better-educated managers might be able to negotiate the loan 
process more easily. This does not seem to be the case. Managers with vocational education 
appear to get slightly longer-term loans - about 9 months longer than managers with only a 

secondary education. Managers with university 
education were less likely to say that the loan 
application process was too difficult. However, 
university-educated managers were also more 
likely to have a loan application rejected and 
were more likely to need a loan. Although 
better-educated managers were less concerned 
about complicated application procedures, there 
is little evidence that they found access to 
finance easier. 

2.1 1 1 Despite of Vientiane's favorable 
location, only modest differences in access to 
credit are detected across regions. Firms 
located in the North were more likely to use 

retained earnings and firms located in the South were more likely to use family or equity sale to 
finance their inGestment (Figure 10.7). The regression analysis of the coefficients on a Vientiane 
dummy variable are however statistically insignificant ( ~ b ~ e n d i x  Table 7). In fact, the point 
estimates were negative in all cases, suggesting that firms in Vientiane were less likely to have a 
loan or overdraft facility, used less bank financing, and had shorter term loans than firms in the 
North of the country. Overall, this suggests only modest differences in access to credit across 
regions. 

2.1 12 Only around 10 
percent of firms named any 
issue related to governance as a 
major or severe constraint to 
their business. The combined 
governance indicators in Figure 
5.2 include corruption, crime, 
theft and disorder, anti- 
competitive practices, legal 
system and conflict resolution. 

Figure 2.48: Transparency International corruption perception 
index and perceptions of firms in investment climate surveys 
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the perceptions of firms in Lao International, Conuption Perceptions Index (2005). 
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the respondents to the TI survey, as well as from the perceptions of firms in PRC (Figure 1 1.1). 

2.1 13 Corruption is not considered a binding constraint by the firms at this stage. It is 
less important than infrastructure, regulation, or taxation issues. Perceptions of corruption in Lao 
PDR compares very favorably with neighboring countries and firms do not perceive it as a 
problem (Figure 11.2). Only 9 percent of firms in Lao PDR identify corruption as a constraint. 
Some indicators, however, point to the possibility of corruption becoming a problem in the future 
- once the other constraints are eliminated or cease to be binding. For example, while 50 percent 
of firms said that bribes were never expected, the other 50 percent said that bribes were always 
(24 percent) or sometimes expected (26 percent). 

2.1 14 The ICS provides somewhat contradicting evidence on the size of an average bribe 
paid to officials. Depending on the question and units of measurement, the average bribe to a 
government official as percentage of sales varied between 0.2 percent and 4 percent of sales (see 
Appendix 4 on Governance for more detailed calculations, and Figure 11.2). 

Figure 2.49: Firms did not view corruption as an important constraint to business, but it was costly for 
some firms. Estimates of average bribe size range from 0.2 to 4 percent of sales. 

Note: The results on bribes as percentage of sales need to be considered with care; see Appendix on Governance. 
Source: Lao PDR Investment Climate Assessment (2005); Investment Climate Surveys of selected countries. 

2.11 5 These contradictions may be a direct consequence of measurement problems or an 
indication of corruption being created by cumbersome regulations and legalized discretion. 
For example, bribes "to get things done" may help firms navigate though the unnecessarily 
cumbersome regulations or to deal with discretionary taxation. Their incidence and size would 
then go down with simplification of regulation, increased predictability of regulations, and with 
elimination of discretion in tax administration. If however this is not the case, corruption may 
become a problem after other constraints are eliminated or mitigated. More research is, 
therefore, needed to conclude on the relative importance of corruption as a constraint to 
investment climate. The results that ICS gives are presented below. 

2.1 16 Firms in Lao PDR were less likely to report that bribes were expected during 
inspections of different agencies than firms in Viet Nam or Cambodia, but more likely than 
firms in Indonesia or Philippines. Firms were asked whether bribes or gifts were expected 
during inspections by different agencies. Figure 11.3 shows the percentage of firms that said 
bribes were at least sometimes expected during inspections by three agencies - the tax 
authorities, the Labor Department and the municipal police. 



Figure 2.50: Bribes are expected at an average rate by international comparison 
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2.1 17 Import and export licenses are especially burdensome with respect to informal 
payments expected "to get things done." Supply chain study in the garment industry indicates 
that informal payments are also expected at about 3 percent of value added, from both cut-make- 
trim (CMT) and free-on-board (FOB) producers (see GDS, 2006 and Box 13.1). Champassak 
and Savannakhet also have the highest proportions of firms, which experience making informal 
payments to tax inspectors based on the responses of around 50 percent of the surveyed firms. 
Even beyond inspections, firms are expected to pay for infrastructure connections (electricity, 
water, and mainline telephone), construction-related permits, import licenses, and main operating 
licenses, as shown in Table 1 1.1. These additional hidden and unpredictable costs may impose 
comparatively high fixed costs on small firms. 

Table 2.3: The "bribe" tax in public services - international comparison 

Percentage o f  Flrms that Report Gifts or Informal Payment is Expected 
Laos Cambodia China Indonesia Mongolia Philippines Vietnam 

AlwaysIYes. 
Electr~cal Connection. 14 8 7.4 5.6 4.0 4.0 17.9 
Water Connection. 23.1 5.4 2.7 12.3 
Malnllne Telephone Connect~on: 11.8 3.2 5.5 4.3 2.4 8.3 
Construction-related Permit: 19.2 6.9 31 6 16.0 38.1 
Import License. 56.5 91.8 16.9 4.7 40.0 19.9 24.3 
Maln Operating License. 24.4 1.7 8.4 15.0 23.7 
Tax Department: 34.5 42.0 38.7 11.2 27.6 48.4 
Labor and Soc~al Security: 192 28.0 28.0 4.6 12.9 20.0 
Municipal Police, 3 1 .O 44.5 24.0 19.2 43.4 

Source: Lao PDR Investment Climate Survey (2005); Investment Climate Surveys of selected countries. 

2.1 18 Informal payments or gifts are either expected or requested during many of the 
non-tax inspections as well. The agency that was most likely to expect informal payments or 
gifts was the economic police -close to two thirds of firms reported that bribes of gifts are 
expected during inspections by this agency (Figure 11.4). Other than the economic police, the 
agencies that were most likely to expect informal payments or gifts are the agencies responsible 
for most of the inspections - the tax authorities, the Customs Department and the Forestry 
Department. About one quarter of the surveyed firms reported that gifts are sometimes or always 



expected during industry department inspections. The simple correlation between the average 
number of inspections and the percentage of firms reporting that bribes are expected is 0.19. 

Figure 2.51: The agencies that inspect most often were also the ones most likely expect bribes or gifts 
during inspections 
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2.119 Informal payments come along with the tax inspections. About 34 percent of firms, 
which have been inspected by the tax department, say that informal payments are 'always' or 
'sometimes' expected during inspections. Six out of nine large firms and 26 percent of SMEs, 
which have undergone inspections, reported making some informal payments. Within each 
sector, the gap on frequency of inspections between firms saying tax inspectors 
"always/sometimes" expected and those saying that "never" were gifts expected was most 
pronounced in the garments and food and beverages sectors (Figure 1 1.5, Figure 1 1.6). 

Figure 2.52: Inspections and gifts expected, by sector Figure 2.53: Inspections and gifts expected, by province 

Frequency of inspections and tf gifls Frequency of tax ohlce inspections 
are asked by tax office inspectors by sector and if gifts are 'aiways/sornetimes' asked, by province 

Source: Lao PDR Investment Climate Survey (2005). Source: Lao PDR Investment Climate Survey (2005). 

Garments champurk 

Wood processing ~ w n g m ~ n p  

Food and beverage 
o*m..y 

Text~ierihandicrafl 

Construction metenals 

2.120 Firms that are inspected more are more likely to pay bribes and have a higher 
"time tax" when dealing with regulators. For example, with respect to tax inspections, firms 
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year, compared to only 5 times for firms that reported that gifts were "never" expected. 
Together, these results suggest a correlation between the burden of regulation and the prevalence 
of bribes. The point estimate of the coefficient suggests that increasing the number of 
inspections by one would increase the percentage of time that senior management spends dealing 
with regulations by 0.1 percentage point (see column 1 in Appendix Table 5). 

2.121 Only about 6.9 percent of firms in the ICS mentioned land as a major or severe 
constraint to their business. Among these, the main concern was the cost of land, followed by 
difficulties in the procurement process (see Figure 12.1). Nearly half of firms that identified 
access to land as an issue considered land cost as a major or severe obstacle. In 2004, only 11 to 
21 percent of firms acquired new lands, although around 70 percent of firms had new 
investments of some kind (see Table 12.1). About 40 percent of firm with issues on land found 
the procurement process to be a major or severe constraint. Provincial governments provide land 
rights, and anecdotal evidence suggests that the process takes several months, but the duration 
may var at the discretion of authorities. This process is faster in districts where the Land Titling 

64' Project is operational. 

2.122 The Land Law and related ministerial decrees specify a method for the issue of a 
land title - a formal document recognizing land use rights.64 Obtaining a land title by a Lao 
national is either for a long term or perpetuity; land can also be leased, on a lease for a term up to 
90 years. There are restrictions on foreigners acquiring land but long-term leases and 

63 The Land Titling Project is a joint project by World Bank and AusAID, with GTZ participation on one 
component. The project is working in nine provinces, issuing titles village by village applying systematic 
adjudication processes. To date 720 villages have been titled and the project will work in over 300 villages in the 
next year. About 400,000 land titles have been issued of a projected 1.6 - 2 million land parcels. 

Table 2.4: Percent of firms with new 
investment 

Firms with: Percent of total 
New investments of any 
kind 69.5 
Investments in land 11.0 
Investments in 
landlbuilding 21.1 
Investments in machinery 58.1 
Investments in vehicles 22.8 

Source: Lao PDR Investment Climate Survey 
(2005). 

Figure 2.54: Access to land as a constraint 

64 The 2003 Land Law provided for the creation of a National Land Management Agency (NLMA), bringing 
together in one organization the Department of Lands, the Department of National Land Use Planning and urban 
Development, parts of the Department of State Assets. The transition to NLMA is currently underway. 
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 concession^^^ are available to them. Land titles and leases can be used as collateral; in case of 
lease - by registering a mortgage on the lease.66 

2.123 In order to provide land ownership records, land titles are currently provided in 
the areas under the Land Titling Project and Suwey Certificates are provided in other 
areas. The Land Titling project issues a Land Title which is readily accepted by the public as an 
authoritative statement of the ownership. It is also accepted by banks and lenders as collateral 
for loans. Land titles are the strongest form of tenure security. The titling process generally 
takes 3-4 months from first inspection of the land. The adjudication process includes an 
administrative rather than judicial process for resolving land disputes. In areas where the project 
is not yet operational, land offices at the province and district level issue Survey Certificates. 
Survey Certificates are a lesser form of title with less certain legislative basis but they are readily 
accepted as a temporary form of title. Because the lending market is expanding, lenders are 
encouraging borrowers to apply for survey certificates and are accepting these as a form of 
collateral as well. When the project moves to an area where survey certificates are already in 
existence, the land will be included in a new cadastral map of the area and the survey certificate 
will be upgraded to a land title. 

2.124 To support the effective operation of the land market, the Government is working 
on strengthening the provincial land offices in their role of registering transfers, mortgages 
and subdivisions of registered land. For example lenders can readily search registered land to 
check current ownership and can register a mortgage over registered land taken as a security; this 
process is underway in the nine provinces. Villagers are still reluctant in some cases to register 
transfers, but where finance is required, banks and other lenders encourage registration so that 
the mortgage can also be recorded on title. The project includes setting up a Valuation 
Information System (VIS) to provide a simple valuation methodology for calculating registration 
fees on transfers and mortgages in a transparent way. The VIS is progressively being expanded 
into districts where land titling has been completed. Recent field activity to upgrade rate tables 
indeed indicates that increases in the value of land have indeed recently taken place. 

2.125 To promote rapid growth, it is important to understand how the investment 
climate impacts productivity and which aspects of the investment climate matter most for 
different types of firms. Managers who must deal with unpredictable regulations from local 
governments face difficulties in planning the operation and growth of their business. Poor roads 
lead to the breakage or spoilage of goods in transit or block access to markets. Frequent power 
outages lead to costly interruptions in production. This section will investigate the relationship 
between firm characteristics, productivity, and the investment climate in Lao PDR using 
econometric analysis based on data from the ICS (Appendix Table 2) and on other evidence. 

2.126 There are significant labor productivity (defined as value added per worker) 
differences across provinces, sectors, sizes of firms, and exporting status. Large firms are 
more productive than SMEs. Exporters have significantly higher value added than non- 

65 Concessions are used for plantations, mining exploration etc, and are usually concerned with large tracts of land. 
66 The issue of leases and concessions is overseen by the Department of State Assets and other government agencies 
at the central and provincial level. There are shortcomings in the investment/concession process, and the 
Government is working to overcome them. For example, a State Company on Land Development and Services was 
established as a type of one stop shop for major investors, charged with reducing red tape and simplifying processes. 
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exporters. Foreign and domestic firms have roughly the same productivity, which suggests that 
investment climate constraints are similarly constraining for both types. Firms with the highest 
value added are located in Luangprabang, Xayaboury, and Savannakhet (by different measures), 
while the lowest productivity is observed in Oudomxay. Firms in Oudomxay and Champassak 
are also the least capital intensive. Value added per worker is highest in garments and wood 
processing firms, while total sales per worker are highest in construction materials and wood 
processing (Appendix Table 3). 

2.127 Even within industries productivity of firms may differ significantly. For example, 
in garments, productivity between cut-make-and-trim producers and producers that export 
directly differs by a factor of ten. The agent cost is the main reason for this difference, and 
therefore indicates the huge impact of exports infrastructure on productivity (Box 13.1). 

Box 2.5: Productivity between exporters and non-exporters in the garment industry differs significantly. 

Over 90 percent of garment exporters are involved in either cut and make (CM) or cut, 
make and trim (CMT) production, which has a low value added and has no backward or forward 
linkages. The Lao PDR garment industry is comprised of 110 companies, 58 of which are exporting. It 
has only about 6 companies that are FOB producers, which produce a specialty, or niche market product 
that is not subject to fashion trends, can enjoy long production runs, and have higher in-country value 
added. 

Value added per trouser is 54 percent higher for the FOB manufacturer than CMT 
producer, even after deducting material and port charges. In addition to lower value added, CMT 
manufacturers are required to pay agent fees equal to about 10 percent of the total value added, while no 
such burden is incurred by the FOB manufacturer. Agent fees are very high for CMT producers, and 
erode the margins significantly: they range from 7.5 percent to 30 percent of the export factory price. As 
a consequence, profit margins between the two types of producers differ by a factor of ten. While profits 
are higher for FOB manufacturer, this must be tempered against the fact that such manufacturing 
enterprises must have the financial means and willingness to take the upfront financial risk to purchase 
material, which can be as much as US$27,632/container load. But as evident from the following table, 
these risks are rewarded with higher returns. Profit margin between FOB and CMT manufacturers differs 
by a factor of ten. 

CMT vs. FOB Value Chain Costs 
CMT FOB 

Costs Total Cost Costs Total Cost 
Ex-works $1.00 $1.00 $4.68 $4.68 
Less material and port charges $0.00 $1.00 $3.14 $1.54 
Less agent fees $0.09 $0.92 $0.00 $1.54 
Less profits $0.07 $0.85 $0.78 $0.76 

Source: Global Development Solutions, 2006. 

2.128 Approximately 60 to 75 percent of sampled firms make investments. The incidence 
of investment (percentage of firms with positive investment) varies depending on firms' location, 
type, and sector of operation. Large firms invest more often than do small firms. Exporters 
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invest more often than non-exporters. Foreign-owned firms invest more often than domestic 
firms. However, the investment rate (ratio of investment to current capital) is higher in small, 
non-exporting, and domestic firms. Domestic firms indicate low levels of current capital, high 
propensity to make new investment, and desire to expand (Appendix Table 4). 

2.129 Power outages are  costly for production, especially in construction materials and 
food and beverages. In food and beverages, every 10 hours of power outages is associated with 
an average 3 percent lower value added, and every percentage of shipment loss due to breakage 
or spoilage in transit is associated with an average 8 percent lower value added. In construction 
materials, every 10 hours of power outages is associated with an average 7 percent lower value 
added. In addition, estimating the value added lost due to various investments climate 
constraints shows that infrastructure might cut significant chunks of the value added, especially 
for a small firm. 

2.130 Firms that complained about governance or  taxation issues had no significant 
differences in value added, suggesting that these constraints impact all firms equally, or do not 
have an impact on labor productivity, or impose only fixed costs. 

2.13 1 Firms that complained about infrastructure, regulation, regulatory or  macro 
uncertainty, and electricity have higher productivity than those which did not complain. 
This suggests that these constraints become binding as the firms approach the production 
frontier. Firms that cited finance as a major or  severe obstacle have significantly higher 
productivity than those that did not complain. This suggests that access to finance becomes a 
binding constraint at higher levels of value added. Similar conclusions are reached by the supply 
chain analysis. Firms' productivity in garments and textiles was strongly correlated with the 
unpredictability of local government officials' interpretation of regulation. 



3. INVESTMENT CLIMATE AND FIRM PERFORMANCE IN 
SERVICES 

3.1 The services sector has grown at par with real GDP and now contributes about 25 
percent of GDP, 8 percent of which is from tourism. The growth was faster in hotel and 
restaurant businesses than in an average service firm. Undoubtedly, a high potential for 
increasing growth is still uncovered in Lao PDR's tourism sector, due to the country's location 
and natural beauty. 

3.2 Tourism is a critical part of the services sector that can contribute to the economic 
development of Lao PDR. According to Lao PDR National Tourism Administration (LNTA), 
tourism generated revenue of almost $120 million in 2004. Endowed with a rich culture and 
interesting scenic spots, the country has benefited from an increasing number of tourists in recent 
years. More than half of the tourist arrivals each year are Thai citizens, who usually come on 
day trips across the Mekong River, return without taking accommodation, and spend only a small 
amount of money while in the country. If Lao PDR can attract larger numbers of international 
tourists who will stay longer and inject more money into the local economy, the sector has 
considerable scope for growth. 

3.3 The tourism industry faces critical supply-side challenges in its efforts to take 
advantage of regional tourism opportunities. Outside of the main urban areas, the country's 
physical infrastructure - electricity, telecommunications, and road networks - is insufficient to 
meet the needs of both the local and large projected influx of mid- and high-end tourists. Low 
education and training levels of tourism personnel make it difficult for tourism companies to find 
and retain qualified employees. Further complicating the operations of tourism firms are 
uncertainties regarding the macroeconomic and regulatory environment. This chapter explores 
those constraints, and identifies the key challenges the country faces in its efforts to develop the 
tourism sector. 

THE TOURISM INDUSTRY 

3.4 The Greater Mekong subregion6' has enjoyed significant benefits from the growth 
in tourism. Approximately 18.7 million tourists visited the subregion in 2004. According to 
ADB estimates, the industry accounted for roughly $22.2 billion in output, $18.6 billion in 
income, $2.3 billion in government revenue, and sustained 3.8 million jobs. However, the 
majority of this activity is in one country - Thailand - and substantial development of the other 
markets is required to spread the benefits more evenly among these six countries. 

3.5 A number of factors can make Lao PDR a promising tourist destination. The 
country has great natural beauty, including a system of Natural Protected Areas and two 
properties designated as World Heritage Sites by the United Nations Educational, Scientific and 

67 GMS encompasses Cambodia, the Chinese provinces of Yunnan and Guangxi, Lao PDR, Myanmar, Thailand, 
and Viet Nam. 
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Cultural Organization (UNESCO).~~ It is a multi-ethnic society, with many of the cultures 
maintaining traditional dress and customs. Lao PDR's attractions remain relatively unexplored, 
fostering an aura of novelty that is of particular value to international tourists seeking unique 
experiences. 

3.6 Because of these attractions, tourist arrivals have shown a generally positive 
growth trend. In accordance with the Law on Investment Promotion and Tourism, the 
Government of Lao PDR has promoted investment in tourism by catering to both local and 
foreign investors. As a result of this and other reform actions, the tourism sector is estimated to 
contribute about 8 percent to GDP and provide direct and indirect employment of about 22,000 
jobs. Starting from a base of 38,000 visitors in 1991, shortly after the country's borders were 
opened to tourists, Lao PDR surpassed the one-million-visitor mark in 2005. Between 1998 and 
2004, arrivals increased by almost 80 percent (Appendix Table 9). 

3.7 Despite this overall growth trend, the majority of tourist activity is concentrated in 
a small number of locations. On average, tourists stay in Lao PDR for less than 3 days, and 
spend a relatively small amount per day during their visits. Only four destinations attracted more 
than 5 percent of the country's tourist arrivals in 2004: Vientiane municipality, Luangprabang, 
Vientiane province (Vang Vieng) and ~ h a m ~ a s s a k . ~ '  More than 73 percent of arrivals in 2004 
came from the neighboring countries of Thailand, Viet Nam, and PRC, often on day trips or 
border passes; and spent an average of less than $27 per day (Appendix Table 10). The 
remaining 27 percent, coming from all other countries, stayed in Lao PDR for 6.5 days on 
average, and spent about $59 per day. The average stay in Lao PDR for international tourists is 
shorter than in most other countries in the region, and the average daily expenditure is lower 
(Figure 14.1, Figure 14.2). 

I Figure 3.1: Average stay -subregional tourism. 2004 Figure 3.2: Average expenditure - subregional tourism I 
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Source: Asian Development Bank (2005e). Source: Asian Development Bank (2005e). 

3.8 A quick overview of the tourism sector indicates that while the industry shows 
considerable promise, there remains room for growth. The tourism sector can further grow 
not just by attracting more tourists but also by improving the quality of tourists' experience to 
promote longer stays and higher spending. For instance, using the 2004 arrival figures, and 

68 The two World Heritage Sites are the ancient town of  Luangprabang, and the Vat Phou temple complex in 
Champassak province. The Government of Lao PDR has made a submission to have a third site, the Plain of Jars, 
added to the list, and hopes to have it inscribed in 2006. 

69 Lao National Tourism Administration Planning and Cooperation Department (2005). 
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assuming no change in the travel and spending patterns of visitors from neighboring countries, 
Lao PDR could double its tourism revenue (with just a 1 percent across-the-board increase in the 
total number of arrivals), if international tourists stay in Lao PDR for as long as they do in Viet 
Nam (8 days), and spent as much as they do there ($Solday). 

SUPPLY CONSTRAINTS 

3.9 The hotel sector in Lao PDR operates at moderate occupancy rates. The national 
average room occupancy rates were 45 percent and 44 percent in 2003 and 2004, respectively. 
Despite a 41 percent increase in tourist arrivals between 2003 and 2004, occupancy rates 
increased in just six provinces, and no province had an occupancy rate of more than 65 percent in 
2004 (Figure 15.1). 

3.12 The Government of Lao PDR projects tourist arrivals will continue to grow 
between 1.5 million and 5 million by 2014. Under this aggressive growth scenario, tourism 
would be a billion-dollar industry by 2014. The Lao PDR even projected that tourist arrivals 
could reach 1.7 million in the year 2010. Under the current growth projection, coupled with 
improvements in infrastructure and tourism climate, the industry is expected to bring in more 
than $500 million per annum. To achieve those arrival numbers and visitor receipts, however, 
the industry should ensure that infrastructure exists to support the growth. The sector also has to 
ensure that the ensuing social and environmental effects of increased exposure to international 
tourism do not undermine the country's essential advantages as a tourist destination. To address 
these, Lao PDR has developed a National Tourism Development Strategy. It has also been an 

3.10 At present, there is no evidence that the tourism sector has been unable to 
generate sufficient supply of hotel and guesthouse rooms to meet current demand. The total 
number of hotel and guesthouse rooms almost doubled between 2000 and 2004,~' reaching a 

70 Lao National Tourism Administration Planning and Cooperation Department (2005). 
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13,666 and 20,480 beds in 
2004. Even with the unrealistically 
conservative assumption of only one guest 
per room, this means that each hotel and 
guesthouse room in the country was 
occupied for an average of 190 days out of 
the year. 

3.1 1 The quality of rooms is more 
important than the number of rooms 
available. To accommodate strong growth 
in the tourism sector, large numbers of 
rooms will have to be replaced or upgraded 
- either way, substantial investment will be 
required. Many industry analysts feel that 
much of the newly established hotels are 
poorly designed, lack amenities, and are 

Figure3.3: Room occupancy rates by province, 2003-2004 
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active participant in the GMS Tourism Sector Strategy, which brings together the governments 
of Cambodia, PRC, Lao PDR, Myanmar, Thailand, and Viet Nam to develop and promote 
Mekong as a single tourism destination and help distribute the benefits of tourism more widely. 

3.13 To realize large increases in the number of international tourism arrivals, the 
tourism strategy of Lao PDR must pay careful attention to the country's growing 
reputation as a destination for backpackers. Growth of the tourism industry will require an 
expansion of focus to promising new market segments. In general, Lao PDR lacks the 
infrastructure and facilities that will be needed to accommodate substantially higher tourist 
arrival levels and to diversify the market away from the backpacker segment. The strategy of 
evolving into higher-end tourism will have to deal with these capacity constraints. The 
Government and a variety of industry analysts agree that Lao PDR entrepreneurs lack the 
exposure and expertise to understand what kind of tourism products are attractive to the 
international market. 

3.14 To attract greater numbers of international tourists, Lao PDR will also have to 
distill its strategy into a tourism brand to promote the sector overseas. The firms 
interviewed suggest that in order to compete more effectively with neighboring countries, Lao 
PDR needs to develop a strong tourism brand, along the lines of Thailand's "Land of Smiles" 
campaign or Malaysia's "Truly Asia" campaign. If Lao PDR cannot establish its own tourism 
brand, it may benefit from the promotion of a single brand image for the Mekong subregion, as 
proposed in the GMS tourism strategy. 

PRIVATE SECTOR CONSTRAINTS IN THE TOURISM INDUSTRY 

3.15 Successful development of Lao PDR's tourism industry will depend on the private 
sector's ability to take advantage of opportunities arising from the Government's strategic 
focus on the industry. Tourism has been targeted as a key sector for the country's economic 
development. However, to realize the sector's full potential, there is a need to examine and 
address the various constraints to the operation and growth of tourism firms. 

3.16 The Investment Climate Survey intends to determine the key constraints faced by 
private firms in the tourism sector. For tourism, the survey collected data from 57 firms in 
two sectors - hotels and guesthouses (42), and tour operators and travel agencies (1 5) - including 

Figure 3.4: Top constraints perceived by tourism firms 
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information about their perceptions of the severity of the various constraints they face. The 
sample included firms located in three provinces of Lao PDR - Vientiane, Luangprabang and 
Luangnamtha - and represented a cross-section of firm sizes. 

3.17 Based on the perceptions of the firms surveyed, the most important constraints in 
the tourism sector are infrastructure and resources7' (Figure 16.1). The serious concern over 
infrastructure is primarily due to electricity, while the main issue related to resources is the skills 
and education of workers. By a two-to-one margin, infrastructure is the most commonly cited 
constraint in the hotel sector, while resources enjoy an even larger margin as the most important 
constraint in the tour operator and travel agent sector (Figure 16.2). Taxation, maintaining 
macroeconomic stability, and addressing regulatory impediments are also important among 
tourism firms. This section will examine how these and other important factors are constraining 
the tourism sector, based on the survey, additional interviews, and a review of information 
generated by the MPDF's Lao Business Forum's Tourism Working Group. 

- -  - 

Figure 3.5: Main constraints in the tourism sector, by type 
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7 1 Considering the limitations of drawing statistical inferences from a relatively small sample size, key informant 
interviews were conducted to flesh out the relevant issues qualitatively, and to characterize the nature of the key 
constraints facing tourism firms. In general, the respondents appeared to have been hesitant to discuss the 
constraints they faced frankly during the survey, perhaps because of cultural factors, or perhaps because of 
concerns about their anonymity, particularly with regard to constraints related to their interaction with 
government officials. 
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3.18 Electricity was cited as a major or severe obstacle by more than half of the hotel 
firms surveyed. Tour operators and travel agencies placed a lower importance on electricity, 
considering that a greater part of their 

Luangprabang. Hotel firms surveyed in I Source: Lao PDR Investment Climate Survey (2005). 

Luangnamtha reported an average of 13.8 power disruptions per year (with one firm reporting as 
many as 40)' compared to 6.5 in Luangprabang and 5 in Vientiane (Figure 16.3). The power 
disruptions in Luangnamtha also lasted longer - 5.5 hours on average, compared to 3.1 hours in 
Luangprabang and 2.6 hours in Vientiane. Among hotels, lower occupancy rates are more likely 
seen among those with more power disruptions (Figure 16.4). Some of the travel agencies 
interviewed said that inconsistent electricity supply outside the main centers increases the 
difficulty of their jobs, as they have to be particularly sensitive about their clients' needs. They 
also do not want to send tourists to areas where they will be uncomfortable and unhappy with 
their visit. The current focus on building ecotourism packages to remote rural locations 
exacerbates this problem. 

interaction with customers is independent of 
their electricity supply. For instance, a guided 
walking tour through the temples of 
Luangprabang will not be impacted by a power 
outage in the tour operator's office, whereas 
hotel guests are aware of the availability of 
fans, air conditioning, television, and light 
whenever they are in their rooms. Nonetheless, 
electricity was, overall, the most frequently 
cited constraint on business during the survey. 

3.20 The key informants interviewed in Vientiane repeatedly mentioned electricity as a 
constraint, but expressed greater concern about cost than about access. Electricite du Laos 
(EdL) has a multi-tiered tariff system that allows residential customers to be cross-subsidized by 
certain businesses paying higher rates. Hotels are classified as entertainment establishments, the 
highest rate-paying category. As a result, tariffs paid by firms in the hotel sector are almost 10 
times as high as those paid by small residential users, and about 72 percent higher than those 
paid by industrial and agricultural users. Hotel owners feel they are being asked to pay an 
unfairly high rate for electricity. Since their rate has been rising sharply in recent years, hotel 
owners also believe electricity is becoming an increasingly important cost driver for their 
businesses. 

Figure3.6: Electricity disruption by province 

,, 

5 

n 



3.22 Domestic air transportation is also considered a high-priority issue. Lao Airlines, a 
State-owned enterprise, holds a 100 percent monopoly on domestic air travel. The airline 
operates a small fleet made up of mid-sized European aircrafl for its international routes and the 
well-traveled domestic routes (between Vientiane and Luangprabang, and between Vientiane and 
Pakse), and small Chinese aircraft for more remote destinations. The age and condition of the 
fleet, and the relatively low level of airport security, by international standards, give rise to safety 
concerns. The airline has also earned a bad reputation for unreliable schedules and frequent 
mechanical failures. Moreover, the route map is organized according to a hub and spokes model. 
This means tourists wishing to travel by air from Luangprabang to Oudomxay, for instance, both 
of which are in northern part of Lao PDR, have to transit through Vientiane en route. 

3.21 The companies participating in the Lao PDR Business Forum's Tourism Working 
Group list transportation policy as the most important high-priority issue facing the 
tourism industry. Their argument is simple - tourism cannot succeed if tourists cannot get to 
their destinations. There are currently no 

3.23 On land transportation, Lao PDR has no railroad and has a poorly developed 
highway system. Although a number of road-building projects are currently underway, with 
ADB spearheading the process, in line with the GMS Tourism Sector Strategy, many potential 
tourist destinations can only be reached via one-lane, unpaved roads. Long travel times, 
combined with restrictions on the length of visas on arrival, often mean that tourists can visit 
only a limited number of areas. 

flights linking Lao PDR to Europe, the 
United States, or Japan. As a result, all 
inbound and outbound air traffic is routed 
through neighboring countries (mostly 
Thailand and Viet Nam), reinforcing Lao 
PDR's status as a side-trip destination. 
According to one local tourism expert, 
routing a group tour to Lao PDR through 
Thailand can add as much as 30 to 40 percent 
to the costs compared with a similar group 
tour to Thailand. Many international travel 
agencies have therefore dropped the country 
from their list of pre-packaged tour 
destinations, and will only arrange tours on a 
customized basis when there is a 
demand. Direct international flights, even if 

Figure 3.7: Electricity disruption vs. occupancy rate - 
hotels/guesthouses 
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it were only one or two, would improve this dynamic. To that end, the Tourism Working Group 
has called for the Government of Lao PDR to adopt an "open skies policy" (Box 16.1). 



Box 3.1 : Open Skies Policy 

An open skies policy has been adopted by a number of countries for passenger traffic andlor 
cargo carriers through bilateral or multilateral aviation agreements. This liberal aviation policy allows 
the airlines of participating countries to determine routes, capacity, and pricing. For example, the 
"Multilateral Agreement on the Liberalization of International Air Transportation," signed by Brunei, 
Darussalam, Chile, New Zealand, Singapore, and the United States in May 2001, grants airlines of each 
party the right to fly across other countries' territories, to operate flights and establish sales and 
promotion offices in other countries, and to independently set prices. Regardless of the form of the 
Open Skies policy, there is a need for support infrastructure such as sufficient runways and airports to 
accommodate greater traffic with the expected entry of other airlines. 

At the First Lao Business Forum in April 2006, the Private Sector Working Group for Tourism 
proposed that the Government of Lao PDR adopt an open skies policy to help boost tourism in the 
country. The policy is expected to promote competition in the aviation industry, which, in turn, can 
raise the level of efficiency and satisfaction of air travelers by enabling better quality and lower-priced 
services. It can expand opportunities not only for tourism but also for other industries, through 
facilitating trade and transportation. To appreciate the merits of this policy, the Government of Lao 
PDR may undertake an assessment of its costs and benefits. 

3.24 The tourism sector faces similar infrastructure challenges in telecommunications. 
Outside of the major centers, landlines are scarce and many tourist destinations in remote areas 
are serviced only by cell phones or satellite phones. One tour operator commented that the 
scarcity and lack of reliability of telephone and fax contacts with some of these destinations 
make it difficult to confirm reservations or to arrange last-minute itinerary changes. It is 
sometimes impossible to contact a property where the operator has customers, which creates 
anxiety about their safety and security. 

SKILLS AND EDUCATION 

3.25 After electricity, skills and education are the next most frequently cited obstacles 
among companies surveyed. Concerns about skills and education were far more apparent 
among tourism firms than among firms in the manufacturing sector. Among tour operators and 
travel agencies, the incidence was particularly high, with 53 percent identifying this as a major or 
severe obstacle. The depth and scope of this challenge were reinforced in the findings of the Lao 
PDR Business Forum's Tourism Working Group, as well as in a number of key informant 
interviews. 

3.26 The skills constraint in Lao PDR cuts across all strata of workers, from the least 
skilled positions to senior management. At the highest level, the key informants interviewed 
admitted their firms lacked the essential entrepreneurial and management skills required to 
operate professional businesses. Many new entrants into the tourism sector, especially outside of 
the main centers, do not have the international exposure and expertise required to develop 
tourism products that appeal to an international market. 



3.27 Among the firms surveyed, the education level of the top managers seems to be 
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manager who attended at least some 
university, while only 10 percent have top 
managers who have not completed upper 
secondary school. By comparison, only 64 
percent of those firms with value-added per 
worker below the median value have a top 
manager who attended at least some 
university, while 18 percent have top 
managers who have not completed upper 
secondary school (Figure 16.5). 
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I firm's success. On average, 64.5 percent of 
employees in the firms surveyed have completed secondary school or received vocational 
training. This reflects a high level of education by Lao PDR standards, given that only 68 
perceni of Lao PDR children between the ages of 6 and 14 are enrolled in school, and onli half 
of those who begin reach the Grade 5 level (World Bank 2004). The average percentage of 
workers with at least secondary or vocational education is similar among firms with below 
median value-added per worker and among those with above median value-added per worker 
(nearly 70 percent). The principal concern i s  the quality of education, particularly a s  it pertains 
to the various skills required in the tourism sector. 

3.29 Language skills are also frequently cited as a concern among firms in the tourism 
industry. Many of the firms interviewed with more than about 10 employees have sent some of 
their staff for supplementary language training to help them interact with clients. One tour 
operator described the difficulty of finding specialized tour guides to handle groups from 
European countries such as Spain, Italy, and Germany. 

3.30 However, most firms interviewed said that the largest skills challenge they face is 
with regard to vocational skills for their non-managerial employees. The key informants did 
not consider the vocational schools to be helpful in producing qualified employees, and pointed 
to the need for a tourism school. In September 2003, the Stichting Nederlandse Vrijwilligers 
(SNV) proposed a tourism training institute as part of a study it undertook for the Lao National 
Tourism Administration (LNTA) on training needs in the industry (Eshoo et al. 2003). 
According to the key informants interviewed in January 2006, little has changed since SNV's 
assessment in 2003. Although training programs have recently been initiated by various 
stakeholder groups in the industry, these programs are all small scale and have not provided a 
comprehensive framework for meeting industry-wide training needs. Like Lao PDR, other 
countries within the GMS also experience problems with weak training systems, insufficient 
private sector participation in vocational and management training, and insufficient investment in 
training by the tourism industry. In addition, the insufficient training of public sector officials in 
sustainable tourism planning, development, and management have are further barriers to tourism 
development within the region. 
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3.3 1 One of the key constraints identified by tourism firms is the tax rates. More than 
20 percent of all companies surveyed listed this as a major or severe obstacle, including almost 
30 percent of the companies with fewer than 10 employees. Only 1 of 57 firms surveyed listed 
tax administration as a major or severe obstacle. Key informants, however, revealed that firms' 
specific concerns with tax rates focus on the structure of the system and the non-transparent way 
in which rates are determined for individual firms. 

3.32 Like many other aspects of firms' interactions with the Government of Lao PDR, 
tax rates are essentially negotiable for most companies. Below a predetermined amount of 
tax liability, the tax authorities arrive at a fixed-sum tax payment for the company, based on the 
information provided by the investor in his or her application to establish the company. Though 
no specific criteria are published, the authorities take into account a variety of factors, such as the 
company's projected assets and the scope of its business. For a hotel, this could be the number 
of beds and the size of any related food and beverage business. For a tour operator, this could be 
the number of vehicles, distinct tour offerings, or the number of destinations covered. 

3.33 Since the fixed-sum tax system is not based on actual business results, a company's 
effective tax rate increases in periods when business is slow. The size-based criterion for 
application of this system helps to explain the greater perception among small companies that tax 
rates are an obstacle. In addition, this system places the company's tax situation at the discretion 
of the district tax inspector, which opens room for the firm to negotiate its tax rate with the 
inspector. In general, this system of negotiated tax rates creates significant opportunities for rent 
seeking and reduces the predictability of future earnings, thus discouraging medium- and long- 
term planning. 

MACROECONOMIC UNCERTAINTY 

3.34 Private firms in Lao PDR are concerned about the future of the economy. These 
concerns take two forms. First, they are concerned about risks arising directly out of 
macroeconomic events. Second, tourism firms are concerned about Lao PDR's policy response 
to external economic events. 

3.35 Firms are sensitive to exchange rate fluctuations and other macroeconomic 
volatility. Firms in the tourism sector are likely to receive at least part of their revenue in 
foreign currency, and their expenses can also be in a variety of currencies. As a result, they are 
particularly sensitive to changes in the exchange rates. The Lao PDR kip had generally been 
stable against the US dollar since 2000. In April 2005, however, it was devalued by about 20 
percent. The kip's devaluation was good for firms that received income in dollars, but was bad 
for firms that received a substantial amount of their income in kip, thus increasing inflationary 
pressures in some sectors. The only means these companies have to hedge against currency risk 
is to keep their operations denominated in foreign currency. Until recently, however, this was 
not permitted. 

3.36 Firms are concerned about the Government's policy response to external shocks. 
When the Government of Lao PDR makes important decisions, such as the devaluation of the 
kip, hotel firms often feel they are caught by surprise. In addition, the Government's policy 
towards businesses' use of foreign currency has changed over time. In 2005, the Government 



liberalized firms' ability to receive revenue in foreign currency. Given the Government's 
historical track record of decision-making, the firms interviewed were not confident that this 
measure represented a commitment to liberalization. They feel that this program is just a 
temporary measure that could be reversed when warranted by external circumstances. This feeds 
into a broader concern that despite its public commitment to development of the tourism sector, 
Government policymaking remains opaque and unpredictable. 

3.37 Regulatory uncertainty is commonly cited as a constraint to doing business in Lao 
PDR. This is shown in the results of the survey, the Lao Business Forum's Tourism Working 
Group, and key informant interviews. Within the survey, only about 10 percent of respondents 
listed this as a major or severe obstacle, but almost all of the firms surveyed mentioned it as an 
obstacle of some kind. 

3.38 Opening a business in Lao PDR remains a difficult and time-consuming process, 
involving a variety of government authorities and veto points. Although none of the survey 
participants cited this as a major or severe obstacle, the key informants interviewed unanimously 
mentioned their frustration with this process. A simple, indicative flow chart (Figure 16.6) 
demonstrates the complexity of this process. The chart should be considered illustrative, rather 
than definitive. In practice, it is rarely clear to the applicant at the time of submission what 
specific approvals will be required and which government agency will approve the registration. 
One official at the LNTA's Hotel and Tourism Management Department, which is responsible 
for business registration, estimates that the approval process, from beginning to end, should take 
about 3 months." According to investors who have recently opened tourism businesses, 
however, the process can take up to a year. Their frustration with this process centers on its 
~ n ~ r e d i c t a b i l i t ~ . ' ~  

3.39 Firms cite a number of areas in which they believe the Government's policy 
toward the tourism industry hinders growth. Among these is the visa policy regarding fees, 
durations, and extensions. All international tourists require a visa to enter Lao PDR. In the past 
few years, the Government has introduced a $30, 15-day visa on arrival, and has continued to 
increase the number of entry points where these visas can be issued. On the other hand, Lao 
PDR embassies abroad issue 1-month tourist visas for the same price. Given the fact that visits 
to Lao PDR tend to be side trips on larger Southeast Asian itineraries, and the importance of 
encouraging international tourists to stay for longer periods of time in the country, many firms 
believe that visas on arrival should either cost less than $30 or carry longer durations. 
Extensions of tourist visas can be obtained only in Vientiane. As a result, to get a visa extension, 
tourists in the provinces must either travel back to the capital or surrender their passports to a 
third party, such as a travel agent, for several days, which many tourists refuse to do. 

72 The official explains, though, that this is not a guaranteed time frame, and that much depends on the nature of  the 
application and on the applicant's ability to fulfill the administration's requirements. 

73 Lack of information on the registration process is also part of the problem. For example, investments in hotels 
and plantations are not covered by the Industry Department, though they are often believed to be under the 
jurisdiction of this department, thus resulting in more delays. 
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Figure 3.9: Business registration and amroval flow chart 
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3.40 A large number of government agencies involve themselves in every aspect of a 
firm's business through frequent official inspections.74 Given the large number of inspecting 
bodies, it is not surprising that tourism firms are forced to devote a large amount of time and 
resources to handling ongoing inspections. In all three provinces where the survey was 
conducted, hotel and guesthouse firms have an average of more than 10 inspections per year, and 
there is a large variation in the number of inspections across provinces (Figure 16.7). 

Figure 3.10: Mean inspections per year in the tourism sector 
3.41 At the same time, several 
firms interviewed believe that the 
Government is not doing enough to 
protect and maintain the standards 
and image of the tourism industry 
overseas. Two aspects of this task are 
of particular concern to the 
interviewees. First, almost every hotel 
owner interviewed expressed support for 
an independent system of hotel 
classification. At present, any property 
can describe itself as 4 or 5-star, 
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promotion. All firms interviewed welcome the advent of a Tourism Promotion and Marketing 
Board under the new Tourism Law. Despite assurances that substantial representation from the 
private sector will be included, however, the level of public-private dialogue is generally so low 
that most firms are doubtful that they will have any real input to the marketing process. The 
limited private sector participation in tourism development and marketing appears to be a 

regardless of the actual condition of the 
hotels and the amenities provided. The 

74 Tour operators and travel agencies are inspected by the Tax Department, Customs Department, Labor and Social 
Security, Economic Police, Municipal Police, Tourist Police and Trade Department. Hotels and guesthouses 
receive inspections from the Tax Department, Labor and Social Security, Fire and Building Safety, Municipal 
Office, Environmental, Sanitation and Epidemiology, Food and Drug Department and Tourist Police. 
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common problem in the GMS area, and thus, measures have been proposed to address this issue 
through subregional cooperation. 

3.43 Other aspects of Lao PDR's financial system also serve as constraints on firms' 
operations. Several interviewees cited their inability to clear credit card payments through the 
Internet or other means without the physical presence of the card. Some tour operators and 
travel agencies attempt to receive payments in advance through electronic fund transfers; 
however, these transactions are slow and costly. For hotels, the situation is more serious. They 
take reservations over the Internet, but cannot take guarantees. As a result, hotel owners report 
that their level of no-shows has been growing since the development of the MPDF-LHRA joint 
marketing website for Lao PDR hotels. 

3.42 The companies surveyed in the tourism industry seem to have little access to 

PRODUCTIVITY IN THE TOURISM SECTOR 

finance. For instance, not a single tour operator 
or travel agency surveyed had a bank loan or 
short-term credit, such as an overdraft facility. 
Among the hotels surveyed, only 20 percent 
had bank loans and just one reported having an 
overdraft facility. Despite the presence of some 
bank financing in the hotel sector, the firms 
reported that they financed an average of almost 
95 percent of their new investments from 
retained earnings. The banks that reported 
having loans used them to finance an average of 
about 16 percent of their new investments. 
More than 85 percent of the tour operators and 

agents and 30 percent of 
had not applied for a loan. Almost 50 percent 

3.44 The structural and operating constraints have impacted productivity in the 
tourism sector, especially among locally owned firms. Among the firms surveyed, the overall 
value-added per worker was 32.5 million kip (about $3,070), with hotels and travel agencies 
reporting more than 60 million kip per worker, and guesthouses and tour operators just over 20 
million kip (Figure 17.1). These overall figures, however, are distorted by a small number of 
large, foreign-owned firms (four hotels and one travel agency) that reported substantially above- 
average value-added per worker (almost 95 million kip). In particular, value-added per worker 
seems substantially higher in Luangprabang than in the other provinces surveyed, because of one 
establishment, which reported a very high value-added kip per worker. The median result in 
Luangprabang was 26 million kip per worker, in line with the other provinces. Among firms 
with no foreign ownership, the average value-added per worker was just 27 million kip, and the 
median was 21 million kip. 

Figure 3.11: Financing in the tourism sector 
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of hotels reported that the process of applying for a loan was too complicated and difficult 
(Figure 16.8). 



3.45 Value-added per worker among the firms surveyed was substantially lower than 
the figure for neighboring Thailand - the regional competitive benchmark for tourism. 
Because of the small sample size and the large variation between firms, the median survey result 
is a more representative descriptive statistic to describe productivity in the tourism sector than 
the mean figure. The median productivity of Lao PDR tourism firms was 21 million kip, or 
$2,003, less than 60 percent of the 140,000 baht per worker (around $3,900) reported in 
  hail and.'^ Using purchasing power parity conversion factors, the ratio of Lao PDR price levels 
to Thai price levels is about 67 percent,76 giving Thailand's tourism sector a 10 percent 
competitive advantage over its counterpart in Lao PDR. Lao firms trying to attract tourists for 
longer stays in the country are, therefore, hindered by poor productivity (Figure 17.2). 

Figure 3.12: Annual value-added per worker in the Figure 3.13: Constraints and productivity in the 
tourism sector (million kips) tourism sector (million kips) 

Source: Lao PDR Investment Climate Survey (2005). Source: Lao PDR Investment Climate Survey (2005). 

3.46 The survey also reveals substantial productivity differences between firms that 
perceived electricity or macroeconomic uncertainty as constraints and those that did not. 
The average value-added per worker of firms that cited electricity as a major or severe obstacle 
was just 19 million kip, compared to 41 million for firms that said it was a moderate obstacle or 
no obstacle (see Appendix on Tourism). Similarly, value-added per worker among firms that 
cited macroeconomic uncertainty as a major or severe obstacle was 26 million kip, compared to 
34 million kip for firms that said it was a moderate obstacle or not an obstacle at all. The median 
figures were substantially lower than the mean figures for all categories measured. Nonetheless, 
it appears that for these constraints, firms' perception of the severity of the obstacle corresponds 
to lower productivity. 

3.47 Interestingly, firms' perception of skills and education as an obstacle has no 
significant impact on productivity. The average value-added per worker of firms that cited 
skills and education as a major or severe obstacle was 32 million kip, compared to 35 million kip 
for firms that said it was a moderate obstacle or not an obstacle. Given the size and variance of 
the sample, this difference is not statistically significant. The skills and education of Lao 
workers, therefore, appear to affect the productivity of companies equally across the entire 

75 The productivity figure for Thailand was computed using tourism gross value-added estimates by the Bank of  
Thailand (2005) and employment data from Thailand's National Statistics Office. 

76 World Development Indicators Online, January 1 1,2006. 
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spectrum of companies surveyed, whereas other constraints, such as electricity and 
macroeconomic uncertainty, seem to affect certain companies more than others. This suggests 
that while improvements in skills and education will positively impact all Lao tourism firms, 
addressing the electricity constraint will have a much stronger positive impact on the group of 
companies most affected by it. 

3.48 A number of the issues affecting tourism firms in Lao PDR are the same issues 
confronting other GMS countries. The GMS countries have agreed to adopt a joint strategy of 
addressing these constraints to promote tourism development within the region. It is 
advantageous for Lao PDR to continue participating and even taking a more active role in the 
GMS tourism strategy to better address the issues affecting its tourism industry and reap more 
benefits from the program (Box 17.1). 

I Box 3.2: The GMS tourism sector strategy I 
The objectives for the tourism sector in the subregion are to (i) develop and promote the 

Mekong as a single destination, offering a diversity of good quality and high-yielding subregional 
products that help to distribute the benefits of tourism more widely; (ii) add to the tourism development 
of each GMS country; and (iii) contribute primarily to poverty reduction, gender equity, and 
sustainable development, while minimizing any adverse social impacts. To achieve its objectives, the 
strategy will be implemented through seven program areas: 

Marketing andproduct development: foster the development of multi-country tourism in the GMS 
by stimulating demand from appropriate high-yield markets through joint promotional activities; 
Human resource development: upgrade the skills of the tourism leaders and tourism trainers of the 
GMS; 
Heritage conservation and social impact management: promote higher standards in the 
management of natural and cultural resources for conservation and tourism purposes; 
Pro-poor tourism development: help reduce the incidence of poverty and increase rural incomes; 
Private sector participation: encourage private sector participation and partnerships in planning, 
investment, and marketing of the GMS tourism sector; 
Facilitating the movement of tourists: identify and address impediments to travel to and within the 
GMS; and 
Tourism-related infrastructure development: jointly plan and develop tourism infrastructure in the 
GMS with a view to ensuring a wider distribution of tourism benefits and supporting pro-poor 
tourism development in designated priority zones. 

I Source: Asian Development Bank (2005e). I 



4. INFORMAL ECONOMY 

4.1 This chapter explores the barriers to growth of micro-firms and household-based 
enterprises and to their move from informality to formality.77 A separate section attempts to 
establish the link between the investment climate and the rise of household businesses, as well as 
studies their impact on poverty. 

4.2 Two types of surveys were employed to study informal sector in Lao PDR, which 
was not covered by the ICS. First were the Lao Expenditure and Consumptions Surveys 
(LECS) 2 and 3 (1998 and 2002), which have data on household businesses. Second was a mini- 
survey of informal firms conducted alongside the Investment Climate Survey. The samples and 
methodology of these surveys are presented below and in Appendices 8 and 9. Due to a very 
limited coverage and representativeness of the mini-informal survey, the report also relies on the 
GTZ's report on SMEs (HRDME Survey, 2005). 

4.3 Informal firms have been growing alongside the formal economy. Informal firms 
are those engaged in non-farm activities employing two or fewer, and micro-enterprises 
employing mostly family labor. They are either registered or unregistered. The ICS only 
covered firms that employ five or more workers, which left a large part of the economy 
unexamined. Estimates show that as many as 70 percent of all firms in manufacturing employ 
fewer than two workers and provide employment to approximately 2 percent of the labor force 
(more than 30,000 people). However, the majority of informal firms are in the services sector. 
Household businesses have rapidly grown during the last years and are providing employment to 
16 percent of the labor force (460,000 people), mostly in services sector. 

4.4 The number of household-based enterprises increased by almost 50 percent 
between 1998 and 2002/03, as indicated in the Lao Expenditure and Consumption Surveys 2 
and 3. Informal economy provides significant employment opportunities, mostly self- 
employment, for the poor. While a number of micro-firms and household-based enterprises have 
grown and become part of the formal sector, a number of factors continue to deter the remaining 
enterprises, as well as new micro-firms, from becoming formal. 

4.5 The growth of the informal sector has been made possible by improvements in the 
investment climate over the last decade. Significant improvements in rural infrastructure, 
opening up to cross-border trade, and the rise in domestic and regional demand for Lao PDR 
products have contributed to the growth. As this report shows, the number of household 
business is positively correlated with improvements in investment climate where the households 
are located. 

77 While a number of countries use a combination of criteria in their official definition of  informality, in Lao PDR, 
an official definition of informality has not yet been established. 
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4.6 While household firms grew in numbers, they have also hired more labor, and 
some of them eventually moved to the formal economy. In the past years, the number of 
household businesses has grown by half, but the majority have been operating for less than 5 
years, indicating high entry and turnover rates. Some of these firms went to the formal sector 
while others did not. It is important to understand why. 

4.7 The evidence suggests that lack of financial resources and arbitrary taxation are 
important constraints to the growth of informal firms7* Registration procedures have been 
perceived as particularly burdensome; and the benefits of registering do not seem to offset the 
costs of moving to formal sector, as suggested by some surveyed firms. Following the general 
pattern found in Lao PDR, the lack of skills hampers the opportunities of these firms to form 
production linkages with the formal sector. Where such linkages exist, these are mostly in the 
form of raw materials and unskilled labor. 

PROFILE OF THE INFORMAL SECTOR 

Non-farm household businesses 

4.8 Between 1998 and 2002, households have been increasingly involved in non-farm 
business activities, and have increasingly hired non-family labor. Some significant changes 
have occurred between LECS 2 and 3. First, the share of households in urban areas that engages 
in non-farming activities rose from 40 to 60 percent. Nationwide, this increase was from 21 
percent to 28 percent of the households. Households also seem to be hiring more paid 
employees. About 20 percent of these businesses had at least one employee in 2002, up from 7 
percent in 1998. The geographical dispersion has not changed, however; 60 percent of the 
activity is still located in the central part of the country. 

4.9 The majority of the household businesses are in the service sector. About 55 
percent of household businesses are in wholesale or retail trade; 14 percent are in community, 
social, and personal services; and 1 1 percent are tourism and other services (Figure 18.1). While 
household-based enterprises in developing countries are often associated with businesses 
conducted by small traders and peddlers, Lao PDR is different: a good proportion of household 
businesses are in manufacturing (1 6 percent). 

These conclusions are based on a very small sample of surveyed informal firms (28 firms) conducted alongside 
ICS and described in Quintana (2005). More research and surveys on the informal economy are needed; the 
results presented here should be interpreted with care. 
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Figure 4.1 : Distribution of household businesses Table 4.1: Geographical distribution of 
by sector household businesses 
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4.10 Although the average household-based enterprise is 7 years old, 60 percent of all 
these enterprises have been operating for fewer than 5 years. Among the sectors, tourism 
businesses are generally the youngest, with a mean age of 5 years. This suggests some turnover 
and the recent emergence of new businesses. 

4.11 Geographical concentration of formal and informal businesses suggests that many 
formal firms have sprung from informal household enterprises. Close to 60 percent of 
household businesses are located in the Central Region (mostly Vientiane capital), and only 17 
percent operate in the South (Appendix Table 11). Overall, 80 percent of all household 
businesses are concentrated in just six provinces, namely, Vientiane Capital, Luangprabang, 
Xayaboury, Vientiane Province, Savannakhet, and Champasack (Table 18.1), despite these 
provinces accounting for only 60 percent of the total household population. These provinces 
also accounted for 72 percent of all firms with 5 or more employees in the National Statistical 
Centre's (NSC) list of establishments in 2003. Household-based enterprises therefore appear to 
have thrived in areas with more formal sector firms. This indicates that formal or registered 
firms may have been mainly an offshoot of small household-based enterprises that had grown 
and eventually became part of the formal sector. 

4.12 Urban households are more likely to start a business compared to their rural 
counterparts. Sixty percent of all household businesses are in urban areas. In almost all 
provinces, more than 30 percent of the urban household population has a non-farm enterprise, 
with Luangprabang having the biggest percentage, at 70 percent (Figure 18.2). In 
Luangprabang, Vientiane Capital, Vientiane Province, and Xayaboury, more than 20 percent of 
the rural household population has a household business. 



Figure 4.2a: Percent of rural and urban households Figure 4.2b: Location of household businesses 
having a business, by province in rural and urban area, by province 
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4.13 Slightly more than half of households conduct business at home. More of the 
female-headed households engage in business activities than male-headed households. Only 18 
percent of household businesses are located in industrial sites or markets, while the majority are 
mobile (along roadsides and similar places). While female-headed households account for only 
5 percent of households, non-farm enterprises appear to be an important source of their 
livelihood. About 38 percent of female-headed households are engaged in business, compared to 
only 24 percent of male-headed households. 
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4.14 Only 20 percent of household businesses hire paid labor, but only 10 percent have 
hired more than two employees. Rather than hiring labor, most household-based enterprises, 
including manufacturing household businesses, are operated by household members. Thus, these 
businesses mainly generate self-employment. However, they have a significant collective impact 
- total employment generated b all household-based enterprises is estimated at 460,000 or equal 
to 16 percent of the labor force. 79 
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4.15 Households operate small-scale labor-intensive businesses, which are significantly 
more productive than their farming activities. Although the average turnover of a business is 
less than 3 million kip per month," the productivity of a non-farm household business is still 
considerably higher than agricultural activities. An average household business generates 13,700 
kip per hour of work, as compared to 1,390 kip/hour in its agricultural act i~i t ies .~ '  In total, 
household businesses generate almost three times more revenues than households engaged solely 
in agriculture, while investing only a fourth as much time. 
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79 This is close to the estimates of Leidholm and Mead (1999) on the proportion of working age population 
employed by micro-enterprises in other developing countries, including Botswana, Kenya, Lesotho, and 
Dominican Republic. 
With an important difference between urban (over 5 million kip) and rural areas (1 million kip). 

" Indicative data: net revenues in the agriculture sector are compared with high gross revenue in household 
businesses. 
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4.16 A small survey of micro-firms was carried out alongside the ICS to complement 
the findings of the survey of manufacturing firms. Twenty-four firms were interviewed in 
Vientiane capital. Because the manufacturing survey covers firms with five or more workers, the 
mini-survey of micro-firms was limited only to establishments with fewer than five workers, 
including family members. The sample was very diverse in terms of sectors of activity. 
Manufacturing firms represent 37 percent of the total (garments, 20 percent; food processing 13 
percent, others 4 percent). A quarter of the surveyed firms were in the hotellrestaurant sector. 
Retail (food and motor) accounted for 16 percent of the sample. Services and construction 
represented 13 and 8 percent, respectively. The survey was undertaken in December 2005. 

4.17 The profile of surveyed micro-firms is similar to the standard urban firm in LECS 
3. These firms have been operating for an average of 6.8 years. Eighty-seven percent of them 
operate 12 months a year and are the sole income-generating activity of the owner. The other 13 
percent are also the main income source for the entrepreneurs, but do not run all year due to lack 
of customers. Apart from the owner, the surveyed firms employ an average of 1.6 workers, half 
of whom were full-time workers. More than 50 percent of the firms' workforce are family 
members. 

4.18 Surveyed micro-firms were only half as productive as small firms in the ICS 
sample. Only 60 percent of the businesses were able or willing to estimate their daily sales 
turnover, or to provide data. Businesses that responded employed the equivalent of 1.8 workers 
per firm, and their average daily turnover per worker was around 50,000 kip (US$1900 per 
annum in sales per worker). More than 90 percent of the sales of these micro-firms were to 
individual customers, while the rest were sales to small and medium firms. 

LINKS BETWEEN THE INFORMAL AND FORMAL SECTORS 

4.19 There are two main types of linkages between the informal and formal sectors - 
backward-forward linkages (informal sector firms supply factor inputs to the formal sector, and 
serve as retail and distribution networks for formal sector firms); and the transition ofmicro- 
firms from the informal to the formal sector. 

Backward-forward linkages 

4.20 Informal firms mostly provide unskilled labor and input materials to formal 
firms. Backward linkages from the informal to the formal sector are common. In the case of 
raw materials, medium and large firms try to maximize their national sourcing of inputs to avoid 
transportation costs, when inputs are available locally. It seems, however, that inputs provided 
by the informal sector cannot satisfy the demand for more complex products. In these cases the 
sourcing is sought abroad. Along the same lines, the informal sector provides the formal sector 
with a supply of cheap unskilled labor. 



4.21 Private formal sector firms feel that the Lao PDR labor market cannot meet their 
demand for semi-skilled and skilled workers. Furniture factories employ local labor for 
loading, painting, varnishing, and distribution of materials, but seek foreign workers to do semi- 
skilled tasks such as woodcutting. Big garment companies employ and train local workers for 
most of the production tasks (cutting, sewing, etc.), but have difficulty finding a pool of local 
staff for middle management positions.82 Those positions are often filled with workers from the 
region that provide a blend of sufficient skills and low salaries. 

4.22 Informal firms play a role as r 
distribution channels for formal companies 
are often based on small-scale 
transportation businesses, especially in the 
rural areas. More sophisticated linkages 
are rare. For example, subcontracting is a 
growing practice in furniture and garment 
industries (Figure 19.1); however, these 
operations are limited to members of 
professional associations, which are usually 

*etailers and distributors of formal firms. The 
Figure 4.3: Subcontracting companies - garments  

membe;~." ~imilarl;, subcontracting of specific orders in the furniture industry is carried out 
among registered members. 

2003 2004 2005 large formal firms. The Lao Garments 

4.23 Outsourcing operations are also hampered by the lack of capacity of micro-firms 
and by unfavorable regulatory arrangements. Key informants reported a number of 
unsuccessful subcontracting experiences. Smaller firms commissioned for large orders often 
failed to meet the quality requirements due to lack of equipment and skilled labor. They also 
experienced difficulties meeting delivery deadlines. On the regulatory side, movement of goods 
between companies for outsourcing purposes are often taxed as final output, adding extra cost to 
the process. 

Association bans its members from 

4.24 As a result, the transfer of skills and know-how between the two sectors is 
minimal. The analysis of furniture and garment value chainss4 confirms the limited capacity of 
micro-firms to play a relevant role in their production processes. They remain outside the value- 
added processes, and no significant transfer of technology or skills occurs. A host of other 
factors prevent micro-firms from joining the ranks of the formal sector firms. 

o Exporting companies 
Subcontracting corrpanies 

82 Venture Garments, the second biggest factory in Vientiane, launched a program of recruitment among 
management students in Lao universities, but the program was dropped after a few years due to unsatisfactory 
results. 

8 3  Members of the association are required to be h l l y  registered at the provincial level. In 2007 they will also be 
required to register their workers for social security. 

84 See Global Development Solutions (2006). 
80 
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4.25 Both the agriculture sector and 
the formal economy have limited capacity 
to absorb surplus labor. Self-employment 
seems to be the only alternative for a 
growing number of job seekers. The World 
Bank's Country Economic Memorandum 
(2004) finds that 94 percent of households 
in the agriculture sector produce only for 
self-consumption, Although there is 
potential to expand employment and output 
in the sector, deep structural reforms are 
needed to realize such potential. Records of 
the Tax Office show contraction by around 
20 percent in the number of formal medium- 
sized firms in the last 4 years. Medium and 
large firms now account for 5 percent of the 
total number of enterprises, and 95 percent 
of the revenue collection by the tax 
administration. 

Figure 4.4: From informal to formal 
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4.26 Figure 19.2 shows the step-by step process of becoming formal and obstacles along 
the way. In the first stage of informality, micro-firms do not have to deal with registration 
procedures or the taxation system. Operations of very small firms can easily escape the control 
of local authorities, especially in rural areas. The second step involves registration at the district 
level, which exposes them to regulation and taxes. At this stage, operating outside the system 
becomes costlier. Registration and taxation at this level are not very cumbersome, and a number 
of informal practices ease the procedures. For most businesses, however, going into this first 
degree of formality does not imply improved access to the formal financial sector. 

KEY CONSTRAINTS TO GROWTH OF MICRO-FIRMS 

4.27 Findings of several small surveys suggest that access to financing, fear of 
registration procedures, and taxation are the fundamental constraints to micro and small 
firms. In addition, micro-firms have identified electricity and governance as secondary 
constraints imposing fixed costs. 

ACCESS TO FINANCING 

4.28 The micro-firms surveyed for the ICS consider lack of access to sources of 
financing the most important constraint to operating their business. About 30 percent of the 
firms emphasized that the lack of affordable credit supply prevents them from expanding or 
simply running their business properly. The HRDME Survey found that 68 percent of micro- 
firms would like to apply for loans. 



4.29 Only 11 percent of the rural population have access to the formal financial sector 
and only 1 percent of the population have saving deposits.85 In urban areas the access rate 
might be higher but no data are available. The Agricultural Promotion Bank (APB) has been 
running micro finance schemes for the last 10 years. Despite the cost of formality (APB's 
procedures to obtain loans remain long and cumbersome when compared to informal sources) it 
has reached around 40,000 households in rural areas with subsidized interest rates. 

4.30 Surveys show that there is demand for microfinance services. In the micro-firms' 
survey, more than 50 percent of the entrepreneurs mentioned that a village credit fund for 
business development would improve their capacity to sustain and expand their business. In 
2002, the Bank of Lao estimated the size of the potential micro finance market at around 270,000 
borrowers and 560,000 depositors. It also states that only 25 percent of this market is currently 
being served by micro finance providers including moneylenders. 

4.31 The majority of micro-firms in Lao PDR have access only to very basic financial 
systems. Major reasons to explain the problem of access are lack of information on financial 
possibilities and lack of experience in dealing with the formal financial sector. Other surveys 
dealing with medium enterprises found other major constraints such as failure to meet the 
requirements of commercial banks in terms of collateral (mostly land certificates) and 
cumbersome and time-consuming procedures and paperwork. As a result, the only available 
sources of financing for the vast majority of the Lao entrepreneurs are suppliers, members of 
their community, and informal moneylenders. 

4.32 Unlike in the formal sector, suppliers constitute a major source of credit for 
operating micro-firms, mostly in the form of factor inputs. Based on the estimates of 
national surveys, a quarter of micro-firms have outstanding debts with their suppliers.86 Traders 
and equipment suppliers often supply their goods on credit. The supplier would then have strong 
interest in ensuring that the purchaser succeeds financially so they can repay loans. To ensure 
success, some equipment suppliers provide a package of equipment, training and follow-up 
services to support the purchasers. 

4.33 Retained earnings and family and friends are the main sources of financing to 
start up a business. The HRDME survey by GTZ (2006) found that 15 percent of the micro- 
firms have outstanding loans with friends or relatives, with zero interest rates and no collateral 
required. Normally, no specific amortization period is fixed. The repayment of the principal 
stretches over an undetermined period of time, depending on the success of the activity, until the 
loan is paid off. The amount of resources available from these sources is small and very often 
alternative financial sources are required. 

" Fukui and Llanto (2003). 
86 HRDME Enterprise Baseline Survey (2005), GTZ (2006). 



Box 4.5: An experience with money lenders 

At 5:30 in the morning a woman borrows 40,000 kip from a private moneylender known to her 
family at Vientiane's Morning Market. She will use the money to buy oranges and limes from a 
neighbor on the outskirts of Vientiane, keeping 2,000 kip aside to pay the market tax daily fee. Two 
hours later she starts selling. Before 5 pm, the moneylender will arrive to have the money repaid with 
20 percent interest for the day: 48,000 kip. If she fails to reimburse the money, the day after she will 
have to pay 40 percent on the outstanding debt. If sales are appropriate, in a couple of weeks she 
should be able to do without borrowing. She would again request the services of the moneylender if 
she needs to expand her business or if she considers paying for a license to rent one of the market stalls. 

I Source: Interviews during the survey of informal firms. I 

4.34 High taxes are perceived by micro-enterprises as an important constraint to 
busine~s.~'  In the survey of micro-firms carried out for this report, the second most important 
constraint identified by firms is the high taxes. Taxation has also been identified by micro-firms 
as a major issue in the HRDME Enterprise Baseline Survey (GTZ, 2 0 0 6 ) . ~ ~  

4.35 Despite the perceived high taxes, about 75 percent of the micro-firms surveyed are 
actually paying taxes. While half of them considered the level of taxes to be appropriate, about 
half of them found taxes too high for their income. Sixteen percent of them acknowledged that 
they should and could be paying more taxes. 

4.36 Most of the Lao PDR micro-firms operate under district jurisdiction. The District 
Tax Office is in charge of calculating and collecting taxes for businesses operating at the district 
level. Given that micro-firms usually operate with a small amount of turnover or below 200 
million kip, their annual tax fee is fixed through the contract system by the District Tax Office. 
Most of the entrepreneurs operating at the district level engage in negotiation with tax officers, 
where no actual turnover estimation is made, and the tax payment is settled at officers' 
discretion. Very often, the tax payment is negotiated to a very low level, following an unofficial 
payment from the owner to the inspector. 

4.37 The level of compliance with accounting requirements is very low. Even in the case 
of the simplified system, most of the small firms do not keep records of their transactions. 
Transparency in the accounting records at this level is rare. In Vientiane, firms are said to keep 
three sets of books: one for the tax office; one for the tax office when it says it wants to see the 
real set of books; and the real set of books.89 

4.38 As a consequence, firms seek operating at the district level where regulation 
avoidance is easier. Businesses seeking to comply with the accounting and taxation regulations 
find themselves in a disadvantageous position to compete with firms that negotiate their taxes. 

87 Informality survey (Investment Climate Assessment, World Bank, 2006); HRDME Survey on micro-firms (GTZ, 

88 
2005). 
This is based on a sample of 83 establishments with fewer than 3 employees. 

89 Stuart-Fox (2006). 
83 



Businesses that remain small (or at least "officially" small) have a number of means to avoid tax 
regulations. Under the actual system, entrepreneurs at the district level seem to be the biggest 
beneficiaries in monetary terms of the irregularities in the system. The results of small surveys 
carried out by the National Tax Office suggest that most of the micro and small firms are paying 
taxes below theoretical level and many are also paying below their real capacity.g0 The 
determination of the level of taxes that micro-enterprises could afford to pay and how close it is 
to the current legal and real levels is difficult to estimate, and no comparable studies have been 
carried out in neighboring countries. Tax officers also take a share of the gains, at the expense of 
the national Treasury. 

REGISTRATION PROCEDURES 

4.39 Estimates based on registered firms' records from the National Tax Office suggest 
that a big majority of registered firms are micro or small businesses that are required to 
register only at the district level. Indeed, 96 percent of registered firms in the Tax Office are 
classified as a small business according to their annual turnovers. It is beneficial to register as a 
small firm, since registration procedures at district level are simpler than those at the provincial 
level. 

4.40 Virtually all the micro-firms at the district level start operating without formal 
registration, and 30 percent continue to operate unregistered. A considerable percentage of 
them manage to operate unregistered over the long term. Practices in identifying such firms and 
encouraging them to register vary across regions and at discretion of tax officials. A survey 
conducted by the Swedish International Development Association (SIDA) project in the Tax 
Department found that approximately 30 percent of businesses in Chantabouly District was 
unregistered with the tax administrationg' (25 percent of the companies surveyed for the micro- 
firms survey were in the same situation). 

4.41 Registration procedures are not perceived by the firms as particularly 
burdensome; however, the benefits from registering do not appear to offset the costs of 
moving to formal sector, as suggested by some surveyed firms. Thirty-eight percent of firms 
were not registered, although some of them have been registered before. Taxes were collected 
monthly by the Finance Office, suggesting a lack of coordination between finance and trade 
district offices. Businesses providing domestic services (small construction work, cleaning 
services), operating at home or in premises not visible from the street (mostly household-based 
tailors), were unregistered. Only one firm acknowledged paying not to be registered, but two 
more implicitly recognized that their businesses were incorrectly registered as district-level 
firms. According to these firms, the conditions to access financing did not improve, and no 
access to a broader market was gained by registering. Only 16 percent of the registered firms 
perceived the registration process as cumbersome. Reasons given by unregistered firms not to 
register were lack of money to pay taxes and the small size of their activity. 

90 SIDA Tax Team at the National Tax Office, Ministry of Finance. 
9 '  February 2005, 105 businesses in Chantabouly District, Vientiane Capital. 



I Figure 4.6: Electricity tariffs, 2005 (kip1kwH) 

4.43 Registration has a greater effect in 
the smallest businesses, in terms of fixed costs 
for electricity bills. All types of small 
businesses with low consumption suffer 
important increases in their electricity bill after 
registration. Once registered, a small 
commercial business triples its electricity 

4.42 Micro-firms perceive electricity 
prices as a secondary constraint for business. 
However, the cost of electricity may be one 
reason for staying unregistered. The tariff 
system is structured as residential and non- 
residential sets of tariffs, as shown in Figure 
20.1. EdL inspectors have the responsibility for 
ensuring that businesses are paying the non- 
residential rate instead of the residential one. A 
small household business could be at the second 
level of consumption (<I50 kwhlmonth), 
whereas a larger business will almost certainly 
be on the third consumption block. However, if 

Figure 4.7: From residential to non-residential tariff 
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expenses, while bigger businesses double their 
expenses, compared with a non-registered 
business with similar consumption. Figure 20.2 Source: Quintana (2005). 

compares the effect of changing from residential to non-residential commercial tariffs in 
businesses with low (second block) and high electricity consumption. In the case of low 
consumption businesses, the increase in the expenditure is relatively higher. 

these two firms are properly registered, they will both be paying the rate for "commercial non- 
residential consumers." 

4.44 The constraints described above act as barriers to the growth of informal sector firms 
and their move to the formal sector. Breaking these barriers will enable informal sector firms to 
grow, and have important implications for reducing poverty. 

POVERTY, INVESTMENT CLIMATE, AND THE INFORMAL ECONOMY 

4.45 In Lao PDR, households with relatively higher income are more likely to own a 
household business. Thus, while informality in developing countries has often been associated 
with deeper poverty, informality in Lao PDR - defined in terms of household-based enterprises - 
seems more apparent among relatively higher-income groups. LECS data indicate that business 
ownership by households is strongly associated with living standards. While only 2 percent of 
the poorest group own a household business, 82 percent of the richest group own household 
businesses (Table 21.1). Thus, business start-ups are more likely conducted by more well-off 
groups. In 2002 - 2003, the two poorest expenditure groups accounted for only 8 percent of the 



households that started a business in the 2 years prior to the LECS 3 survey, compared to more 
than 50 percent for the richest quintile. 

4-46 A number of factors may Table 4.2: Household-based enterprises by expenditure 
explain why the poor are less likely to quintiles 

start their own business. These include 
low level of skills, lack of training, and 
limited capital. Lacking in assets, the 
poor are also less likely to obtain credit, 
especially from formal sources, to finance 
their working capital. 

4.48 For growth to be broadly based, it requires an environment that facilitates the 
entry and growth of firms. In Lao PDR, much of this growth may come from the dynamism of 
micro and small enterprises. An important set of factors that can strongly influence the growth 
and operation of enterprises is the investment climate. 

Ouintiles (poorest to richest) 
1 2  3 4 5 

percent with 
household-based 2.4 6.1 15.5 36.5 82.4 
entelprises 

4.47 The poorest groups in Lao 
PDR are less likely to engage in non- 
farm businesses, like in Viet Nam (see 
Vijenberg and Haughton 2002). 
However, a much higher proportion of the 

percent to total 
householdsthat 
startedbusinesses 

2.0 5.5 10.4 26.3 55.9 

over past 2 years 
Source: Estimates based on the Lao Expenditure and 
Consum~tions Surveys, 2002103. 

provides opportunities for the poor to 
gain from their labor endowment and 
from selling their products. A good 
investment climate lowers risks 
associated with operating a business, 
encouraging the entry of new enterprises. 
Thus, provinces with better access to 
electricity and roads have higher 
proportions of households that operate 
non-farm enterprises (Figure 21.2). 
Earlier studies found that rural poverty 

poor in Viet Nam operate non-farm enterprises compared to the proportion of the poor in Lao 
PDR. About 35 percent of the households in the bottom two quintiles in Viet Nam owned a non- 
farm enterprise in the 1990s, compared with only 4 percent of the households in Lao PDR's two 
poorest expenditure groups in 2002-03. Opportunities to engage in entrepreneurial activities 
appear to have been mostly captured by more well-off groups in Lao PDR. This does not, 
however, indicate that the poor have not benefited from the policy reforms and accompanying 
high economic growth. A growing economy means more businesses created, offering alternative 
income and employment opportunities for the poor. The LECS data show that poverty rates are 
lower among provinces with a greater proportion of household businesses (Figure 2 1.1). 

4.49 Good infrastructure means 
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Figure 4.8: Poverty vs. household businesses 
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incidence can be reduced by 7.2 percent I 
by providing all-weather roads. This is equivalent to 5.6 percent of the total population in Lao 



PDR (ADB, 2005g). A study by Warr (2005) also shows that providing dry season road access 
can lower rural poverty incidence in Lao PDR from 33 to 29.7 percent, based on the national 
poverty line. 

4.50 Villages with better investment climate had much higher number of household 
businesses. Simulations based on a village-level regression analysis have been undertaken for 
an average village with a poor investment climate - village with no access to electricity, roads, 
financing, and daily or periodical markets (Appendix 9). Out of the 540 villages in the LECS 3, 
there are 165 of such kind. An average village had about 20 percent of the households running 
non-farm enterprises. However, for an average village with a poor investment climate, the 
proportion of household-based enterprises was only about 7 percent. 

Figure 4.9: Household business vs. infrastructure Figure 4.10: Impact of an improvement in the 
investment climate on employment 
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4.51 Addressing the investment climate constraints could double self-employment 
levels in villages with poor investment climates (Figure 21.3). This has important implications 
for poverty reduction, since poverty was also found to be higher in areas with an inferior 
investment climate. 



5. CONCLUSIONS AND RECOMMENDATIONS 

The issue of quality of data has severely undermined the ability to rank investment 
climate constraints and determine the binding constraints. In order to identify binding 
constraints, perception data need to be compared with available quantitative data, and be 
supported by background information and evidence. The Lao PDR ICS has shown some 
disconnect between these sources of information. Most likely the current rapid structural change 
and the move to a market economy have produced this disconnect. Such phenomenon has been 
observed in many transition countries, especially Least-Developed Countries, and it is hoped that 
as transition progresses, this problem will be diminished. 

To improve the diagnostics, several directions for new studies need to be deepened. 
These may include the reasons for informality; the size and productivity of micro-firms and 
specific constraints that they face in comparison to formal firms; the extent and impact of 
governance on firm performance; the taxation of SMEs; and the policy going forward. 

To improve the investment climate, the Government of Lao PDR needs to eliminate the 
binding constraints on businesses' ability to increase productivity, expand, and create jobs. 

1. Improve infrastructure that is important for business 

Improve quality of service. Improve reliability of electricity provision, especially during 
the rainy season and in the North. Review EdL's tariff structure with respect to micro- 
businesses, to minimize the large tariff distortion between residential and commercial 
consumers. Use an information campaign to inform users about tariff changes. 
Encourage greater private sector involvement in utility operations to enhance efficiency 
of operations. 

Good roads are critical for development. Adequate funding should be provided for 
building new roads and maintaining existing road networks. This will strengthen 
linkages between product and input markets, as well as reduce firm losses arising from 
transportation failures. Improve road transportation, as well as cross-border 
transportation, to improve access to local markets. Encourage private investment in 
trucking services and inland dry ports to facilitate cross-border transportation. 

Private investment in infrastructure should be encouraged through transparent and 
consistent regulations and more competitive markets. In deciding whether to invest, 
private firms are particularly concerned about the extent of regulatory uncertainties. 



2. Reduce unnecessary government regulations 

Move from licensing to registration in regulations on starting a business. Hasten the 
review and approval of the implementing decrees for the new Enterprise Law 2005. 
Investment laws and incentives should be made public and easily available. 

The number of obligatory procedures prior to starting a business should be reduced, and 
line ministry licenses for business operating licenses in most sectors should be eliminated 
(or changed so that registration can also take place after the start of business). For 
example, this can be achieved by designating one department to accept and process 
applications, and to coordinate with other government units in the issuance of business 
license. Operational licenses should be maintained only for strategic businesses that 
require closer oversight. Company seal and sign requirements should also be reduced. 
Re-registration procedures should be significantly simplified. Regulations regarding 
issuance of licenses/permits and re-registration should be made uniform across the 
country. 

Improve government efficiency in business monitoring. Reduce the frequency of 
inspections to a maximum twice a year. Make the aims of inspectors transparent, and 
pre-identify criteria for inspections to reduce opportunities for rent seeking. Using teams 
of inspectors may also help decrease inspection time or opportunities for informal 
practices. 

Reduce the number of procedures and signatures required for exports. Streamline 
customs procedures. Consistent with the GMS program, efforts should be made to 
simplify and make customs procedures transparent; and continue to harmonize customs 
procedures, inspections, quarantines, and other cross-border regulations along with other 
countries in the subregion. 

The country should continue to support ongoing efforts to harmonize cross-border 
regulations through subregional cooperation in the GMS, to facilitate trade and 
investment. Easing cross-border regulations through faster processing and simpler rules 
will reduce travel time and transactions costs, accelerate investment, and ease the process 
of tapping into new markets. 

Promote foreign and regional cross-border investments into manufacturing (including 
agro-processing) and services as they can transfer technology and good management 
practices and contribute to higher productivity in the relevant sub-sector as has happened 
in garments and wood. 

The Government's move toward the privatization of state-owned enterprises, and the 
eventual tariff reductions under the ASEAN of Free Trade Area (AFTA) agreement, could create 
apprehensions over decreases in both tax and non-tax revenues. Such concerns may be 
unwarranted if the Government can implement measures to improve tax collection and broaden 
the tax base. In addition to simplifying tax structures and reducing inefficiencies in tax 
collection, the challenge for the Government is how to promote private sector growth to raise 
incomes. It is critical to facilitate an environment that stimulates current private businesses and 
encourages entry of new firms. 



3. Reduce discretion in the taxation system and improve administration 

Amend the policy on annual registration by extending the validity of registration for 
medium and large firms for 3 - 5 years. Multiplicity of taxes and confusion in tax 
implementation can be addressed by implementing greater transparency and simplifying 
tax procedures, taking lessons from other countries that have restructured their tax 
systems. 

A nondiscretionary system should replace the current contract tax system. While, in 
theory, the contract system should be adequate for a country where private firms 
traditionally maintain poor accounting records, in practice it has proven inefficient in 
collecting revenues and has become a source of extortion. 

Amend the policy on annual registration for tax purposes, extending the validity of 
registration for medium and large firms. 

Encourage the use of non-cash payments system (banking or postal) for tax collection. 

Simplify customs regulations and make them more transparent. Unnecessary discretion 
in import and export licensing procedures should be removed. 

r Make laws and investment incentives publicly and easily available. 

4. Maintain macroeconomic stability and reduce uncertainty 

Continue to maintain macroeconomic stability. 

r Promote a productive public-private dialogue, and provide capacity building to industry 
associations to enable them to play a more active role in shaping public policy. This will 
also improve private sector compliance with official rules and regulations. 

5. Widen opportunities to access formal sources of financing 

Continue efforts to reform, restructure, and recapitalize the banking system, together with 
substantial improvements in corporate governance and technical training. Encouraging 
the entry of foreign banks can provide the additional much needed financing - for 
example, by leveling the playing field between state and private banks, and by 
encouraging strategic investors to partner with state banks. 

Review banks' lending procedures to simplify the application process and foster the 
creation of commercial-based lending criteria, in order to ease financing for private 
companies with viable investment projects. 

To support expansion of small firms, encourage the growth of microfinance institutions. 



The study suggests that infrastructure, skills and education, government regulation, 
access to finance, and macroeconomic uncertainty are the leading constraints on private sector 
businesses in the tourism industry. 

1. Infrastructure. The two critical problems are electricity and transportation. At the Lao 
Business Forum's Tourism Working Group, the most often-cited, highest-priority issue was air 
transportation. 

Review EdL's tariff structure, to ensure fair assessment of utility costs and support the 
move to cost recovery across economic sectors and consumer categories. 

Continue infrastructure development in the rural areas of Lao PDR, to facilitate 
international tourism. 

Pursue an open skies policy and direct air links with countries outside the region, 
particularly Europe, the US, and Japan. 

Seek a joint-venture partner for Lao Airlines that will increase the airline's resources, 
help it to upgrade its fleet, and enhance management. 

2. Skills and education. The tourism sector faces a skills shortage across the complete 
range of seniority levels and job functions. A variety of tourism-specific training initiatives have 
sprung up, but there remains no comprehensive training institute or program to ensure a steady 
supply of well-qualified employees. 

Strengthen vocational training for tourism workers. Develop a training institute for the 
tourism industry, drawing on regional or international examples, such as the Dusit Thani 
School in Thailand. For example, encourage a joint-venture hotel school with initial 
support of the Lao PDR National Tourism Authority. 

Review the resource requirements of the tourism management program at National 
University of Laos to ensure that it can play a valuable role in educating the next 
generation of industry leaders. 

3. Government regulation (including tax rates and business registration procedures) 

Streamline the business registration process to create a true one-stop approval process, 
preferably with guaranteed decision times, and rationalize inspections, covering only the 
most critical areas while ensuring transparency. 

Restructure the visa system to allow one-month visas on arrival for no more than the cost 
of attaining a tourist visa at a Lao embassy overseas, and to allow tourists to obtain visa 
extensions outside of Vientiane. Introduce GMS visas. 

Establish a hotel classification system for the Lao market. 



Promote private-sector participation in the new Tourism Promotion and Marketing 
Board, to enhance coordination between the country's tourism providers and the image 
being presented to the international market. 

4. Access to finance 

Continue efforts to reform, restructure, and recapitalize the banking system, together with 
substantial improvements in corporate governance and technical training, to transform the 
Lao banking sector into a viable system for mobilizing savings to finance private sector 
investment. 

Review banks' lending procedures to simplify the application process and foster the 
creation of commercial-based lending criteria that ease financing for private companies 
with viable investment projects. 

5.  Macroeconomic uncertainty. Firms expressed great concern about the unpredictability 
of the Government's response to external events, and the potential difficulties it could present to 
their operations. In general, these firms expressed frustration with the poor quality of the public- 
private dialogue in Lao PDR, and the perception that the industry has little real input into the 
government policymaking process. Initiatives such as the Lao Business Forum have helped the 
industry to express an agenda, but the key informants interviewed did not feel the Government's 
policymaking process was responsive to that agenda. 

Provide technical assistance to the two relevant industry associations, Lao Hotel and 
Restaurant Association (LHRA) and Lao Association of Travel Agents (LATA), to 
develop their advocacy and policy development capabilities. 

Work with the LNTA, LHRA and LATA to promote a productive public-private dialogue 
in the tourism industry, recognizing the importance to tourism firms of involvement in 
shaping the future of their sector. 
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APPENDICES 

Surveys and stand-alone studies conducted under the Investment Climate Assessment 
1. Investment Climate Survey (see Quintana, 2006) 
2. Informal firms survey and study (see Quintana, 2006) 
3.  Electricity demand survey and study (see TEPCO, 2006) 
4. Supply chain analysis of the garment industry (see Global Development 

Solutions, 2006) 
5. Tourism sector study (see Peters, 2005) 



APPENDIX 1: REVIEW OF RECENT PRIVATE SECTOR STUDIES ON LAO PDR 

Over the past several years, a number of studies have been conducted to examine private 
sector constraints in Lao PDR. Like the Investment Climate Assessment (ICA), these studies 
also raise a number of important issues that need to be addressed to promote private sector 
growth. The ICA complements these studies by providing quantitative evidence of how firms 
view the business constraints and how the constraints impact firm operations, since most of the 
studies did not base the results on an enterprise survey. In the case of studies that also conducted 
a survey of firms, their findings appear to reinforce the results of the ICA. 

In 2002, a study conducted under an ADB technical assistance project aimed to analyze 
issues affecting market entry and operations in Lao PDR and formulate recommendations to 
strengthen the business environment. Among the key recommendations of the study were to 
streamline registration and licensing; conduct stronger government-private sector dialogue; 
improve the tax structure; formulate a mechanism for better dissemination of regulations; ensure 
greater transparency in the awarding of investment incentives; develop an SME financing 
strategy; and implement an action plan for private sector development. Many of these issues 
were reinforced in a private sector assessment conducted by Sung (2005) for ADB. In addition 
to analyzing the overall constraints to private sector development, Sung also explored specific 
issues affecting the competitiveness of key sectors, and laid out policy actions for the private 
sector in general, as well as, measures which were sector-specific. 

Another study commissioned by the United Nations Development Programme, National 
Economic Research Institute, and United Nations Industrial Development Organization also 
focused on examining the bottlenecks to private sector development in Lao PDR. This study, by 
Mallon (2005), highlighted the difficulties regarding business entry, taxation and customs 
administration, and the overall administrative and regulatory environment. Weaknesses in public 
administration and contract enforcement were noted to pose specific barriers to business 
development. 

In 2006, in the trade integration study on Lao PDR, the World Bank and the donors of the 
Integrated Framework pressed the need to promote the private sector to enable the country to 
take advantage of trade opportunities. Among the key challenges facing the business sector are 
costly and unreliable infrastructure services, cumbersome regulatory environment, and low-level 
of entrepreneurial skills. In the study, business and regulatory environment is mentioned as the 
number one binding constraint for exports and trade promotion. The high degree of policy 
uncertainty is considered to be a result of poor public-private dialogue, unclear government 
policies, and the lack of transparency. 

Other private sector studies based their analysis on interviews or survey of firms. A 
study conducted by Shultze (2003) on behalf of GTZ was based on an interview of firms, but 
focusing only on SMEs in Vientiane capital and working with fewer firms compared to the 
I C A . ~ ~  In the interviews conducted under the study, firms were asked about their assessment of 
the overall economic policy and situation, the impact of these on them, their rating of specific 
problems affecting firms, and their financing experience. On the general perception about 
economic policy, about half of the respondents viewed it as "good." For some firms, which 

92 The study of Shultze utilized information mainly from a survey of 40 firms from Vientiane Capital. 
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viewed otherwise, their negative assessment was based on the perceptions of lack of support 
from the Government, lack of mechanism for business promotion, inconsistency in rules and 
regulations, and the high cost of infrastructure services. Firms were also asked about their rating 
of a list of main problems affecting companies. At the top in the ranking of constraints is "too 
high taxes", followed by competition, lack of marketing, and lack of capital (Figure Al.1). 
While both the ICS and GTZ considered taxation to be a crucial issue, they differed in terms of 
the importance placed on competition. In the ICS, only 5 percent considered anti-competitive 
practices as a serious obstacle compared to 33 percent of firms in the GTZ study. It should be 
noted, however, that since the GTZ survey was conducted in Vientiane where more firms operate 
relative to other provinces, then competition could indeed be more pronounced. 

A recent survey of firms was 
commissioned by the GTZ and 
undertaken in 2005, almost in 
parallel with the ICA: the HRDME 
Enterprise Baseline Survey (EBS). 
Like ICA, EBS was concerned about 
identifying constraints to firm 
growth and productivity and used a 
combination of perceptions and 
quantitative data. However, EBS 
had a smaller geographical coverage 
and applied a different sampling 
frame - based on the 2004 tax 
registration of covered districts. A 
comparison of the EBS and ICA 

Figure A.1.1. Major Problems of Companies, from 
HRDME survey by GTZ 
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placed on the  constraint^.^^ In comparing the two, one should note that the list of pre-identified 
constraints in a way differ between them. For example, macroeconomic uncertainty and 
transportation were not among the constraints stated in the EBS, but were identified in the ICA. 

A similarity between the two surveys is the perception on regulations. Regulatory 
uncertainty ranked second in the list of ICS constraints. In the EBS, fees and regulations were 
also considered among the top three constraints, with 28 percent of firms rating these as "big" or 
"very serious" problems (Figure A1 -2). Taxation also figured in among the top three constraints 
in the ICS. In the EBS, "too high taxes" was the foremost concern among all issues related to 
"fees and regulations", with 51 percent of firms saying such issue was "very serious" or "big" 
(Figure A1.3). Another similar result is on customs and trade regulations. In the EBS, about 23 
percent viewed these as serious issues. This is comparable to the 20 percent of firms in the ICS, 
which considered them as major or severe obstacles. 

There is a difference, however, between the two surveys in terms of the importance 
placed on financing. In the ICA, financing was considered a serious issue among 22 percent of 
firms surveyed, making it the fifth most important. In the EBS, however, "lack of capital" was 
the top constraint, and considered more serious than infrastructure or regulations. Infrastructure 

93 See "Extracts of the HRDME EBS 2005 Survey" (HRDME, 2006). 
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was the highest constraint in the ICS, with about 50 percent of firms surveyed finding it as major 
or severe obstacle, and the main issue being electricity tariffs. In the EBS, only 13 percent 
considered infrastructure to be a "very serious" or "big problem." However, in the EBS, about 
33 percent of firms considered "high utility costs" to be a major issue, which indicates that 
electricity price could be the problem, more so than access, just like in the ICS. Although there 
are differences in the weighting of issues between the ICA and EBS, still both have brought out 
quite similar issues that impede private sector development. 

Figure A.1.2: Percent of firms in the EBS rating 1 Figure A.1.3: Problems with "fees and regulations" I 
issue as "very serious" or "big" 
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APPENDIX 2: APPENDIX ON MANUFACTURING 

Regression analysis takes into account many firm-specific characteristics and provides a 
systematic method of measuring the effect of investment climate constraints on productivity. In 
the analysis below, productivity refers to the effects of any variable different from the inputs- 
capital and labor-affecting the production process. In general, productivity is expected to be 
correlated with labor and capital, and therefore these factors of production must be treated as 
endogenous regressors when estimating production functions. To address the endogeneity 
problem of the inputs, the analysis adopts the approach described in Escribano and Guasch 
(2005). Specifically, an extended Cobb-Douglas production function is estimated, where a 
vector of firm-specific observed variables in the Lao PDR Investment Climate Survey (ICS) 
dataset proxies for fixed aspects in the investment climate. Given that the technical rates of 
substitution between the factors of production are very different for different goods, the 
estimation methodology consists of splitting the sample of firms into industry groups: 
garmentsltextiles, food and beverages, construction materials, and wood processing. 

Econometric Methodology 

As a starting point, technology is described by a Cobb-Douglas production function with 
Hicks-neutral technical change (in natural logarithmic form) for firm i in industry j at time t: 

where value added v is produced combining labor 1 and capital k. u is residual firm 
productivity and can be decomposed as follows: 

where w is a component of firm productivity that is known to the firm manager and 
possibly affects input choices but is unknown to the econometrician and E is a random shock to 
productivity that is realized after input choices are made (therefore it is not correlated with input 
choices).94 Since firms that are more productive will hire more labor and use more capital in 
order to produce greater quantities, estimates of the corresponding production function 
parameters, and Pk, obtained by ordinary least squares (OLS) techniques that do not account 
for such endogeneity are biased. 

In order to mitigate the endogeneity problem of the inputs, the Cobb-Douglas production 
function is augmented by observed firm characteristics and proxies for usually unobserved firm 
specific fixed effects available in the ICS data: 

Where Z is a vector of firm characteristics and IC is a vector of firm-specific investment 
climate constraints. Z includes dummy variables for export status, size, province, and year. IC 
includes total hours of power outages in 2004; a dummy variable equal to I if firm i believes 

94 More specifically, the conditional expected values verify the following equalities: E[E,, /1,,]=0 and E[E,, / k,,]=O. 
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local government officials' interpretation of regulations is unpredictable; and the average 
percentage of shipment loss due to breakage or spoilage in transit. 

Equation 3 is estimated by OLS using data collected in the ICS for years 2002, 2003, and 
2004, with clustering on establishment. Note, however, for variables in vectors Z and IC, data 
are available only for 2004. While variables in Z are generally fixed over the 3-year period, 
investment climate constraints may be quite different year-to-year. In the regression analysis, an 
assumption is made that IC variables are fixed over 2002, 2003, and 2004. The limited number 
of observations in the data collected by the Lao PDR ICS, as described below, necessitates such 
a heroic assumption. 

Thus, several standard methods for estimation of production functions and for estimating 
the demand for exports and determinants of investments have been attempted in this study. 
However, none of these produced significant or plausible results. This was mainly due to the 
small sample size by sector, and to the skewed distribution of the firms types within industries 
(for example, too many exporters in one industry and too little in others). The pooled regressions 
did not work due to the too restrictive assumptions regarding constant conditions in the past and 
low power of tests. As a result, productivity analysis is limited, but results are presented below 
for further reference. Attempts with investment and export decision and demand equations are 
described at the end of this Appendix. 

DeJinition of Variables 

The regression analysis of productivity is based on a sub-sample of manufacturing firms 
from the ICS for which the values of variables are not considered to be outliers and for which 
data on all production variables is available. The original total number of firms in the survey 
before selection is 246: 53 in GarmentsITextiles; 34 in Food and Beverages; 67 in Construction 
Materials; and 92 in Wood Processing. Identifying and dropping outliers, the sample size is 
reduced to 160 firms: 40 in GarmentsITextiles; 23 in Food and Beverages; 42 in Construction 
Materials; and 55 in Wood Processing. Consequently, pooling all three years of data is 
necessary given the small sample sizes for each industry. 

An observation (i.e., firm) is defined to be an outlier for variable X, if its value is greater 
than the 75th percentile of X in industry i by more than 3 times the interquartile range (IQR, 
which is the 75'h percentile minus 25th percentile) for industry i or if its value is less than the 25th 
percentile of X in industry i by more than 3 times IQR for industry i. The variables for which 
this outlier rule is applied are the output-labor ratio, capital-labor ratio, materials-labor ratio, 
labor share in revenue, and materials share in revenue. For input revenue shares, all firms with 
labor or materials revenue shares larger than 1 are additionally classified as outliers. Outliers are 
identified for the ratios and shares in each of the three sample years. 

Production function variables are defined as follows: 

Value added for years 2002, 2003, and 2004, respectively, are given by "total sales" 
(966 1-02, 966 1 03, and 966 1 04) minus total purchase of "raw material and 
intermediate goods-(whether used in production or not), including finished goods for 
resale" (966-2-02,966-2-03, and 966-2-04) in Question 66. 
Labor for years 2002, 2003, and 2004, respectively, are given by the total number of 
"permanent employees" (957 - 1,957 - 2, and 9.57 - 3 - 1) in Question 57a. 
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Capital for years 2002, 2003, and 2004, respectively, are given by net book value of 
"machinery and equipment (including transport)" (q 70-1-02, q 70-1-03, and 
970-1-04) in Question 70. 

Input revenue shares used in the identification of outliers are defined as follows: 

Labor revenue share for years 2002, 2003, and 2004, respectively, are calculated as 
the "total cost of labor, including wages, salaries and bonuses" (966-3-02, 966-3-03, 
and 966-3-04) divided by "total sales" (966-1-02, 966-1-03, and 966-1-04) in 
Question 66. 
Materials revenue share for years 2002, 2003, and 2004, respectively, are calculated 
as total purchase of "raw material and intermediate goods (whether used in 
production or not), including finished goods for resale" (966-2-02, 966-2-03, and 
966-2-04) divided by "total sales" (966-1-02,966-1-03, and 966-1-04) in Question 
66. 

Firm characteristics are defined as follows: 

Exporters are defined as firms that "exported directly" at least 10 percent of total 
sales in 2004 as given by Question 9a (q9b 3). 
Size is given by sum of permanent workers (957-3-1) in Question 57a and the 
permanent-equivalent of temporary workers, which is defined as the total number of 
"temporary employees" (9.58~-1-1) times the factor of "average length of 
employment for each temporary worker in days" (9.58~-4) divided by 365. Size 
categories are defined as follows: small (less than 20 employees), medium (20 to 99 
employees), and large (1 00 or more employees). 

The investment climate variables are defined as follows: 

- Hours of power outage is given by "number of days" of power outages (928-2-1) 
times "average duration per day (hours)" of power outages (928-3-1) in Question 
28. 

- The dummy variable "Believe local government officials' interpretation of 
regulations in unpredictable" is given by response of firm i to Question 48 that 
asks: "To what extent do you agree or disagree with this statement?: 'In general, 
(provincial/local) government officials' interpretations of regulations affecting my 
establishment are predictable." Firms are classified as belong to 2 groups: (1) 
those that answered "fully agree," "agree in most cases," or "tend to agree;" and 
(2) those that answered "fully disagree," "disagree in most cases," or "tend to 
disagree" (948-2). 

- "Percentage of shipment loss due to breakage or spoilage in transit" is given by 
Question 3 1 a that asks "For shipments in the domestic market, what percentage of 
the value of your shipment was lost while in transit due to breakage or spoilage?" 
(931a-1). 



Table A.2.1: Profile of Manufacturing Firms 

Construct Food and Textiles/ Wood 
All ion beverage Garments handicraf processin 

materials s t !4 
Number of firms 246 6 7 3 4 39 20 8 6 

Median number of workers 21.0 11.0 13.5 250.0 20.5 25.0 

Average share of female 
workers ( %) 

33.0 14.7 33.1 82.5 65.3 14.7 

Average age (years) 9.1 7.5 9.4 9.5 10.9 9.6 
Share of firms 
by age group ( %) 
>=5 30.9 35.8 29.4 
6-10 3 1.7 44.8 26.5 
>10 37.4 19.4 44.1 

Share of firms with one or 
more branches 

18.7 17.9 14.7 

Share of firms by majority 
ownership (%) 

Private domestic 78.9 88.1 79.4 43.6 65.0 90.7 
Foreign 18.7 7.5 20.6 53.9 30.0 8.1 
Government1 
Others 

Share of firms previously 
11.0 4.5 14.7 5.1 10.0 17.4 

owned by government (%) 
Share of exporting firms 
(%I 
Average share of exports to 
sales (%) 

28.8 0.0 3.6 72.1 19.5 43.7 

Source: Lao PDR Investment Climate Survey (2005). 



Table A.2.2: Production Function Estimation 

Dependent Variable: In(Value added) 
Garments/Textiles Food & Beverages Construction Materials Wood Processing 
(1) (2) (3) (4) (5) (6) (7) (8) 

In(Capita1) 0.126 0,133 0.040 0.082 0.351*** 0 , 3 7 8 ~ ' ~  0.265:: 0.254:~ 
(0.089) (0.084) (0.129) (0.160) (0,048) (0.059) (0.109) (0.096) 

In(Labor) 0 , 9 7 1 ~ : ~  0,977::: 0.7901** 0.760~ 0.531*** 0,864*** 0 , 6 8 8 ~ ~ '  0,539: 
(0.103) (0,181) (0.124) (0.420) (0,119) (0.254) (0.150) (0.285) 

Power outage (hours) -0.00 1 0.002 -0.003~ -0,002 -0.007** -0.007*** 0,002 -0,001 
(0.002) (0.003) (0,002) (0.002) (0.003) (0.003) (0.002) (0.002) 

Believe local government officials' -0.523' -0.553: 0.034 -0.145 0,363 0,43 1 0.199 0.306 
interpretation of regulations (0,275) (0.299) (0.290) (0,400) (0.378) (0.419) (0.417) (0,353) 

is unpredictable 
% of shipment loss due to breakage 

or  spoilage in transit 
Exporter 

Medium (20 to 99 employees) 

Large (100 o r  more employees) 

Oudomxay 

Luangprabang 

Xayaboury 

Savannakhet 

Champasack 

Year 2003 0.166 0.195' 0.247 0.273 -0.132 -0.174' -0.073 -0.062 
(0.109) (0.1 lo) (0,184) (0.190) (0.085) (0.092) (0.088) (0.08 1) 

Year 2004 0.138 0,155 0.266 0.281 -0,047 -0,146 -0.076 -0.072 
(0.115) (0.122) (0,208) (0.225) (0.112) (0.131) (0.120) (0.109) 

Constant 2.0811*' 1,359 3,338*** 2,881 2 , 9 3 1 : ~ ~  2.451 *** 2,589*'* 2,372::: 
(0,501) (0.961) (0.9 17) (1.737) (0.403) (0.539) (0.378) (0.858) 

Number of Observations 110 110 62 62 114 114 155 155 
Adjusted R 0.739 0.762 0.589 0.610 0,677 0.694 0,659 0.717 
,Votes: Robust standard errors in parentheses, Industries by 2-digit lSlC code: GarmentslTextiles (17, 18, 19); Food & Beverages (15); Construction Materials (26,27); Wood Processing (20). 
Omitted comparison group respective set of dummy variables: size - small (less than 20 employees); province - Vientiane; year - 2002. 
* significant at 10%; * *  significant at 5%; * * *  significant at I% 
Source: Lao PDR inbeshnent Cl~male Surve! 2005. Author's calculat~ons 



Table A.2.3: Statistical Annex to Productivity in Manufacturing 

(Unit: $1 
Total Value Capital Value 

Total Sales Added Per Added Total 
Sales in Per Per Worker Per Compensation 

2004 Worker Worker in 2004 Capital Per Worker 
All Firms 323,769 5,357 2,520 1,898 374 668 
Size 

Small 57,473 4,647 2,345 1,969 366 657 
Medium 355.91 1 6.197 2.458 2.123 220 668 
Large 924,736 5,731 2,971 1,405 6 13 69 1 

Industry 
Garments 628,182 4,244 2,800 792 748 646 
TextilesIHandicrafts 1 13,352 3,493 1,758 1,602 253 728 
Food and 
Beverages 94,033 4,045 2,267 2,383 320 501 
Construction 
Materials 203,806 5,692 2,220 2,171 322 65 1 
Wood Processing 442,306 6,582 2,917 2,058 3 10 746 

Province 
Vientiane 371,756 5,164 2,469 1,761 377 676 
Oudomxay 16,313 2,451 1,776 1,117 242 63 7 
Luangprabang 168,095 6,900 2,986 1,939 305 538 
Xayaboury 183,286 5,988 3,701 1,460 41 1 762 
Savannakhet 349,296 6,200 2,388 2,118 45 5 684 
Champassak 364,902 4,888 2,601 3,111 189 556 

Export Status 
Non-exporters 131,245 4,828 2,241 2,056 300 664 
Exporters 737,053 6,443 3,090 1,578 526 675 

Domestic 280,592 5,333 2,535 1,992 336 659 
Foreign 529,120 5,463 2,457 1,460 547 705 



Table A.2.4: Investment Incidence and Propensity by Type, Region, and Sector 

Investment Rate Investment Rate ( %) - 
(%) for Investing All Firms (Zeros 

InvestmenPo Firms included) 
(New 

(Percentage of InvestmentJLast (New Investment/Last 
Firms) Year Capital) Year Capital) 

All Firms 66.3 44.9 28.9 
Size 

Small 
Medium 
Large 

Industry 
Garments 

TextilesIHandicrafts 
Food and 
Beverages 

Construction 
Materials 

Wood Processing 
Province 

Vientiane 
Oudomxay 

Luangprabang 
Xayaboury 

Savannakhet 
Champassak 

Export Status 
Non-exporters 
Exporters 

Ownership 
Domestic 
Foreign 

Several attempts have also been made to estimate investment and export demandldecision 
equations. Export demand equations lacked right-hand-side variables and number of 
observations. On the investment decision equations, a probit model was used. The Tobit model 
could be used if the dependent variable took on the value zero with positive probability but was 
roughly continuously distributed over strictly positive values. Therefore, the Tobit model is 
appropriate if the dependent variable is the investment rate and non-investors are included. If the 
quality of data is poor and the identification of zeros and missing values is inaccurate, one 
usually gets around this problem by estimating the investment rate equation on only the sample 
of investors (i.e., firms with investmentB0) only. In this case, probit is appropriate since the 
sample is not censored at zero. However, such model did not give positive estimates and results 
are not reported here. 



APPENDIX 3: GOVERNANCE 

In the Investment Climate Survey (ICS), firms were asked whether establishments are 
sometimes required to make gifts or informal payments to public officials to "get things done" 
with regard to customs, taxes, licenses, regulations, services, etc. Over 50 percent of firms 
answered affirmatively: 58 firms (24 percent) responded "always" and 66 firms (27 percent) 
responded "sometimes." For firms that answered "always" or "sometimes", a subsequent 
question was asked: "On average, over a year, what percent of annual sales value would such 
expenses cost a typical establishment in your area of activity?" If the firm could not answer in 
percentage terms, the total value was alternatively given in kips (and divided by the annual sales 
number provided by the firm). Of the 124 firms that answered affirmatively to the first question, 
68 and 56 firms provided estimates of the bribe value in percentages and kips, respectively. 

As seen in the histograms presented in Figure A.3.1, the distributions of the two groups 
are significantly different. From the answers provided by the 68 firms that answered in 
percentage terms, the value of gifts and informal payments is estimated to be on average 4.2 
percent of annual sales (when 4 outliers are dropped). On the other hand, from the answers 
provided by the 56 firms that answered in kips, the value is estimated to be on average 0.2 
percent of annual sales (when 2 outliers are dropped). Because the question is answered solely 
in percentages in the ICS of comparator countries, the two types of answers in Lao PDR cannot 
be combined and compared to the averages of other countries. (In the comparison of the bribe 
level in Lao PDR against the averages of comparator countries that is presented in the ICA 
report, only the average of firms that answered the question in percentage terms is used.) 
Therefore, further survey work is necessary before strong conclusions can be made about 
corruption in Lao PDR. 

Figure A.3.1: The size of bribes - measurement differences due to response type 

1.  firms that answered in percentages 2, firms that answered in kips 

- 1 

percentage of annual sales percentage of annual sales 
gif ts o r  i n f o r m a l  p a y m e n t s  to  p u b l i c  o f f i c ia ls  

Graphs by type of answers 

Source: Lao PDR Investment Climate Survey (2005). 



APPENDIX 4: APPENDIX ON REGULATION 

To examine the question of how different factors, including ownership, affect the burden 
of regulation for enterprises in Lao PDR, we estimate several versions of the equation below: 

Regulatory Burden, = P, + P, Firm Characteristics, + E ,  

The dependent variables are two measures of the burden of regulation-the number of 
inspections that the firm faced in the previous year and the percent of time that the senior 
management of the firm spends dealing with regulations (Table A.4.1). Although these two 
variables are positively correlated at the enterprise level (p = 0.36, p-value = 0.00), they are not 
perfectly correlated. As discussed in the main text, this is not surprising. Dealing with 
inspections is not the only burden associated with regulation. For example, firms also have to 
deal with the preparing for required meetings, filling out forms, preparing tax statements, and 
ensuring that their physical premises meet regulatory standards. 

Both of the dependent variables are limited dependent variables. The first variable, the 
percentage of time that senior management spends dealing with regulatory requirements, is 
bounded between zero and 100 percent. To take account of this in the estimation, we allow this 
variable to be bounded between 0 and 100. In practice, no firms reported that their senior 
management spent all their time dealing with regulatory requirements. The other variable, the 
number of inspections, is a count variable (i.e., it only takes scalar values). We estimate this 
model using a negative binomial count data model. We use this more general model because 
hypothesis tests strongly reject the null hypothesis that the count data follows a simpler Poisson 
distribution. 

Previous studies have shown that small firms--especially microenterprises-manage to 
avoid much of the burden of regulation in low- and middle-income c~untr ies . '~  For example, in 
a sample of low and middle-income countries, microenterprise managers spent about 10 percent 
of their time dealing with government regulations and faced about 3 inspections, compared to 12 
percent and 12 inspections for very large enterprisesSg6 We therefore control for this in the 
number of employees that the firm has in the model. 

Other factors might also affect the burden of regulation. To control for this, we include a 
dummy variable representing whether the enterprises exports more than 10 percent of its sales. It 
seems plausible that the burden of regulation will be greater for exporters. For example, 
exporters are likely to face inspections related to exporting (e.g., customs and trade department 
inspections). Given that firms appear to be concerned about trade regulation, this might be an 
especially great problem in Lao PDR. 

The regressions include two variables indicating firm ownership. If the Government 
owns more than 10 percent of the enterprises, the enterprise is classified as (partly) state-owned. 
State ownership might affect the burden of regulation if state-owned firms are more visible to the 
Government. On the other hand, previous studies in other countries have often found that state- 
owned enterprises manage to use their political influence to avoid many burdensome 

95 See World Bank (2005a). 
96 Data from World Bank (2004b) for Bangladesh, Brazil, Cambodia, Guatemala, India, Indonesia, Kenya, 

Pakistan, Tanzania and Uganda. 
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 regulation^.^^ If foreign enterprises or individuals own more that 10 percent, it is classified as 
(partly) foreign-owned. Foreign-owned enterprises might be able to avoid some of the burden of 
regulation either by bargaining with governments for reduced regulation or by locating in special 
economic zones or export processing zones. On the other hand, foreign enterprises are likely to 
be especially visible to the authorities and might be easier to regulate for political reasons. 

In addition to these variables, the regressions also include a series of sector and location 
dummies. The regional dummies are dummy variables indicating that the firm is located in the 
capital, Vientiane, and a dummy variable indicating that it is located in the South 
(Champassak/Savannakhet. The omitted region is the North (Oudomxay/Luangprabang/ 
Xayaboury). Previous studies have shown that regulation varies between regions in Lao PDReg8 

Finally, the regressions include a series of dummies indicate the sub-section of the 
economy that the firm operates in. The dummies are for garment firms, textile firms, food and 
beverage firms, and wood processing firms. The omitted sector is construction materials. Given 
the large number of inspections by the forestry department, it seems plausible that wood- 
processing firms might face more inspections even after controlling for other factors that affect 
the number of inspections. 

When we regress management time spend dealing with regulation on each type of 
regulation, the size and statistical significance of the coefficients are different for different types 
of regulation-although the coefficients are positive in all cases (Table A.4.2). Combining the 
types of inspections that have the lowest levels of statistical significance and re-running the 
regressions tends to increase the significance of the remaining variables. The null hypothesis 
that the coefficients on inspections by customs, the economic police, the municipal police, the 
trade department, and the food and drug department are all equal cannot be rejected at 
conventional significance levels (p-value = 0.97). When we re-estimate the equation allowing 
the coefficients on these inspections to be equal but allowing the coefficients on those types of 
inspections that are more highly significant to be different, we reject the null hypothesis that 
coefficients on the remaining variables (tax inspections, forest department inspections, industry 
department inspections and labor inspections) are the same as the other combined category at a 5 
percent significance level (p-value = 0.02). Based upon the coefficient estimates in column 3, an 
additional tax inspection increases total management time spent dealing with regulation by 0.3 1 
percentage points, while an additional industry department inspection increases the total time 
spent dealing with regulation by 0.35 percentage points. Although the coefficients on labor 
inspections and forest department inspections are statistically insignificant at conventional 
significance levels, the point estimates of the parameters suggest that an additional inspection 
increases the total time by 0.88 and 0.07 percentage points, respectively. Although inspections 
increase the time spent dealing with regulations, labor, tax, and industry department inspections 
appear to be the most time consuming. 

97 See, for example, the discussion of the effect of state ownership on pollution in Asia in Hettige and others (1995). 
98 See World Bank (2005a). 
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Table A.4.1: Impact of Inspections on Time Spent Dealing with Government Regulations 

Model I Tobit 
I 

Dependent Variable I Time Spent Dealing with Government Regulations 
Observations I 

Total inspections 

Forest department 

Tax department 

Industry department 

Labor department 

Customs department 

Economic police 

Municipal police 

Trade department 

Food and drug 
department 

* * *  Significant at 1% signif 
(-0.03) 

ance level. * *  5% level. * 10% level. 
Source: Investment Climate Survey (2005). 



Table A.4.2: Regression Results 

I Tobit Poisson Tobit Poisson 

Observations - - - . - - - - - - - --. 
Firm characteristics 

Number of workers 
(natural log) 
Firm is an exporter 
(dummy) 

Ownership 

Sector of operations (construction 
materials is omitted) 

Garments 
(dummy) 
Textiles 
(dummy) 
Food and beverages 
(dummy) 
Wood 
(dummy) 

Region 
Vientiane 

(dummy) 
South (ChampassaWSavannakhet) 
(dummy) 

* * *  Sig. at 1% level. * *  Sig, at 5% 

Percent of Percent of 
Time Spent Number of Time Spent Number of 

Dealing with Inspections Dealing with Inspections 
Regulations Regulations 

238 240 237 239 

(0.01) (1.40) (0.14) (1.37) 
level. * Sig. at 10% level. 

Note: Outliers for the dependent variables with more than three standard deviations above or below the 
mean are dropped from the regressions 
Source: ICS (2005). 



APPENDIX 5: STATISTICAL APPENDIX ON ACCESS TO FINANCE 

We examine the question of how different factors, including ownership, affect access to 
credit in Lao PDR, estimating different versions of the equation below: 

Finance, = p, + p, Firm Characteristics, + E ,  

The dependent variables are various measures of access to finance for firm i. The 
measures include the firm's perceptions about access to financing and the cost of financing, 
whether the firm has a loan from a bank or an overdraft facility, the percent of short-term assets 
(e.g., inventories of short-term assets that are used in production such as raw materials and 
intermediate goods and accounts receivable) that the firm uses bank loans to acquire or finance, 
the percentage of new investment that the firm finances with bank loans, and loan duration for 
firms with loans. 

The dependent variables are limited dependent variables. The two perception variables 
are based upon questions that asked the manager to rank on a 5-point scale how great an obstacle 
access to financing and the cost of financing were to enterprise operations and growth.99 Since 
the responses are ordered, with higher numbers meaning a greater obstacle, but not count data, 
the model is estimated as an ordered Probit model. Two of the variables-whether the firm has a 
bank loan and whether it has an overdraft facility-are dummy variables. These models are 
estimated as simple Probit models. Two of the variables, percentage of new investment and 
short-term assets financed through the banking sector, are restricted to be between 0 and 100%- 
although in practice, few firms financed 100% of short-term assets through the banking sector.100 
These models are estimated as a two-limit Tobit model. The final variable is loan duration in 
months. This variable is truncated below at 0 and, therefore, we estimate it using a one-limit 
Tobit model. 

A large literature has shown that financing tends to be a greater problem for small- and 
medium-sized  enterprise^.'^' The regressions therefore contain a variable to control for 
enterprise size-the number of workers in the enterprise. We also included a variable 
representing firm age in some model specifications. Since this variable was consistently 
statistically insignificant we omit it from the main specification. 

Firm's financing needs are also likely to depend upon its customers. In particular, we 
include a dummy variable representing whether the enterprises export more than 10% of its 
sales. A priori, it is difficult to assess whether the coefficient on this variable should be positive 
of negative. On the one hand, exporters are likely to be more efficient than other enterprises, 
suggesting that they might find it easier to get financing. On the other, if their greater efficiency 
translates into higher profits-not necessarily the case since international markets are likely to be 
more competitive that domestic markets, they might have less demand for bank loans. 

99 Responses were 0 = no obstacle, 1 = minor obstacle, 2 = moderate obstacle, 3 = major obstacle and 4 = very 
severe obstacle. 
loo None of the firms in Lao PDR obtain all their financing from banks, making this restriction nonbinding in this 
case. 
101 See Schiantarelli (1996) for a review of the literature on firm size and financial constraints. 
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The regressions include two variables indicating firm ownership. If the Government 
owns more than 10 percent of the enterprises, the enterprise is classified as (partly) state-owned. 
State-ownership might affect the availability of credit--especially in Lao PDR, where the 
banking sector is primarily state-owned. If foreign enterprises or individuals own more that 10 
percent, it is classified as (partly) foreign-owned. Foreign-owned enterprises might be able to 
get financing either in their home country or from their parent company and, therefore, be less 
likely to depend upon local banks for financing. 

If better educated managers are more likely to have contacts that allow them to get loans 
or find it easier to deal with bureaucratic requirements and paperwork, then they might find 
access to finance a less serious constraint than other firms. Consistent with this idea, firms with 
university educated managers are more likely to have audited accounts than other firms-47 
percent of firms with university educated managers reported having audited accounts compared 
to 22 percent of other firms. This remains true after controlling for additional variables (i.e., the 
ones included in the main regressions), although the coefficient becomes marginally statistically 
insignificant (1 3 percent significance level). In a simple probit regression of a dummy variable 
indicating that the firm has audited accounts on a dummy variable indicating that the manager 
has a university education and other control variables (e.g., size, ownership, location and sector), 
the coefficient on the dummy indicating education remains positive. 

In addition to these variables, the regressions also include a series of sector and location 
dummies. The regional dummies are dummy variables indicating that the firm is located in the 
capital, Vientiane, and a dummy variable indicating that it is located in the South 
(ChampassaWSavannakhet. The omitted region is the North (Oudomxay/Luangprabang/ 
Xayaboury). 

Finally, the regressions include a series of dummies indicate the sub-section of the 
economy that the firm operates in. The dummies are for garment firms, textile firms, food and 
beverage firms, and wood processing firms. The omitted sector is construction materials. 



Table A.5.1: Effect of  Firm Characteristics on Access to Credit 

Percent of 
Working 
Capital 

Financed 
through Bank 

Loans 

Estimation Method 

Percent of 
Investment 
Financed 
through 

Bank Loans 

(1) (2) (3) (4) (5) 
Probit Probit Probit Tobit Tobit 

Firm has 
Loan 

(dummy) 

Firm has 
Overdraft 
(dummy) 

Duration of 
Most Recent 

Loan 
Dependent Variable 

Observations 
Firm Characteristics 

Number of Workers 
(natural log) 
Firm is an exporter 
(dummy) 

Ownership 

Manager Education (secondary 
or less is omitted) 

University Education 

(dummy) 
Vocational Education 
(dummy) 

Sector of Operations 
(construction materials is 
omitted) 

Garments 
(dummy) 
Textiles 
(dummy) 
Food and beverages 
(dummy) 
Wood 
(dummy) 

Region 
Vientiane 
(dummy) 
South 

(ChampassakJSavannakhet) 
(dummy) I (0.48) (0.01) (1 -64) (1.13) (1 .OO) 

***  Sig. at 1% level. * *  Sig. at 5% level. * Sig. at 10% level. 



APPENDIX 6: ELECTRICITY 

Pertinent conclusions of the original ICA Survey are summarized in the following table: 

Table A.6.1: ICS Results - Electricity 

Source: Investment Climate Survey (2005). 

Garments 
Textiles / 
handicrafts 
Food and 
beverages 
Construction 
Materials 
Wood 
processing 

Vientiane 
Oudomxay 
Luangprabang 
Xayaboury 
Savannakhet 
Champassak 

Small(<l 1) 

Firms 
Identifying 
Electricity 
as Major 

Constraint 
(%I 
53.8 

40 

44.1 

29.9 

43 .O 

47.6 
57.1 
66.7 
29.4 
24.6 
36.8 

37.7 
-- 

No. of 
Days of 
Power 

Interrupti 
ons 

(2005) 
8.2 

4.7 

8.1 

7.3 

11.3 

7.2 
19.0 
14.8 
5.1 
9.3 
12.5 

8.5 

Average 
Duration 
of Power 
Interrupti 

ons 
(hours) 

4.0 

5 

2.8 

5.9 

4.9 

4.2 
7.8 
7.0 
5.6 
4.7 
5.3 

5.2 

Lost Value 
due to 
Power 

Interruption 
s (% sales 

value) 
5.2 

3.7 

2.1 

3.9 

4.9 

4.1 
8.0 
1.3 
6.3 
4.6 
3.2 

4.7 

Days to 
Obtain 

Electrical 
Connection 

9.7 

22.5 

7.0 

43.7 

38.1 

42.3 
7.0 

9.2 
42.0 

13.8 

Own 
Generator 

(%I 

2.6 

5 

8.8 

9.0 

9.3 

3.2 
35.7 

35.3 
3.3 
10.5 

6.5 



APPENDIX 7: TOURISM/SERVICES 

Table A.7.1: Tourist Arrivals to Lao PDR by Region of Origin, 1998-2004 

Region of 
Origin 1998 1999 2000 2001 2002 2003 2004 
Asia-Pacific 421,196 5 10,703 604,254 553,249 579,03 1 498,185 730,107 
of which, 

Thailand 273,095 356,105 442,564 376,685 422,766 377,748 489,677 
Viet Nam 78,216 71,748 68,751 82,411 71,001 41,594 130,816 

Europe 52,076 68,564 86,462 80,736 10 1,924 93,960 1 12,092 

Americas 25,326 3 1,780 42,111 34,370 46,704 39,453 47,153 

Others 1,602 3,231 4,381 5,468 8,003 4,763 5,454 

Total 500,200 614,278 737,208 673,823 735,662 636,361 894,806 
Source: Lao National Tourism Administration Planning and Cooperation Department (2005). 

Table A.7.2: Revenue from Tourism by Origin, 2004 

Number of Average Average Tourism 
Origin Arrivals Stay Expenditure Revenue 

(people) (days) ($/day) ($1 
Thai (passport) 75,702 3 40 9,084,240 
Thai (border pass) 413,975 1 20 8,279,500 
Viet Nam (passport) 72,4 12 3 30 6,5 17,080 
Viet Nam (day tripper) 58,404 1 12 700,848 
PRC (passport) 18,379 3 30 1,654,110 
China (day tripper) 14,640 1 12 175,680 
Subtotal 653,512 1.5 26.8 26,411,458 

International tourists 24 1,294 6.5 59 92,536,249 

Total 894,806 2.9 46.6 118,947,707 

Source: Lao National Tourism Administration Planning and Cooperation Department (2005). 



APPENDIX 8: INFORMALITY SECTION 

Table A.8.1: Selected Characteristics of Nonfarm Household-based Enterprises 

(O/O, unless otherwise specified) 

Tourism Community 
All 

Manufactu 
Trading and Other and Personal Others* * 

ring 
Services* Services 

Region 
As a proportion to total 
establishments for each 
sector 

North 24.5 32.7 20.9 25.1 30.3 21.3 
Central 58.0 60.3 57.7 59.3 52.4 66.8 
South 17.5 7.0 21.3 15.7 17.3 11.9 

As a proportion of total 
establishments in the region 

North 100.0 20.8 46.6 11.6 19.2 3.8 
Central 100.0 16.3 54.5 11.6 12.6 5.0 
South 100.0 6.3 66.8 10.1 13.8 3 .O 

UrbanIRural 
Urban 
Rural 

Areas of operation 
Home 54.1 83.7 52.2 20.2 62.4 33.2 
Industrial sitelmarket 17.6 5.3 26.4 8.9 8.6 3.4 
Roadsidelother fixed 

place 
Mobile 
n.a. 

Age 
Mean (years) 
2 yrs or less 
3-5 years 
6- 1 0 years 
Over 10 years 
n.a. 

Continued on next page 



Table A.8.1 (cont'd.) 

Tourism Community 
A11 

Manufac- 
Trading and Other and Personal Others** 

turing 
Services* Services 

Number of months in 
operation in the past year 

Mean 9.5 9.6 9.7 9.6 9.4 7.4 
1-3 10.1 7.3 9.5 9.6 11.1 25.1 
4-6 12.9 16.3 11.0 12.8 13.1 23.9 
7-1 1 17.9 20.1 16.3 18.8 19.1 24.4 
12 57.9 55.0 61.8 58.0 55.4 26.6 

n.a. 1.2 1.2 1.3 0.7 1.2 0.0 

Labor 
Household head is male 
Number of workers who 
are not household 
members 

0 
1-2 
3 -4 
>=5 
n.a. 

Number of household 
members working in the 
household business 

0 
1-2 
3 -4 
>=5 
n.a. 

Mean workers employed 
(household members + non- 
household members) 
Estimated employment 462,808 80,050 238,447 42,33 1 61,750 40,229 

Note: *includes hotels, restaurants, travel agencies, transport, finance, and real estate. 
**covers businesses related to agriculture, mining, electricity, gas, water, construction, and 
unclassified business. 

Source: Estimates using LECS 3 (2002-03). 



APPENDIX 9: HOUSEHOLD BUSINESSES 

An examination of the investment climate factors is important in unlocking the most 
important barriers to starting a business. To examine the impact of investment climate on 
household businesses, this section applies a regression analysis using village-level data culled 
from the LECS 3 survey. The model is given below: 

where: 
Y- the proportion of households with non-farm enterprises in the village 
Hhchar- average household characteristics of the village 
IC - investment climate factors 

The following are used as indicators of investment climate: roads, electricity, daily 
market, and financing. These variables are measures of access at the village level, making them 
more likely exogenous, which may not have been the case if they were measures of access at the 
household level. 

The investment climate factors are represented by dummy variables, which take on a 
value of ' I '  to denote availability of the factor, and 0, for lack of access. Thus, a village is 
assigned a value of 1 for 'road access' if a transportation (i.e., truck or car) can reach the village 
in both dry and wet seasons. A village also takes on a value of 1 for electricity access if 
connected to an electric network, and a ' 1 ' for 'daily market' if there is a permanent daily market 
in the village. These three measures are found under Part D-Infrastructure of the LECS village 
questionnaire. Access to financing refers to availability of a public financial institution in the 
village under Part A-Organization/Services of the LECS. 

In addition to the investment climate factors, household attributes averaged at the district 
level are also included in the regression. These include age of household head, landownership 
per capita, value of durables, number of household members at ages 15-64, maximum education 
of any household member, and proportion of male-headed households in the village is also used 
as an additional regressor. 

To derive the regression parameters, the maximum-likelihood probit regression for 
grouped data or probit is used. Two variants of the model are also employed, one with 
household attributes and another without. In both models, all investment variables are found to 
be significant predictors of the proportion of household businesses in the village. The regression 
utilizes information from 537 villages. 

The regression results in Table A.9.1 indicate that, on the average, a village with access 
to all season roads has a greater proportion of household businesses compared to one that has no 
access. Controlling for household attributes, the share of households with businesses is also 
higher by 4 percentage points for a village with electricity compared to that having no electricity. 
Access to financing also makes a good difference-villages with a formal financial institution 
have a greater proportion of household businesses, at 3 percentage points more than those 
without. A relatively more pronounced impact is provided by presence of markets. This is so 



since villages with access to markets have about 8 percentage points more businesses compared 
to those without markets. 

It is interesting to quantify how an improvement in access to investment climate factors 
can enhance business activities at the village level. The regression coefficients are used to 
simulate the impact of changes on investment climate on the proportion of household businesses 
and employment. The simulation is done for an average village with a poor investment climate, 
having no access to infrastructure, financing, and markets. Out of the 537 villages in the LECS 
data, there are 165 of such kind. Simulations on the impact of an improvement in the investment 
climate for a village with average characteristics are also undertaken for comparison. 

Based on the regression model, the expected proportion of households having non-farm 
enterprises is about 20 percent (Table A.9.2). However, for an average village with a poor 
investment climate, the expected proportion of household-based enterprises is only about 7 
percent. Providing electricity in the village tends to raise the proportion of households with non- 
farm enterprises to around 10 percent. An increase in the proportion of businesses is also seen 
with the addition of roads. Moving further, setting up financing facilities makes a 2 percentage- 
point improvement in the proportion of household businesses from the previous state when only 
roads and electricity were available. Finally, establishment of markets at the village level could 
raise the proportion of household businesses by 6.5 percentage points. Overall, the share of the 
household population with businesses at the village level rises from a base of 7 percent to nearly 
20 percent with an improvement in the investment climate factors. For an average village, 
however, the increase in the proportion of household businesses is from 20 to 33 percent. 

Another important analysis is the impact on employment, which is estimated by 
multiplying the average number of workers employed by household businesses to the increase in 
the number of household business for every improvement in the investment climate. For an 
average village, the mean number of workers is 1.8 while the mean is just 1 worker for each 
household business in villages with poor investment climate. Overall, new household businesses 
have the potential of increasing employment of non-farm enterprises by about 50 percent. But a 
bigger impact can be seen on the employment levels of villages with poor investment climate, or 
those with no access to infrastructure, financing, and markets. The increase in the number of 
household businesses in villages with poor investment climate is estimated to be slightly more 
than double. 



Table A.9.1: Impact of Investment Climate on Proportion of Household Businesses 
at the Village Level (bprobit) 

(1) Without household attributes (2) With household attributes 
Coef. Pr(outcome) Coef. Pr(outcome) 

Road access (wet 
and dry seasons) 

(89.26) (96.02) 
Electricity 0.656*** 0.185*** 

(1 89.90) (191.81) 
Finance 0.083*** 0.023*** 

(13.53) (13.13) 
Daily market 0.510*** 0.162*** 

(1 13.49) + (100.56) 
Average age 

Average age- 
squared 

Average land 
ownership per capita 

Average durables 
(log) 

Average durables- 
squared (log) 

Average no. of 
household members 
within ages 15-64 

Share of male- 
headed households 

Average maximum 
education of any 
household member 

Constant -1.43 1 ***  
(392.91) 

Observations 861578 

Wald chi2(4) 93 174.75 143145.47 

Continued on next page 



Table A.9.1 (cont.) 

I I 

Prob > chi2 0.0000 0.0000 

(1) Without household attributes 
Coef. I Pr(outcome) 

Log pseudo- 
likelihood 

(2) With household attributes 
Coef. I Pr(outcome) 

Pseudo R 2  0.1 101 0.1826 
Notes: (i) Robust z statistics in parentheses. 

(ii) * significant at 10%; **  significant at 5%; ***  significant at 1%. 

Table A.9.2 Simulations on Impact of Investment Climate 

Village with Poor 
Average Village 

Investment Climate 
Expected proportion of household businesses 0.07 0.20 
Provide access to electricity 0.10 0.22 
Electricity + roads 0.1 1 0.23 
Electricity + roads+ financing 0.13 0.25 
Electricity + roads+ financing+markets 0.20 0.33 








