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1. Introduction 

In the 1990s Lao PDR achieved vigorous rates o f  economic growth that resulted in a 
significant drop in the proportion o f  the population living below the poverty line. This 
highlighted the potential for developing one o f  the world’s poorest countries and made 
the country’s development vision o f  reducing poverty faster than the target set by the 
u ” s  Millennium Development Goals (MDGs) achievable. The same may not be true o f  
other social MDGs without more concerted efforts than in the past. 

To sustain or exceed the 1990s annual average growth rate o f  6.3 percent, Lao PDR will 
need to promote agricultural and manufactured exports, and increase the contribution o f  
natural resources to development. This wil l require another round o f  reforms and 
supportive public spending. These reforms should seek to create a more enabling 
environment for the private sector and for exports, to raise revenue and maintain 
macroeconomic stability and to improve the transparency, accountability and efficiency 
o f  public expenditure management and public service delivery. Sustaining the growth 
rates o f  the 1990s wil l be a challenge, but growth alone will not be enough to achieve the 
social targets in the MDGs; more effective delivery o f  health and education services wil l 
be key. 

There i s  no shortage o f  strategies, road maps and technical reports pointing out the needs 
and possibilities. What i s  needed i s  a deepening o f  the commitment to reform and to build 
upon the improvements that have already occurred since the late 1980s by sustaining 
and accelerating the reforms that are needed to achieve Lao PDR’s development 
potential. 

2. The development challenge 

In less than two decades Lao PDR has undergone substantial change. In 1975, the new 
socialist regime set a pol icy o f  “accelerated socialization.” However in 1982 the third 
Congress o f  the Lao People’s Revolutionary Party promoted the use o f  “market forces” in 
development and in 1986 the Government initiated the transition f rom central planning 
to a market economy. Two-thirds o f  Overseas Development Assistance (ODA) o f  Lao 
PDR was lost with the collapse o f  the Soviet Union in 1991. In its place, came financing 
from the World Bank, and other multilateral and bilateral donors to support the 
implementation o f  reforms and the re-orientation o f  the economy towards Asian and 
Westem markets. 

In the 1990’s the economy o f  Lao PDR performed remarkably well. Real GDP grew 
6.1% each year o n  average in the f i rs t  ha l f  o f  the decade, and by 6.6% a year in the 
second half. That brought about impressive progress in reducing poverty. The percentage 
of the population below the national poverty l ine  i s  estimated to have fallen from 39% in 
1997, representing 1.9 mi l l ion people, to 3 1 % in 2002, or 1.7 m i l l i on  people. 
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This remarkable growth Performance was led by a vigorous export performance, even if 
from a l o w  base, with most o f  the exports done by the nascent private sector. Export 
earnings grew at the annual average rate o f  15 percent during the 1991-2000 period, 
considerably faster than most countries in the region. Non-traditional agricultural exports 
l ike vegetables, beans, soybeans, cotton, and coffee grew rapidly, as did timber. 
Garments and hydro-power also contributed significantly. 

This strong economic performance o f  the 1990s was in large measure a response to the 
reforms implemented in the late 1980s and early 1990s under the N e w  Economic 
Mechanism (NEM). Price controls were lifted and multiple exchange-rates were unified. 
Foreign trade and investment were opened up for the first time, as was the case with 
private participation in agriculture and manufacturing. Family farms became the 
mainstay o f  agriculture. Many state enterprises in manufacturing were leased or sold and 
state-owned agricultural marketing enterprises were dismantled. As government revenue 
and donor support increased, public investment in infi-astructure and in social sectors 
expanded. 

Sustaining the growth rates o f  the 1990s wil l be difficult unless another round o f  reforms 
i s  implemented and government revenues are spent more efficiently and transparently. 
Unl ike the 1990s, timber and garments cannot be the major drivers o f  growth going 
forward. Yet agriculture i s  oriented predominantly towards subsistence production and 
manufacturing i s  insufficiently diversified and too dominated by micro enterprises. The 
existing enabling environment for trade and private investment in Lao PDR i s  
significantly less favorable than i t s  neighbors and competitors. 

Also, Lao PDR remains one o f  the world’s poorest and least developed countries, as 
reflected by i t s  human development indicators. L i f e  expectancy i s  low; chi ld and 
maternal mortality rates are three to four times higher than those o f  other East Asian 
countries. Two-thirds o f  households have no electricity, and ha l f  o f  them lack access to 
safe water. 

Nearly a third o f  children between the age o f  6 and 14 do not attend school. About one 
hal f  o f  the students who start school drop out before completing Grade 5. L o w  
completion rates reflect the very low quality and quantity o f  available educational 
services. Although 85% o f  villages report having a primary school, only about ha l f  o f  
them offer al l  five grades and 30-40% o f  schools only offer Grades 1-2. Only some 80% 
o f  secondary teachers have completed lower secondary school and three years’ required 
teacher training. Teachers’ wages are very l o w  and not always paid on time. 

Public spending on education is l o w  (8.8% o f  the budget and 1.9% o f  GDP in 2001) and 
falling. In real terms it received in 2001 ha l f  the funding level available in 1996. O f  
particular concern, recurrent expenditure has dropped from 7% o f  the total budget in 
1997 to 4% in 2001, leaving schools short o f  teachers, learning materials and 
maintenance. 
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The health system i s  characterized by high mortality and morbidity, l ow  use, poor quality 
of services and inefficient public spending. Factors contributing to high mortality include 
incomplete immunization and malnutrition -- 40% o f  children are underweight, 13% 
severely underweight. L o w  education and literacy and the poor quality o f  health services 
are also factors. There are fewer than 100 doctors per 100,000 people, one o f  the lowest 
ratios in East Asia. Most hospitals can only provide basic treatment and lack supplies. 
Public spending on health i s  even lower than education at 1% o f  GDP and also 
inefficiently allocated. Most goes to capital spending, while recurrent spending has fallen 
sharply from about 60% to less than 40% o f  total health spending. 

Adding to the development challenge, the quality o f  governance indicators are below the 
average for the region and other l o w  income countries. Lao PDR compares wel l  in terms 
o f  political stability. Accountability and public sector institutions are weak. The 2003 
IMF Fiscal Affairs Department report found that the Lao PDR’s system o f  managing 
public expenditure ranked lower than the other l o w  income countries. 

Lao PDR recognizes the need to create an enabling environment for development in its 
National Development Framework, which lays down long term development goals, and 
in its National Growth and Poverty Eradication Strategy (NGPES) released in April 
2004. These aim to lift Lao PDR permanently f rom the least developed country status by 
2020. The NGPES i s  an impressive document which articulates well the importance o f  
achieving macro-economic stability, a stronger private sector, regional integration, the 
development o f  natural resources and improved social outcomes, and the reforms and 
public spending that are needed to achieve these objectives. They are a l l  consistent with 
the recommendations o f  this report. What is now needed is a clear plan for implementing 
the reforms and the public expenditure pol icy changes, as wel l  as a mechanism for 
monitoring progress. Thus strong Government commitment to reforms wil l be key for 
overcoming the challenges and achieving those objectives. 

The NGPES envisages GDP growth averaging 7% a year up to 2020, with industry 
expanding the fastest among al l  sectors. Even if this growth rate were to be realized, 
however achieving many o f  the MDGs will be difficult. Although Lao PDR i s  likely to 
achieve the goal for poverty-reduction by 2015, i t may not, if current trends continue, 
achieve the goals for universal completion o f  primary school, maternal mortality or chi ld 
malnutrition. Substantial progress towards these goals wil l require concerted efforts to 
improve public financial management, and service delivery. 
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Progress Towards MDGs, selected indicators 
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3. Sources o f  growth - assets and obstacles 

Small, landlocked and trailing far behind i t s  bigger neighbours, Lao PDR has a number o f  
significant assets and resources to promote strong growth and development, but needs 
comprehensive reform to address structural weaknesses and r isks in each sector to 
sustain or exceed growth rates o f  the 1990s. 

Agriculture i s  critical for improving the standards and quality o f  living in a country 
where more than 85% o f  households depend on i t  and most o f  the country’s poor l ive in 
the rural areas. The sector is also essential to overall economic growth, contributing 
nearly ha l f  o f  GDP. 

There is considerable potential for generating robust agricultural growth, even though 
forestry is unlikely to grow at the rate o f  the 1990s. There i s  scope for nearly tripling the 
area now under cultivation for annual and perennial crops as a J ICA study suggests. 
Farming i s  s t i l l  largely subsistence rice cultivation on small plots (94% o f  households 
produce mainly for their own consumption), but i ts quite possible for some farmers to 
turn to farming for the market as many did during the 1990s and for some to produce rice 
for subsistence But for that to happen, 
incentives and support for such a shift wil l have to be improved. Productivity i s  l o w  
reflecting the small proportion o f  irrigated cropland available, the very l o w  use o f  
chemical fertilizer or high yielding varieties. Agricultural exports remain limited, due in 
part to poor roads, l o w  productivity and difficulties in exporting products. But al l  these 

and produce other crops for the market. 
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factors are also the reason why there i s  considerable potential for robust agricultural 
growth and exports. 

Sustained growth over the long term wil l need higher productivity, increasing 
diversification o f  crops with greater regional specialization on crops suited to local 
conditions and improved post-harvest processing and management. These in tum need 
improved transport infrastructure, particularly by widening the road network, and 
removal o f  pol icy distortions such as controls on price, trade and the transport o f  rice and 
livestock between provinces. Particular attention must also be paid to environmental 
management, including land capability, appropriate use o f  arable pasture and forest land 
and the protection o f  watersheds and river banks. 

Manufacturing and services have performed wel l  and assumed an increasingly 
significant role in the economy. Industry grew o n  average at 10% a year over the 1990s. 
Services have grown less strongly (averaging 6% a year) but account for over 25% o f  
GDP. But manufacturing and services also present structural weaknesses and risks that 
need to be addressed for them to sustain their role as a major driver o f  growth. Labour is 
among the cheapest in the region but productivity is low, though the experience with 
garments production shows that productivity can be increased adequately to compete. 
Most companies are very small and micro (only 540 firms employed 10 or more people), 
thereby limiting the potential for growth, exports, employment or acquisition o f  modem 
technology. Government interference, lack o f  transparency in applying regulations as 
wel l  as the high time-cost o f  registering firms are major constraints on doing business. 

The phasing out of the Multi-fiber Agreement quotas in 2005 poses a major threat to the 
garments industry, a major exporter in Lao PDR. . Taking advantage o f  i t s  quotas 
provided the main commercial justification for foreign investors locating many o f  the 
garment factories in Lao PDR despite its land-locked situation. Garment exports were 
down 20% year o n  year in the first ha l f  o f  2003 and potentially could fa l l  further unless 
production and transport costs can be reduced significantly. 

Government can do much to improve the climate for manufacturing and services sectors 
by cutting back administrative hurdles and biases, creating a level  playing field and 
strengthening market institutions, notably those engaged in dispute resolution and 
contract enforcement. I t  also needs to improve transport infrastructure and 
facilitate regional trade and transport links, especially in support o f  the commitments to  
ASEAN free trade agreement (AFTA) and to the Greater Mekong Sub-region (GMS) 
initiative. 

Forestry represents an important resource which can contribute much more to overall 
development and the livelihood o f  rural poor in a sustained way, but the performance o f  
this sector i s  endangered by current practices. Forests cover nearly ha l f  o f  Lao PDR but 
i t s  contribution to GDP in 2001/2 was only 3%, down from 5% in the 1990’s. The 
contribution o f  log royalties to government revenues has fallen significantly. 
Meanwhile deforestation and forest degradation are accelerating at an rapid rate. 
Uncontrolled logging o f  select, commercially valuable tree species undermines 
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sustainability. Inadequate transparency, predictability and accountability a l l  contribute to 
the poor forestry practices and problems. These conditions have to be reversed and 
legislation improved if production forestry i s  to remain a major economic sector. 

Hydrupuwer has grown fast in importance to the economy, i t s  share o f  GDP rising f i om 
1% in the early 1990’s to 3% in the late 1990’s. Electricity sold to Thailand now 
represents 30% o f  exports. Moreover Lao PDR has tapped only a small proportion o f  i t s  
potential capacity - 643MW out o f  an estimated 3,000 to 5,000MW which could 
currently be regarded as economic. 

Yet many steps remain before the development potential o f  the sector can be realized. 
The economic viability o f  numerous small projects envisaged needs to be assessed and 
better planning and site studies are needed. Lao PDR led the way in encouraging private 
sector development o f  hydropower but agreements in past projects were not a result o f  
competitive bidding, have had insufficient transparency, and have often not delivered the 
full potential benefits to the development o f  Lao PDR. 

Lao PDR needs to develop uniform model project agreements as a basis for negotiation 
and to improve planning. I t  also needs to weigh the risks associated with dependence on 
exports to Thailand, which may find other energy sources or suppliers. Furthermore 
because hydropower does not create much direct employment, its contribution to 
development lies in rural electrification, which contributes significantly to off-farm 
business, and in efficient and transparent use o f  public revenues. This puts more onus o n  
Lao PDR to maximize hydropower’s indirect contribution through good use o f  the 
revenues that hydropower exports generate. 

Mining now makes only a marginal contribution (less than 0.5% o f  GDP) but has very 
good potential. Gold from Sepon mine produces ore worth about $43 m i l l i on  a year and 
plans for copper project output earning o f  $ l o o m  a year f i om 2005. Bo th  minerals are 
expected to last about 20 years. Other potential mineral deposits include gold-copper, 
sapphire and potash (an estimated 50 bi l l ion tons), and several other mining companies 
are showing interest in these deposits. 

To develop such reserves, Lao PDR wil l need to attract substantial intemational and 
domestic capital to meet the heavy front-end capital costs required to exploit mineral 
deposits. To bring in that investment, however, requires improvement in governance o f  
the mining sector, particularly in regard to partnerships with the private sector. 

At present there is inadequate transparency or  consistency in the regulatory and tax 
regimes applied to mining investments. I t  is  unclear whether they are subject to the 1997 
Mining Law or to Mining Exploration and Production Agreements. Profi t  taxes and 
royalty payments are negotiated on a case-by-case basis. The division o f  responsibilities 
between the Ministry o f  Industry and Handicrafts and the Department for while mining 
operations o f  state-owned enterprises create a conflict o f  interest between the state’s roles 
as regulator and as operator. 
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To create an enabling environment, Lao PDR needs to mandate a single government 
institution to deal wi th  investors, establish a standard set o f  investment conditions or 
work contracts, set up a mining ti t le registry to issue mining titles and create an 
inspectorate to monitor performance o f  title holders. To maximize the sector’s 
contribution to development, i t also needs to clarify the roles o f  central and provincial 
authorities to create more transparency about the receipt and use o f  mining revenues, and 
to improve public expenditure management more generally so that mining revenues can 
be used more effectively for development. 

4. Growth and poverty 

Three scenarios for growth, base, base plus and high, show aggregate GDP growth up to 
2015 rising roughly by an annual average o f  4-5%’ 5 6 %  and 6-8% respectively. They 
indicate that this long-term growth wil l be driven largely by manufacturing (industry) and 
services, with growth from agriculture important in the init ial  years but i t s  contribution 
declining in the long-term. These growth scenarios depend very much o n  the pace and 
depth o f  reforms that Lao PDR implements. 

In the near term, growth wil l  continue to depend in large part o n  a few key subsectors: 
rice (accounting for 40% o f  agricultural value added), food and beverages (about 80% o f  
manufacturing value added) and wholesale and retail trade (about 40% o f  services). 
Together they make up around 42% o f  GDP. Non-rice-crops and tourism are also 
expected to make a significant contribution in the near terms despite their small current 
share because o f  the substantial growth opportunities they represent. 

Average contribution to GDP growth by sector (percent) 

Source: Model simulations. 
Note: industry excludes natural resources (mining, hydropower, and forestry) 
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Natural resources l i ke  mining and hydropower are significant potential contributors to 
growth and development o f  Lao PDR. They not only generate significant additional 
investments for the economy, but also the ‘one-shot’ increase in output and value-added 
from each additional unit o f  investment as wel l  as the spin-offs for other businesses, 
either due to demand from the mines or new businesses from wider availability o f  
electricity. In addition, effective use o f  government revenues can enhance service 
delivery and thus improve the climate for other investments and growth more generally. 

But growth does not translate automatically or evenly into reduced poverty and improved 
living standards and social outcomes. Different growth scenarios in the report make clear 
that: 

I n  tacklingpoverty, the source of growth is as important as the overall rate of growth. 
Assessments o f  the impact on poverty o f  three growth scenarios (base, base plus and 
high) show little difference between the f i rs t  two. The higher growth in base plus i s  
attributable to higher natural resources growth (e.g., from construction o f  the N a m  
Theun 2 hydropower dam) and indicates a l imited direct impact o n  poverty and 
highlights how their contribution to development wil l depend crucially o n  how the 
revenues from natural resources are used. Estimates o f  the benefit o f  an additional 1% 
o f  GDP growth to the rate envisaged by the NGPES also underline the importance o f  
the source o f  the extra growth. If additional growth comes from industry, the 
reduction in the national poverty headcount by 2006 i s  marginal (from 22.1% to 
21.5%). If i t  comes from agriculture, the poverty headcount drops markedly to 
17.9%. Additional scenarios also make clear that the same level o f  sectoral growth, if 
unevenly distributed and more beneficial to r ich households, they wi l l  have less 
impact on poverty reduction. 

Impact of growth on poverty 

Scenarios 
(1) (2) (31 

Actual Base Base Plus High NPEP 
1997 2002* 2005 201 

Poverty Seventy 3 9  2 6  
Number ofPoor 1943 1645 
(‘000) 
Inequality (Gin1 34,9 35 
Coefficient) 

Memorandum item 
Real Per Capita 
GDP Growth 
Note ‘Poverty and inequahty predicated based on actual macroeconomic growth rates 

3 7 7  4 0 3  

4.3 3 2 4.6 6 4  4 6  1 4 6  4 9  

Source: POVSTAT simulations 
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Growth alone is not enough. Higher household incomes generated by economic 
growth have a modest direct impact on social indicators such as rates o f  school 
enrollment, completion o f  primary education and utilization o f  health services over 
the medium term. Projections indicate that even under the high case growth scenario, 
Lao PDR would be far f rom achieving i t s  Mi l lenium Development Goals o f  
universal primary enrollment and completion rates. Improvements in public service 
delivery and increased access are also required, especially for the poor. 

I m p a c t  of growth o n  selected social indicators 
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Note: Results reported for bottom income quintile (Ql) 

Growth wil l contribute to increased public revenues that can finance improvements in 
delivery o f  social services. In Lao PDR, public revenues from natural resources are 
expected to rise by around 50% between 2004-05 and 2006-10 and to double by 201 1-15. 
Such a fast rise in natural resource income also carries risks. One is the risk o f  “Dutch 
disease,” when higher export revenue inf lows can result in substantial balance o f  
payments surpluses, overvalued real exchange rates and a loss o f  competitiveness. 
Another is “fiscal ratcheting,” when governments respond to higher govemment revenues 
by sharply raising expenditure without allowing for retrenchment when revenues fall. 

Additionally, rising government revenues from natural resources alone wil l not suffice to 
meet social needs. On current trends, for example, per capita recurrent expenditures in 
health hardly increase until 2015. Lao PDR will need to take additional revenue 
measures and reallocate expenditures to increase recurrent expenditures o n  social sectors. 
To be effective, such revenue and expenditure measures must also be accompanied by 
efficiency improvements in the service delivery mechanisms, e.g., by increasing the 
participation o f  the poor. 
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Statistical analysis of key factors determining living standards underlines the need for 
improvements in public services in several key areas. 

. Education. Increasing the education o f  the household head by one year significantly 
increases income and reduces poverty. 

Off-farm business and irrigation. Training farmers to switch from subsistence 
farming to  become self-employed produces a significant drop in poverty, as does by 
irrigating dry land. 

. Improving village infrastructure and access. Providing piped water and electricity to 
villages has a significant impact in reducing poverty. Having a primary school in a 
village improves enrollment and completion rates. Better access-i.e., living in a 
village accessible during the rainy season-improves educational enrollment and 
completion as wel l  as health utilization rates. 

Impact on poverty from selected scenarios 
(percent change in poverty) 

x o  
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5. Realizing Lao PDR’s development potential 

The accompanying analytical framework illustrates the linkages between growth, poverty 
reduction, and social outcomes. Growth leads to poverty reduction and improved 
household incomes. Increased household incomes lead to greater demand for education 
and health services, resulting in improved social outcomes. At the same time, growth 
also results in greater public revenues and expenditures. These expenditures translate 
into such outputs as more teachers, schools, and hospitals, which can contribute to 
improved outcomes such as reduced poverty and again to improved social outcomes. 
These improved social outcomes feed back to higher growth and lower poverty. 
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Framework for growth, poverty reduction, and social outcomes 

To realize i t s  development potential, Lao PDR will need to take concerted efforts to 
improve growth, poverty, and social outcomes by strengthening each o f  the key l i n k s  in 
the above framework. This requires a much more favorable enabling environment for the 
private sector across al l  sectors in order to raise growth and reduce poverty. However, 
growth alone is not enough to improve social outcomes in health and education; this will 
need to be accompanied by significant improvements in service delivery. Without 
widespread improvements in public sector governance, however, the needed 
improvements in service delivery are unlikely to happen. 

Enabling the private sector 

The NGPES explicitly acknowledges the crucial role o f  the private sector as a key driver 
o f  the economy and asserts that the Government has expanded i t s  role in areas previously 
considered public responsibility such as transport. More private sector involvement can 
help to alleviate limited government financial and managerial resources. Moreover, 
manufacturing, as the main driver o f  long t e r m  growth, and agriculture, which supports 
more than 85% o f  households and key driver o f  near term growth, are both critical to 
sustained improvement in living standards. Output in both sectors depends largely on 
private enterprise and on export demand. Private companies, for example, account for 
most o f  the medium-sized and large manufacturing enterprises, for 80% o f  manufacturing 
value added and for most o f  exports. 

Yet the private sector in Lao PDR operates in an environment that constrains its ability to 
conduct transactions speedily, access resources (e.g. imports, land, credit),and thus its 
prospects for expansion and growth. 

Inadequate infrastructure remains a major impediment to both agriculture and 
manufacturing output and exports. Less than 2% o f  rural roads are paved and many are 
impassable in the rainy season. Overall, the proportion o f  paved roads in Lao PDR lags 
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far behind neighbowing Vietnam and Thailand. Moreover as a landlocked country, 
transport costs are already much higher than among other countries o f  the region. 

Equally problematic, however, i s  the impact o f  government, both through formal pol icy 
and informal interventions. For farmers, pol icy distortions result in fragmented domestic 
markets and affect farm gate prices. Prices nominally move in a range set by central 
government but in practice are fixed by provincial authorities. Manufacturers and other 
private businesses face biases in favour o f  state-owned enterprises in administrative 
procedures and the interpretation o f  regulations. 

The Government in the NGPES acknowledges the need for specific measures to promote 
private sector development. These include better information and consultation and 
streamlining o f  legal, regulatory and administrative procedures, for example in business 
registration and issuing import and export approvals. These would help to level what is 
now a conspicuously uneven playing field for private business. The NGPES also 
acknowledges that regional integration i s  “imperative” for landlocked Lao PDR and this 
requires appropriate trade policies and, crucially, trade facilitation to remove licensing 
and other administrative barriers to trade. 

A more enabling environment also requires strengthening the now inefficient, weak and 
uncompetitive financial system. Lao PDR needs banks and financial institutions that can 
absorb natural resources revenues, mobilize deposits and make good loans so as to avoid 
a harmful build-up o f  liquidity. Improved fiscal management to  avoid Government 
arrears to private contractors that generate non-performing loans in banks i s  also needed. 
Though large private contractors appear to have access, a major constraint for most 
businessmen is the difficulty o f  gaining access to finance and working capital from state- 
owned banks. Recommended remedies include steps to reduce the domination o f  the two 
state-owned banks and Agriculture Production Bank and greater transparency in 
subsidized credit schemes. Lao PDR needs to develop a medium term strategy for the 
sector, reducing the regulatory gap between domestic and foreign banks and reducing 
barriers to private entry into commercial banking and non-bank financial institutions. 

Governance 

Many  o f  these issues point to fundamental weaknesses in governance. L i ke  other 
countries with non-renewable resources, where much o f  the benefit o f  development 
accrues in the form o f  mining royalties and taxes, the key to successful development for 
Lao PDR lies in how wel l  i t  can channel such income into creating durable productive 
capacity and delivering key services such as health and education. Countries that have 
met the challenge successfully have either possessed or developed strong concepts o f  
representative government, public accountability and judicial independence. Other key 
features o f  their success were early moves to strengthen public sector efficiency, integrity 
of government policies, fiscal discipline and prudent monetary policies. 

Governance in Lao PDR lacks many o f  these characteristics. As a result, failure to take 
remedial action immediately, before revenues from natural resource start to  flow, suggest 
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that those revenues wil l not achieve good development results. Lao PDR will only be 
able to implement a development and poverty reduction strategy effectively if i t  
undertakes determined action to improve governance, particularly in the areas o f  
accountability, regulatory control and fighting corruption. 

To improve i t s  development outlook, Lao PDR needs a public sector that i s  capable o f  
designing and implementing appropriate policies. This wil l not emerge without a well- 
functioning system o f  public financial management, both at the central and provincial 
level. The f i r s t  essential step to achieving i t  is  to put in place basic accounting and 
financial control systems that wil l allow proper monitoring and control o f  revenues and 
expenditures. Simply increasing expenditure without a major qualitative improvement in 
managing public finance will not achieve sustainable improvement in development 
outcomes. 

Lao PDR also needs to redress what has proved to be a difficult process o f  
decentralization. This has left the government with strong and wide ranging formal 
authority but in practice, the Ministry o f  Finance is unable to exercise sufficient control 
over revenues collected by and expenditure undertaken by provincial governments. 
Expenditure arrears are also much higher among provinces than l ine ministries. 

Release o f  more information can, by itself, have a powerful impact on development by 
affecting incentives and improving accountability. This does not require Lao PDR to 
gather new information but simply to disclose information it already has. This could 
include, for example, actual budget expenditure by ministry and province, the audited 
financial statements o f  the State Audit Authority, the annual audits o f  state banks and 
financial statements o f  state-owned enterprises. 

In conclusion, i t  is  possible to identify four elements that are prerequisites for a 
successful development strategy in Lao PDR. These are the need to: 

1) Maintain agricultural performance and facilitate off-farm opportunities for 
income generation, recognizing that the overwhelming majority o f  lower income 
households are engaged in this sector and i t s  role i s  central to reducing poverty. 

2) Develop manufacturing and services as the long-term growth engine for Lao 
PDR, allowing for the constraints o n  the contribution to growth o f  agriculture and 
natural resources. However, the present huge preponderance o f  tiny f i r m s  
suggests that there are also significant constraints preventing f i r m s  from growing 
which wil l limit their ability to generate employment and export growth. 

3) Improve the development contribution of natural resources. W h i l e  natural 
resources are not a “magic bullet” for Lao PDR, their contribution to public 
revenues is substantial but their contribution to long term GDP growth will be 
jeopardized if these revenues are not properly managed. 
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4) Improving public financial management and service delive y. Improved delivery 
o f  k e y  public services such as education, health, and infrastructure wil l not be 
achieved without significantly improved financial management, including 
uni form and transparent accounting and financial control systems, supported by a 
system o f  assurance and audit. Only with these in place wil l Lao PDR be able to 
(i) create an effective system for preparing the national budget, formulating 
pol icy priorities and effectively monitoring expenditure and (ii) reform state- 
owned enterprises, bringing their financial planning and accounting under the 
control o f  the Ministry o f  Finance. 

Significant improvements are needed in Lao PDR’s public sector and in the enabling 
environment for private sector and trade. Reports by multilateral agencies, including the 
IMF, Wor ld  Bank and the Asian Development Bank document many o f  the needed 
improvements. Lao PDR’s government endorses most o f  the recommended reforms in its 
own  poverty eradication strategy i.e. the NGPES. What i s  needed now i s  strong and 
continued commitment to the implementation o f  these reforms in order to realize the full 
development potential o f  Lao PDR. 
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