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» Discussions for the Article IV consultation and the economic program were held in
Vientiane during October 2000 and January 2001,

» The team, during some or all of the discussions, comprised Messrs. Winglee (Head),
Cheunsomchit, Cook, Marciniak, Pani, and Soueid (all APD), Ms. Brunschwig
(PDR), and Mr. Song (MAE). Mr. Blejer (APD) and Mr. Lathouly (OED) joined the
concluding discussions. The missions were assisted by Mr. Sidgwick, resident
representative, and worked closely with teams from the World Bank and Asian
Development Bank.

e The missions met with Deputy Prime Minister and Minister of Finance Boun-Nhang
Vorachith, Deputy Prime Minister Somsavat Lengsavad, Bank of the Lao P.D.R.
Governor Soukanh Mahalath, other ministers and senior officials, and members of the
donor community.

e Inthe attached letter dated March 26, 2001, the Government of the Lao P.D.R.
requests a three-year arrangement under the Poverty Reduction and Growth Facility
for the period January 2001-December 2003 (Attachment II). The government’s
program is described in the Memorandum on Economic and Financial Policies
for 2001 (MEFP) (Attachment III), and the accompanying Interim Poverty Reduction
Strategy Paper (I-PRSP) EBD/01/37).

e The authorities have agreed to the publication of the letter of intent, MEFP, I-PRSP,
and joint staff assessment.

» The principal author of this report was Mr. Winglee with substantial inputs from
Messrs. Cook and Marciniak.
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EXECUTIVE SUMMARY

Over the past 18 months, the Lao authorities have acted decisively to reduce inflation
from triple- to single-digit levels. Monetary and fiscal policies were tightened along the
lines recommended in the 1999 Article IV consultation, At the same time, distortions
1mposed during the high inflation period, especially limits on key prices and ad hoc trade and
exchange controls, are being unwound.

With these positive results, the authorities have now requested a new three-year PRGF
arrangement to solidify macroeconomic stabilization and restart structural reform, as part of
their strategy, articulated in the Interim Poverty Reduction Strategy Paper, to reduce poverty
through growth with equity.

Macroeconomic stabilization will be focused on raising budget revenue through
administrative improvements and the introduction of a VAT in 2003, and on tightly
controlling central bank credit. Stronger revenue performance together with improved
public expenditure management, would allow for more socially-oriented expenditure while
avoiding the need for domestic bank financing.

The structural measures will be aimed at strengthening the broad fiscal position and
the banking system. State bank restructuring is a key economic reform goal to enable them
to properly channel resources for productive investment and resolve their large stock of
nonperforming loans. The restructuring framework is based on phased recapitalization linked
to operational improvements. Bank specific plans are to be developed in consultation with
the World Bank and Asian Development Bank (AsDB) by the first review of the

PRGF arrangement. In the interim, state-owned commercial bank credit will be closely
monitored to limit its growth and improve repayment performance, and international standard
audits will be conducted. In support of strengthening public sector finances, public
expenditure management reforms are envisaged, along with significant price actions on two
large state enterprises to reduce the current and potential drain on fiscal resources.

The poor quality of economic statistics, especially for national accounts, external debt,
public expenditure, and the balance of payments, has complicated analysis and policy
formulation. In particular, poor expenditure data are a major constraint on developing a full
poverty reduction program and improving governance.

The main risks to the program derive from Lao P.D.R.’s weak track record on
macroeconomic stabilization policies. In particular, strengthening stabilization beyond the
tmmediate measures will require reforming the state banks and improving the transparency of
public sector finances, which previously have been difficult areas. The staff believes that the
authorities’ recognition of the cause and cost of the recent instability and pressures from
regional integration will be a major impetus for progress. Nevertheless, close monitoring and
substantial technical assistance will be needed to implement the program.



1. BACKGROUND AND RECENT DEVELOPMENTS

1. Lao P.D.R. made good progress at economic reform through implementing its
“New Economic Mechanism,” supported by an ESAF arrangement, in the first half of
the 1990s. Growth rates averaged 7-8 percent and inflation averaged 11 percent ‘while
poverty was reduced (Box 1). However, from 1997 the reform momentum waned. Ambitious
investment plans, particularly irrigation projects to achieve rice self-sufficiency, were pushed
through despite domestic resource constraints and the Asian crisis. Recourse to central bank
financing, given the high level of dollarization, caused inflation to skyrocket to triple digits
and the kip to depreciate sharply.

2, In concluding the 1999 Article IV consultation, Executive Directors expressed
serious concern over the severe macroeconomic instability in 1998 and the first half

of 1999. They considered that key to resolving this instability were: containing central bank
credit; strengthening revenue; and improving prioritization of public expenditures. Directors
also stressed the critical need to revive structural reforms, especially to strengthen
state-owned commercial banks (SOCBs) and banking supervision, address the problems of
state-owned enterprises, and encourage private sector development. Directors regretted
shortcomings in statistical data that hampered surveillance and complicated the formulation
of an economic program,

3. Recognizing the severe cost of high inflation, the authoritiecs embarked on a
strong stabilization program in mid 1999. Over the subsequent 18 months, the authorities
sustained this stabilization effort along the lines recommended by the Fund. With the success
of this initial phase and with an emerging consensus for further reforms developing, the
authorities have requested a new three-year PRGF arrangement with access of

SDR 31.7 million (60 percent of quota). Disbursements under the schedule set out in Table 1
would increase Lao P.D.R.’s outstanding use of Fund resources from 62 percent of quota at
end 2000, to 72 percent of quota at end 2004 (Table 2).

4, With restrained credit and fiscal policies, macroeconomic performance has
improved considerably since mid 1999. Inflation fell sharply from 130 percent in mid 1999
to 9 percent in February 2001. Real GDP growth is estimated to have been about 5.7 percent
in 2000, as stronger domestic demand appears to have offset the drop-off in FDI, but there is
still considerable uncertainty with GDP estimates because of the poor quality of the data.!

! The authorities estimate real GDP growth in 1999 at 7.3 percent on account of the large
increase in output from newly irrigated areas. Information from international agencies
monitoring agricultural developments in Lao P.D.R. question the implied increase in rice
production, and based on this, the Fund staff estimates that real GDP growth was about
5 percent in 1999,



Box 1. Lao P.D.R.: The Poverty Situation

Poverty Profile"

Lao P.D.R. has made progress at reducing poverty in the last decade. It is still one of the poorest countries
1n the world with GDP per capita estimated at $252 per capita in 1998. About 39 percent of the population lived
below the poverty line in 1997/98, down from 43 percent in 1992/93.% High economic growth, 5.8 percent
annual average—particularly in the industry sector, has been a key factor behind poverty reduction. However,
the reduction was very disparate with the largest reductions in urban areas—especially Vientiane, where
poverly was halved during 1992-98. Poverty incidence in 1997/98 was lower in urban areas (27 percent of
poor) compared to 4] percent in rural areas. In addition, disparities across regions have been exacerbated, as the
poverty gap between Vientiane (12 percent of poor) and other regions widened, cspecially with the Northern
region (53 percent of poor) where large groups of ethnic minorities are located.

Inequality in Lao P.D.R. is low compared to most other Asian conntries, as income levels are very low.
However, income incquality has increased, as shown by the Gini index of about 36 percent in 1997/98, up from
29 percent in 1992/93. Increased inequality provides evidence that the benefits of cconomic growth have not
been sulliciently spread to the bulk of the population in poor rural areas.

The government in the [-PRSP identifies the main causes of poverty as: (i) a legacy of physical devastation
during the Vietnam war, with uncxploded ordinances still alfecting hall of the country’s territory; {ii) weak
public service delivery—-especially in the health and education sectors; (iii) inadequate communication
infrastructure; and (iv) shortcomings in governance. Poor road access to markets, low productivity and
insufficient support services to farming, limited access to credit, and lack of a modcrn land framework are the
main botllenecks facing the rral poor.

Poverty Reduction Strategy

The ovcrall thrust of the government’s poverty reduction strategy is to promote sustainable growth with
equity so as to graduate from the group of least developed countries by 2020. The strategy calls for
implementing a wide reform agenda aimed at improving resource allocation in key sectors (e.g., financial and
enterprise reforms) and fostering capacity-building and human resource development, while maintaining sound
macroeconomic management. It emphasizes participation of the poor in the decision-making process, especially
through a broad-based decentralization of public sector management.

" Derived from the analysis of the Lao Expenditure and Consumption Surveys (LECS) conducted in 1992/1993
and 1997/98, which may not be fully comparable,

* Headcount ratio showing the percentage of individuals in the population whose income (proxied by
consumption-expenditure) fell below the poverty line. The poverty line has been derived as the weighted
arithmetic average of food and nonfood poverty lines defined for the urban and rural areas.

5. Credit restraint has been central to the stabilization effort over the last

18 months. Sharp limits on central bank financing, especially for irrigation projects, and the
issue of central bank securities, were critical in reducing excess kip liquidity and bringing
down inflation. Thus, Bank of Lao P.D.R. (BOL) domestic credit to the government and
economy have been reined in sharply.?

2 BOL credit to state-owned enterprises in 2000 increased solely because of onlending of a
concessional foreign loan.
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6. Within this overall credit restraint, however, SOCB credit grew strongly putting
further pressure on their portfolio quality. After restraint in 1999, credit of SOCBs rose
rapidly in 2000 (by 40 percent in U.S. dollar terms).” Interest rates were kept well above
market levels to meet deposit mobilization goals and the rapid deposit growth, in turn,
provided the opportunity to expand lending. However, part of the expanded lending might
have been an attempt to improve book profits and regularize nonperforming loans when the
underlying balance sheets remained weak. In February 2001, upon recognizing the greater
risk to their portfolios, SOCBs reduced their rates closer to those of foreign banks.
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7. The 1999/2000 budget marked a return to more orderly fiscal management

(Table 4).* Revenue grew by more than 2 percent of GDP to 13 percent, as targeted. About
half of this increase stemmed from better reporting of timber royalties, and the remainder
mainly from strong efforts to improve tax administration, especially through developing

* About 75 percent of SOCB lending is in foreign currencies.

* The fiscal year runs October—September.



more effective procedures for the Large Taxpayer Unit, supported by FAD technical
assistance. At the same time, scaling back construction projects sharply reduced capital
spending in relation to GDP. This cut-back made more room for unwinding the very tight
constraints on current spending, and enabled it to increase to 8 percent of GDP with
additional spending in social areas, especially the payment of domestic arrears to social
sector workers. Although the budget deficit increased from 4 percent to 5 percent of GDP,
the disbursement of AsDB Financial Sector Program Loan II (US$11.5 million) in

August 2000, enabled net banking system credit to the government to be reduced by

% percent of GDP. Central bank credit to the government was reduced by twice this amount.

Revenue and Expenditure, 19%6/97-2000/01 Budget Deflcit, 1996/97-2000/01
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8. While maintaining a flexible exchange rate system, prudent credit and fiscal
policies have stabilized the rate since late 1999. Although the rate subsequently
depreciated by 9 percent against the U.S. dollar, it has remained stable against the baht
(Figure 1) and the margin with the parallel market has generally remained at under

2 percent.’ This recent stability of the kip vis-a-vis the baht has provided confidence in
policies while avoiding a larger appreciation of the real effective exchange rate that could
have come from tracking the dollar. Notwithstanding limited intervention for smoothing,
gross international reserves increased from 2 months of prospective imports at end 1999 to
2.4 months at end 2000 (Table 3).

9. With the return to stability, progress at structural reforms has restarted, but the
agenda remains extensive. The high nonperforming loans (NPLs) of SOCBs, where the
rapid depreciation of the kip exacerbated the weaknesses of their management, are now

* During mid 2000, as a result of the weakening of the baht against the U.S. dollar, the
margin widened to about 4 percent with the dollar (but not the baht) for two months, as the
banks gradually reset their rates, and resulted in a multiple currency practice.



starting to be addressed, and audits of the SOCBs were recently initiated. Large SOEs have
made some price adjustments, especially for electricity, airfares, and petroleum, although
much more needs to be done. Also, ad hoc trade and exchange restrictions, applied in an
attempt to slow the depreciation of the kip, are now being relaxed.

10. The 7th Party Congress, which took place in early March 2001, stressed the
importance of economic development as the means for poverty reduction and recognized
the problems arising from attempting this through inflationary financing. Tn the subsequent
session of the National Assembly, Deputy Prime Minister and Minister of Finance Boun-
Nhang Vorachith and BOL Governor Soukanh Mahalath were promoted respectively to
Prime Minister and Minister of Finance. With respect to the pace of policy implementation,
the leadership continues to favor a carefully phased and market-based approach, to avoid
major disruptions that could undermine the consensus for reform.

II. MEDIUM-TERM OUTLOOK, POLICY FRAMEWORK, AND THE I-PRSP

11. The policy discussions took place as the government was formulating its new
five-year plan (2001-05), which will stress macroeconomic stabilization and poverty
reduction through sustained growth with equity. The authorities’ general reform strategy
seeks to adapt the experience of China and Vietnam to the Lao situation, recognizing that
integration into the world and regional economies is key to achieving poverty reduction
goals. In preparing the five-year plan, the authorities held extensive external discussions,
conducted the Round-Table Meeting process to get inputs from donors and NGOs, and
developed the Interim Poverty Reduction Strategy Paper (I-PRSP) out of these consultations.

12, The proposed PRGY-supported program and the accompanying I-PRSP contain
policy elements for sustaining macroeconomic stability and setting the stage for closely
related structural policies for durable, higher growth (Box 2). With maintenance of
macroeconomic stability, real growth is expected to reach 7 percent by 2003 (Table 6). The
main impetus for growth is assumed to come from the Nam Theun 2 (NT2) hydroelectric
project, which during the construction phase would contribute to about % percent of GDP per
year (Box 3).° Underlying growth would pick up moderately from a small base, in line with
returning confidence in the business environment and sustained policy implementation.
Inflation is expected to be reduced further to about 5 percent by 2003, with near-term
inflation still significantly above trading partners, reflecting adjustments in some key prices
and wages.

§ As noted in Box 3, the World Bank is still considering its options for participation in this
project. Given its enclave nature over the next 5 years, difficulties in proceeding with the
project would reduce growth because of lower construction, but would not have a major
impact on the overall balance of payments, the fiscal position, or the poverty strategy.
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Box 2. Lao PDR: Main Elements of the PRGF-Supported Program, 2001-2003
Targets

e Raise real GDP growth to 7 percent by 2003, while reducing end of period inflation to 5 percent. To protect
the external position, gross official reserves will be raised to 3 months of import coverage.

Macroeconomic policy

»  Fiscal: keep the overall deficit to an average of around 5 percent of GDP during 2001-2003, and protect
medinm-term sustainability by relying mainly on external concessional financing, and avoiding domestic
bank financing.

»  Monetary and credit. tightly restrain credit by the central bank to government, banks, and enterprises, and
restrict credit growth of the state-owned commercial banks (SOCBs) to 17 percent in 2001 to ensure low
inflation and improve the loan quality of the insolvent banking system.

o Exchange system: manage the exchange rate flexibility to allow for adjustment to real shocks. While
keeping the margin between the bank and parallel markets to under 2 percent, adjust monetary policy to
minimize exchange rate fluctuations. Continue to ease exchange system controls.

Structural agenda

»  Fiscal reform:. continue to improve lax administration, focusing on large taxpayers in preparation for the
introduction of a VAT in 2003. Improve public expenditure management, through improving the treasury
system and fiscal reporting and accountability.

s Banking sector reform: recapitalize the deeply insolvent SOCBs conditional on improvements in banks
performance. Enhance governance, ensure the implementation of standard accounting framework, and loan
classification and provisioning requirements. Improve the environment for SOCBs by phasing out directed
lending, strengthening pressures for repayment, and developing bank supervision.

e Enterprise development. focus on avoiding losses of key large state enterprises, initially through price
adjustments, and igsue the implementing regulations for the Foreign Investment Law.

¢  Trade reform: liberalize exports as prior action, and liberalize imports in ling with AFTA comumitments
with the removal of quantitative restrictions on a multilateral basis.
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Box 3. Lao P.D.R.: Nam Theun 2 Hydroelectric Project”

The Nam Theun 2 (NT2) hydroelectric project is a Build-Own-Operate-Transfer (BOOT) arrangement
between the Government of Lao P.D.R. {(GOL) and a private sector consortium (NTEC) consisting of
Electricit¢ de France, ltalian-Thai Development, and EGCo (Thailand).

Nam Theun 2 is the largest of several potential hydroelectric projects designed to provide Thailand with

3,000 megawatts of energy by 2006 in accordance with a Memorandum of Understanding (MOU) signed

between the respective governments. However, given the financial crisis in Thailand, supply levels have been
revised down to provide 1,600 megawatts by end 2006, and the rest by 2008. Economic recovery and rising oil

prices led to a tariff MOU being signed in August 2000 for the proposed NT2 project.

Project costs are estimated at US$1.0 billion (60 percent of GDP), to be financed through foreign direct
investment comprising debt (70 percent) and equity (30 percent). The GOL will have a 25 percent equity stake
in the project (US$75 million) which is expected to be financed through a combination of a grant from the
partners, and concessional borrowing being explored with multilateral investment banks and bilateral donors, If
required, any nonconcessional borrowing by the GOL would be determined in early 2002 as part of the final
financing package. The government has requested the World Bank to support the project through an IBRD
partial risk guarantce (US$100 million} and an IDA credit for the social and environmental aspects of the
project. The government would provide a counter-guarantee for the IBRD guarantee; resulting in a government
liability for this amount if public policy actions prevent the operation of the project.

The project will have significant macroeconomic impacts. Imports of capital goods and construction scrvices
in the construction phase (2002-06) will widen the current account deficit, to be largely financed by FDI. The
construction phase of the project is likely to add about Y%—1 percentage point of GDP to the growth rate. The
project is expected to yield considerable export and fiscal revenues and the GOL is committed to investing these
revenues in rural and human resource development programs for poverty alleviation.

The project also entails covironmental and social impacts. Two independent panels have worked on these
aspects—a government-appointed Panel of Social and Environmental Experts, and the Bank-appointed
International Advisory Group. Both groups support Bank involvement. However, other groups have expressed
concerns about its impact, especially on the environment, as well as on the Government’s ability to meet its
commitments.

Regarding Bank involvement in the project, the Bank program as articulated in its Country Assistance
Strategy of March 1999, includes NT2 in the base case scenario. This would be triggered by a track record
of improved performance in restoring and maintaining macroeconomic stability (as evidenced, for example, by
agreement with the Fund on a PRGF-supported program). Additional Bank conditions have been set regarding
cnvironmental and social mitigation programs, key legal agreements, and the project financing plan. Bank
management has not yet decided whether to proceed to appraisal of the project. With the signing of the MOU to
provide power by end 2006 construction will need to commence by end 2002. To meet this schedule the Bank
will need to decide on its approach by mid 2001 and, if appropriate, appraise the project in the first half of 2002.

" Prepared by World Bank staff.
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III. MACROECONOMIC POLICIES

13. With the improving macroeconomic environment and confidence, real GDP
growth is projected at about the same level as in 2000 (5.7 percent). Modest additional
domestic investment from preparations for the NT2 project is likely to offset weaker external
demand. Notwithstanding the significant state presence in the economy, it will be important
for an increasing proportion of investment to come from the private sector. Inflation is
expected to decline further, to under 8 percent by end 2001, With continued restrained
policies, gross official reserves will be raised slightly to 2% months of imports.

A, Monetary, Exchange Rate, and Exchange System Policies

14. Monetary policy for 2001 has been set for continuing the gradual downward
pressure on inflation. The BOL recognizes that the high level of dollarization in the
economy sharply limits the scope for central bank financing and will thus continue its policy
of tightly controlling its net domestic assets. This policy is expected to limit reserve money
growth to an underlying 7 percent during 2001.” Bank credit growth will be cut sharply to
17 percent in 2001, as SOCBs focus on strengthening their portfolios. The recent reduction in
SOCB interest rates to market levels is expected to reduce inflows of deposits and constrain
SOCB lending, which, together with the prohibition on lending to defaulting borrowers,
should make their lending more prudent. However, given the weak state of market-based
credit instruments, the authorities agreed to a ceiling on total SOCB credit as a performance
criterion. The BOL will monitor individual SOCB credit growth and restrain it when the
ceiling is threatened, and pressure banks to achieve a higher repayment rate. Over time, this
ceiling could be removed depending on the effectiveness of actions by SOCBs to strengthen
their internal controls and portfolios.

15.  The authorities consider that exchange rate stability played a crucial role in
reducing inflation, both directly on prices and indirectly by restoring confidence in
econontic policymaking. For this reason, while the exchange rate will be managed flexibly,
the BOL would be prepared to tighten monetary policy if there was a sustained depreciation
not attributable to real shocks (to be identified in conjunction with the staff), and to ensure
that banks adjust their exchange rates to keep the margin with the parallel rate to under

2 percent. Development of an interbank market for foreign exchange is progressing slowly
while the prerequisite greater confidence in the kip and domestic banks is built up.®

16. The authorities have substantially eased ad hoc controls in the foreign exchange
market. While there are currently no identified restrictions on current payments and

7 Reserve money at end 2001 will decline compared to end 2000, because of the netting of
BOL posttions in banks in January 2001 that resulted in a one-time 20 percent drop in reserve
money.

*Reflecting their client base, the foreign banks do not have significant transactions in kip.
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transfers, there has been the periodic use of informal foreign exchange rationing which is
difficult to identify on an individual basis. Given the extensive use of foreign currencies, the
staff considers the margin between the bank and parallel foreign exchange markets to be an
indication of informal restrictions, which were temporarily evident in mid 2000. Under the
program, this margin will be kept to less that 2 percent. While the BOL would work toward
avoiding restrictions on current payments and transfers, the authorities could not commit to
achieving Article VIII status by the end of the PRGF period because they were not sure that
their macroeconomic policies would adjust fast enough to potential shocks. However, the
authorities did not rule out making such a commitment as confidence develops in market-
based stabilization policies.

B. Fiscal Policy and Reforms

17. The authorities stressed that budgetary policies would continue to be framed to
support macroeconomic stabilization and pro-poor expenditure. This will be achieved by
further revenue efforts, notably through improved tax administration, better management of
nontax revenue sources, and the introduction of the value-added tax (VAT), tentatively
scheduled for 2003. With the dedicated implementation of these measures, the authorities
estimated that they could raise revenue by 2 percentage points over three years to 2002/03 to
at least 15 percent of GDP (Box 4). Assuming that foreign financing continues to be in line
with recent trends, a budget deficit remaining at about 5 percent of GDP would be consistent
with the stabilization objectives, and the additional resources could be used for social
expenditure.

18.  Im2000/01, the budget deficit is expected to remain about 5 percent, with ne use
of domestic bank financing.” The official budget passed in September 2000 projects revenue
to increase by 2 percentage points of GDP, through continued improvements in tax
administration and reductions in exemptions. The staff cautioned that this revenue target
would be very difficult to achieve by predominantly administrative measures, and that a

1 percentage point increase would be more realistic. While acknowledging that it was
ambitious, the authorities argued that the target approved by the National Assembly was
achievable, but would implement expenditures on the basis of the available revenue, to
observe the overall domestic bank financing limit,

19. The main revenue measures in the 2000/01 budget are the broadening of the tax
base, reducing tax exemptions, and improving tax and customs administration. These
measures were implemented in late 2000 and are outlined in the attached MEFP

® Equivalent to 8 percent of GDP, using the authorities’ official presentation presented in
Table 3 of the Memorandum on Economic and Financial Policies (MEFP) (Attachment I11),
which treats grants as financing and amortization as expenditure. The budget also includes
nonbank financing of about 1 percent of GDP, comprising equally state property sales and
sales of government securities to nonbanks.
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Box 4. Lao P.D.R.: Medium-Term Fiscal Framework

As outlined in the I-PRSP, over the medium term ithe budget will aim to provide additional finance for
pro-poor expenditures while protecting fiscal sustainability. Enhancing revenue collections will be vital in
meeting these goals. Following the tighter fiscal policy of the past two years, a budget deficit remaining at its
current level of 5 percent of GDP through 2002/03 would be consistent with these goals, provided the projected
external financing is available.

Lao PDR: Medium-Term Fiscal Famework
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Under this framework, revenue would need to be raised from about 12,7 percent of GDP in 1999/00 to
15 percent by 2002/03. Increasing revenue collections by 0.5 percent of GDP in both 2001/02 and 2002/03
{over the projected 2000/01 outturn} can be accomplished through: fully implementing administration reforms,
developing the system of large taxpayer units, strengthening the customs department, reducing tariff
exemptions, and rationalizing the excise duty system. The experience with specialized attention to large
taxpayers has shown that there is a substantial further revenue potential from more effective taxation of this
source, if appropriately managed. The projections assume that the conversion of the current turnover tax into a
VAT will raise revenue slightly, even after allowing for declining tariffs under the ASEAN Free Trade Area.
However, VAT at 10 percent and few exemptions could lead to a larger revenue gain.

Enhanced revenue mobilization would permit a parallel increase in total spending with a redirection of
resources to priority areas. Expenditure would therefore rise to 23 percent of GDP over the program period,
from 21 percent in 1999/2000. Within this envelope, an appropriate balance of capital and current expenditures
would need to be found. However, currently the basis for transparent spending decisions is constrained by the
absence of information on spending by program, especially in health and education. Tt is clear that scope exists
to reallocate spending by scaling back the public investment program to a level consistent with implementation
capacity while increasing recurrent spending on vital social sector programs and civil setvice wages. It is
expected that the Public Expenditure Review, being conducted jointly by government and the World Bank,
AsDB and IMF, would identify issues critical for making these choices.

In 2000, the government launched its decentralization policy under which provinces become strategic
units, to make decision-making and policy implementation more participatory. While moving ahead in a phased
manner, the government recognizes that this will require capacity building at all levels and that there are
significant risks from poor implementation.

The costs of state-owned commercial bank restructuring appear to be manageable within the fiscal
framework. The resulis of forthcoming audits will determine the recapitalization requircment but preliminary
estimates suggest that, because of the relatively small size of the banking sector, the capital deficiency is about
3 percent of GDP. This weuld imply annual interest costs of some 0.3 percent of GDP.
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(paragraph 10). They include using current market exchange rates to assess taxes, increasing
excise rates, extending large taxpayer units,'® and reducing tax exemptions on imports
financed by foreign investment. Revenue from timber royalties is projected to decline from
2 to 1 percent of GDP, reflecting less logging, but the transfer of these funds to the central
budget was strengthened through the introduction of tracking and tight controls on revenues
obtained in foreign currency.'' Forestry sector policies, especially revenue aspects, will be
reviewed by the end of the first year of the program, in consultation with the World Bank.

20. A high priority for the government in the 2000/01 budget is rationalizing public
expenditure. The tight constraints on education and health expenditures during the
stabilization period are being eased, and civil servants were given a flat wage increase
equivalent to 20 percent of the average wage. To partly compensate for this increase (the first
since 1996, that still leaves civil service wages at very low real levels), the size of the civil
service would be reduced by 5 percent over two years, mainly by retirements and
retrenchment of poorly qualified staff. Spending on materials and supplies was also increased
significantly to allow for more maintenance, especially on roads. Significant payments of
domestic arrears (included in other current expenditure) are also envisaged. In spite of recent
corrective efforts, the Ministry of Finance noted that it could not prevent new arrears from
being incurred, especially at lower levels of government.

21. The 2000/01 budget started the government’s initiative launched in early 2000 to
decentralize government operations to promote more broad-based development. In
response to staff concerns about fiscal discipline, especially the incurrence of domestic
arrears, and of the administrative ability and accountability systems to support this policy, the
authorities stressed that they would apply this policy first to the most capable provincial
administrations and quickly develop the appropriate guidelines while closely monitoring the
overall fiscal position. Staff’s concerns about meeting the high budget revenue target are
supported by preliminary indicators for the first 5 months of 2000/01, which put revenues

' Tax administration has improved greatly over the past two years as the authorities followed
the large taxpayer unit (LTU) approach, especially self-assessments and audits. However,
although the staff strongly recommended developing a single LTU in headquarters to
conserve scarce resources, the authorities were committed to developing LTUs in 3—4 major
provincial centers under a national policy, as part of their decentralization process, but would
strengthen the control procedures.

"! The World Bank has identified problems of illegal and under-reported logging, under
valuation of timber, and substantial leakages in the transfer of these revenues to the budget as
factors that reduce potential budget revenues. For 1999/2000, using indirect indicators, the
staff could not account for more than half of timber revenue reaching the central budget
accounts, and has imputed the missing amount as “timber-royalty financed expenditure,” the
main reason for the revisions to the fiscal accounts compared to the 1999 Article TV
consultation. Under the program, these unauthorized expenditures would be sharply reduced.
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lower than staff projections on account of initial administrative weaknesses in implementing
decentralization. The staff have been urging the government to strengthen central control
over revenue. Nevertheless, expenditures appear to be restrained, and during this period
when revenues are seasonally low, net bank financing has been about ¥ percent of GDP.

22. The government and the World Bank/AsDB/IMF have embarked on a joint
public expenditure review (PER). The authorities are now trying to regularize the
expenditure management system, especially with the move to decentralization, after the
earlier economic crisis, and the need to meet skyrocketing nominal expenses, left the system
in disarray. Although the three international institutions recognize the complexity of the
problem, they consider the absence of data on social expenditures a major deficiency in
monitoring the implementation of poverty reduction programs and their outcomes. Thus, the
PER would, with strong participation from the relevant ministries, provide a basis for
strengthening public expenditure management during the PRGF program period through
sharpening the poverty focus of expenditures, and by improving budgeting, expenditure
management, and fiscal transparency. FAD is providing technical assistance for public
expenditure management, especially improving the information base on actual expenditures,
essential for monitoring of poverty-related spending and avoiding domestic arrears. Drawing
on the results of this technical assistance, the first review of the program will discuss
progress in developing an action plan, and measures to improve public expenditure
management which would be implemented in the context of the budget for 2001/02. A
comprehensive action plan would be agreed by the end of the first program year and
implemented under subsequent annual programs under the PRGF.

IV. STRUCTURAL POLICIES
A. Banking Reforms

23. The authorities have identified SOCB reform as a major structural goal during
the PRGF program period. The SOCBs account for about 70 percent of total assets of the
banking system, while foreign bank branches (mainly Thai} have a 21 percent share, and the
remainder is accounted for by joint-venture banks. Asset quality of the foreign bank branches
appears to be relatively good. However, for the SOCBs, portfolio assessments estimate that
NPLs were about 70 percent of total loans at end 1999, despite recapitalization in 1994, The
authorities regard this as the main banking problem derived from fundamental deficiencies in
SOCB management and operations. During 2000, the BOL worked with these banks to
reduce their NPLs, as they established internal debt workout units, and held negotiations with
defaulters. However, SOCBs also expanded credit rapidly, partly as a shortcut to higher
profitability and lower NPL ratios.

24, Based on discussions with the World Bank, AsDB, and Fund staff, the
authorities adopted a comprehensive framework for bank restructuring that would
guide the development of individual bank restructuring plans (see Box 5). In particular,
steps are envisaged to improve the environment for commercial lending and to phase out
policy lending through SOCBs. Recapitalization of banks would be phased and linked to
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Box 5. Lao P.D.R.: Main Issues in the Reform of State Banks

The banking sector in Lao P.D.R. comprises three state-owned commercial banks (SOCBs) with 70 percent of
banking system deposits, equivalent 10 12 percent of GDP. In spite of recapitalization in 1994, an externally-
funded consultant has estimated that nenperforming loans (NPLs) were about 70 percent of total loans

in 1999, The need for reform is urgent, and the agreed framework provides for the following lines:

1. Accounting framework, and loan classification and provisioning requirements

»  Effectively implement loan classification and provision regulations, and ensure thal all off-balance sheet
liabilities are fully acconnted for. The SOCBs should also reinforce credit monitoring system by applying
credit risk criteria developed by the AsDB consultants. The BOL should ensure that banks stop accruing
interest on NPLs of 90 days or more overdue.

+ Complete external audits for 1999 and 2000 at international accounting standards. Subsequent annual
audils should be completed within 6 months of the end of the financial year.

2. Operational restructuring of SQCBs

e Improve governance structure of SOCBs by making boards and managements more accountable. For
instance, establish busincss plans for operational improvements with annual {or more frequent)
performance targets and goals, and with defined sanctions for management that consistently fails to meet
these targets.

¢ Implement operational restructuring to improve better risk control and reinforce governance structure of
board and management, Operational twinning with foreign partner should be considered.

3. Resolution of NPLs and avoidance of new NPLs

» Focus the NPL resolution on debt workout units within the banks, while recognizing that workouts with
the largest debtors would require improvements in the policy environment. Avoid the rapid carve-out of
NPLs. Develop loan workout procedurcs for cach main type of NPL, distinguishing between policy lending
and commercial lending.

» Ensure that both directed lending and support for SOFE losses are phased out although the timing and
modalities have not been specified.

4. Phased and conditional recapitalization

# Phasc recapitalization, and make it conditional on performance improvement. Link phased
recapitalization to implementation of the agreed business plan, which would include targets for debt
workouts and operational and management improvements.

5. Next Steps

¢ Donor-funded audits of the three SOCBs have been initiated and will support the development of plans,
although preliminary cstimates and analysis indicatc the nature and magnitude of the problems.

s Bank specific restructuring plans are 1o be formulated before the first review of the PRGF-supported
program based on these principles. Technical assistance for this would be provided by the AsDB and World
Bank in preparation for their joint financial sector loan,
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improvements in operations, especially in lending and risk control practices, governance, and
quality of management. Drawing on the recently initiated international standard audits,
individual SOCB restructuring plans will be developed by the first review of the PRGF.
Interim measures have also been put in place to avoid a further deterioration in the SOCBs’
financial condition, including close monitoring of lending, and enhanced banking
supervision, with more on-site inspections and active involvement of the BOL in debt
negotiations.

B. Enterprise Policies

25, The government recognizes that fulfilling its commitment to market-based
reforms and international integration will require strengthening the enterprise sector,
both state-owned and private. Although reform in the enterprise area is an essential
complement to banking reform, it is less well developed. The authorities intend to formulate
comprehensive reform in the near future and will be requesting assistance from the World
Bank and AsDB. The authorities’ current goal for reform is that only 32 enterprises
(including financial enterprises) will remain state-owned.

26. Ahead of detailed plans for large state enterprises, the authorities’ approach is
to first focus on commercialization and immediate improvements in their financial
operations. Thus, utility enterprises have been adjusting their prices to achieve cost
recovery. During 2000, domestic petroleumn prices were adjusted to cover import costs.
Domestic electricity prices are well below those in neighboring countries and they are
subsidized by revenues from electricity exports. The appropriate level of prices for 2002 and
beyond are to be based on a World Bank sponsored study; such adjustments could increase
budget revenues by about % percent of GDP per year and are incorporated in the fiscal
projections for the 2001/02. For Lao Aviation, in light of the recent long-term lease of an
additional aircraft and its past record of debt servicing difficulties (which have had to be
assumed by the government), further significant fare adjustments are planned to achieve full
cost recovery by the end of the first year of the PRGF program.

27. To strengthen nonstate enterprises, considerable legal and institutional reforms
are needed to improve the business environment. Domestic enterprises, including former
SOEs, now operate without direct state intervention, but their ownership structure needs to be
clarified and bureaucratic impediments removed. For foreign-invested enterprises,
implementing regulations for the 1994 Foreign Investment Law have recently been issued to
make this relatively liberal law operational by setting out more transparent and faster
procedures for investment approval, and allowing more investment projects to be approved at
the local level.

C. Trade Reform

28. Given the competitiveness of the region, the authorities believe that meeting
their commitments under the ASEAN Free Trade Area (AFTA) will present both
benefits and challenges in the coming years. This reform will be very significant because
ASEAN trade accounts for about 70 percent of Lao P.D.R.’s formal trade, and considerably
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more if informal trade is included. Under the timetable submitted to AFTA, by the start

of 2005, 95 percent of tariff items should be free of quantitative restrictions (QRs) (to be
applied to a multilateral basis from mid 2001) and subject to AFTA tariff reductions, so that
all AFTA tariffs will be 20 percent or less, with 87 percent of these items having tariffs of
05 percent.'” In the meantime, the authorities have eased ad hoc trade restrictions, including
eliminating the ban on imports of motor vehicles. Although the staff argued that with porous
borders, trade controls are ineffective, encourage smuggling, and reduce revenue, the
authorities responded that there was not sufficient political support for a faster removal of
formal import barriers.

29. The authorities are emphasizing development of the export sector to benefit
from trade liberalization. As private sector development is encouraged, they see a
significant potential, especially in niche primary products. To this end, export licensing
requirements on all exports (except mining and timber products) were eliminated, effective
March 2001. The authorities are also seeking better access for their products to the European
Union and Japan, and to the United States under normal trade relations, and have recently
begun the process of accession to the WTO.

V. OTHER ISSUES
A. External Sector and Balance of Payments Outlook

30.  External financing requirements for 2001-03 are estimated at US$110 million.
(Tables 7 and 10). For 2001, the financing needs of the balance of payment and the budget
(US$30 million) are expected to be fully covered by the first tranche of a joint Financial
Sector Adjustment Credit from the World Bank and the AsDB (US$15 million), two
disbursements under the PRGF (US$12 million) and committed support from other donors on
concessional terms.

31. In view of Lao P.D.R.’s limited debt-servicing capacity, external borrowing will
need to be closely monitored by the newly established debt-monitoring unit. The first
year of the program does not allow for contracting or guaranteeing nonconcessional external
debt by the public sector. A government-guaranteed loan from the Exim Bank of China,
contracted in February 2001, for US$30 million for investment in the telecommunications
sector, has a grant element of 24 percent, and will have a minor impact on debt
sustainability.”> Concerning NT2, no debt is expected to be contracted in 2001 and a detailed

'? Excluded items relate to unprocessed agricultural products, and those restricted for health,
cultural, and safety reasons. The authorities also reserve the right to not extend multilateral
removal of QRs to a few specified products, which are likely to be high-end luxury products.

" The loan from Exim Bank of China is not covered by the program, having been signed

before the date of approval of the program. However, because ceilings on contracting and

guaranteeing nonconcessional debt are defined relative to end 2000, the value of the ceiling
(continued)
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assessment will be made in a later review of the program. A preliminary assessment suggests
that the impact on official debt service would be small, on the current assumption that the
government’s equity stake, US$75 million, will be financed on concessional terms. The
partial-risk guarantee of US$100 million that would accompany IBRD participation would be
limited to losses occurred as a result of government actions, that prevent the operation of the
project. The government is currently negotiating with Russia and expects to reach an
agreement on its outstanding ruble-denominated debt in 2001. The Lao authorities are still
gathering detailed debt data before deciding whether to apply for debt relief under the HIPC
Initiative. Preliminary staff estimates for end -2000 put the net present value (NPV) of debt at
about 250 percent of exports of goods and services (Table 8), 160 percent after traditional
debt-relief mechanisms, but a more comprehensive debt sustainability analysis is needed.

32. Access of SDR 31.7 million, equivalent to 60 percent of Lao P.D.R.’s quota (with
equally phased disbursements) under the three-year P.R.G.F. arrangement is proposed.
This level of access is within the standard levels for a second PRGF arrangement and the
staff views such access as appropriate in light of: (i) the balance of payments need; (ii) the
strength of the program; and (iii) the moderate level of outstanding use of Fund credit

(62 percent of quota). With the implementation of the PRGF-supported program, Lao P.D.R.
can be expected to meet fully prospective Fund obligations. With full disbursement under the
PRGF-supported program, outstanding credit to the Fund would peak in 2003 at 74 percent
of quota. The debt service due to the Fund would peak in 2001 at 1.8 percent of exports of
goods and services, then decline to an average of 0.4 percent in 2006-09. Lao P.D.R. has
maintained a good record of meeting its debt-service obligations to the Fund.

B. Statistical and Transparency Issues

33 Statistical weaknesses remain a major constraint on surveillance and program
design. Estimates of GDP are hampered by the substantial subsistence and informal structure
of the economy. Tn addition, official estimates and projections are only revised infrequently,
slowing the incorporation of new information, especially when the external environment
changes rapidly. Lack of reliable external debt data has been a major constraint in debt-
sustainability analysis, but this is being remedied by a newly installed debt monitoring
system. Balance of payments data are constrained by inadequate source data. The recently
introduced customs data system will greatly improve trade statistics, but other areas are stifl
lagging. Notwithstanding these weaknesses, the available information is generally sufficient
to monitor program implementation, given the more open approach of the government to
discussing and correcting the deficiencies.

34 The most significant statistical deficiency for macroeconomic policy and the
poverty reduction strategy is on fiscal expenditure. Although data on basic expenditure

excludes the Exim Bank loan. Concessionality in the program is defined as a debt with a
grant element of 35 percent or more,
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categories are available for the central government, little is available to the central
government from provincial governments, which will have an increasing role in the
execution of expenditure under the decentralization plan. Improving this information on a
timely basis will be essential for improving the accountability of government and tracking
social expenditure. A systematic program for improving public expenditure management will
require significant technical assistance, especially in fiscal accounting and reporting of
expenditures in general, and poverty-related expenditure in particular. While an important
start, the recent publication of the budget for 2000/01 and the outturn for 1999/2000 is only
an initial step towards fiscal transparency.

C. Program Monitoring, Implementation, and Coordination

35. To monitor the implementation of the program, quantitative and structural
performance criteria and benchmarks are specified in Tables 6 and 7 of the
government’s MEFP. The first test date will be end-June 2001, and the first review of the
program is scheduled for completion by end-October 2001. Monitoring for the program has
made allowances for the poor state of data, but because of weak accounting systems,
considerable cross-checking will be required.

36. Although the program has streamlined conditionality, there are still a significant
number of measures to ensure progress. The eight prior actions for the program are
important in setting a foundation for sustaining macroeconomic stability and reforms that
will be supported by the PRGF arrangement. The structural performance criterion on the
adjustment of electricity and airline tariffs is needed to reduce fiscal risks, by avoiding a
drain on budget resources of about 1 percent of GDP. Moreover, Lao Aviation has a record
of defaults on external payments because of low domestic fares. Although the World Bank
and AsDB do not currently have lending programs that can incorporate this conditionality,
they are expected to have them in place during the second year of the PRGF arrangement
after which conditionality in this area would not be needed. In the meantime, the Fund staff
will have the required information available from their technical work. The structural
performance criterion and benchmark on banking reflect the importance of starting reforms
in this area to overcome SOCB insolvency.

37. Reflecting its least developed country status, Lao P.D.R. is in need of
considerable technical assistance (TA) to implement economic reforms. Despite this
need, its record at implementing the TA has been patchy. In particular, some of the gains
made during the carly 1990s were lost in 1997-99, especially in the fiscal and banking areas.
The authorities, however, recognize that further TA and its effective utilization will be
needed to achieve its reform goals, especially in the tax administration and public
expenditure management, bank supervision, and statistical areas.

38. Under the safeguards assessments policy, the BOL is subject to a full Stage One
safeguards assessment. The BOL has not yet undergone an external audit, but as committed
in paragraph 29 of the MEFP, the Lao Audit Office under the Prime Minister has started its
audit of the BOL financial statements. This audit is to be conducted in accordance with
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international standards and completed by July 2001. The Audit Office has received technical
assistance from the AsDB, and under the safeguards policy, an assessment of the adequacy of
the audit will be made after completion. Meanwhile, the staff is preparing a full Stage One
assessment, which is expected to be completed by the time of the first program review.

39, The World Bank, AsDB, and the Fund are closely coordinating their operations
in support of the government’s reform program. The PRGF is consistent with the joint
AsDB/World Bank financial sector operation, and the PER is being conducted jointly with
the three IFIs, contributing to different areas where each has current or prospective
operations. The World Bank is considering following the financial sector loan with a Poverty
Reduction Support Credit (PRSC) at end 2002, which would further address the pro-poor
orientation of public sector expenditure. The Bank is examining its potential role in NT2.

VI. STAFF APPRAISAL

40. The Lao authorities have made important strides in reestablishing
macroeconomic stability after their inappropriate response to the Asian crisis
precipitated domestic economic turmoil during the two years from late 1997,
Recognizing the severe costs of triple-digit inflation, starting in mid 1999, the authorities
began tightening credit policy significantly, strengthening revenue efforts, and cutting back
capital expenditure. As a result of these determined efforts, inflation has now been reduced to
single-digit levels.

41, The government’s proposed PRGF-supported program and the I-PRSP are
linked to the new five-year plan, which aims to strengthen macroeconomic stabilization
and reduce poverty through economic growth with equity. Structural reforms to support
this growth are appropriately sequenced, with highest priority to policies that directly support
macroeconomic stability, especially in the fiscal and banking areas. To promote equity,
structural reforms will be supplemented with measures to promote rural development, health,
and education, and to reduce the impediments to business.

42. Lao P.D.R.’s medium-term prospects appear to be favorable, but
implementation of the envisaged reforms is needed to ensure export expansion and
effective use of natural resources for poverty reduction. If the NT2 project does not go
ahead, the growth outlook would be weaker, but the financial variables would not be greatly
affected over the program horizon.

43, Tight credit policy will be key to the continued reduction in inflation. The BOL
credit will need to be restrained to maintain exchange rate stability and reduce inflation.
Although SOCB credit expanded excessively in 2000, risking a further increase in NPLs,
measures are now in place to slow credit growth substantially. The exchange rate should
continue to be managed flexibly, and the margin with the parallel market kept below

2 percent.

44. The staff welcomes the prudent budgetary stance in 1999/2000 and 2000/01.
Revenue improvements through strengthening tax administration and reducing exemptions
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were successful in 1999/2000. Although the government’s revenue targets in 2000/01 are
higher than those of the Fund staff, the government is committed to effective revenue
mobilization and avoiding domestic bank financing, by adjusting spending in line with the
available revenue, while protecting critical social spending. Stronger corrective measures are
required to overcome the weakness in revenue collections observed during the early part of
2000/01 with the initial phase of decentralization.

45.  Beyond the current budget, significant fiscal reforms will be needed. Continued
efforts should be made to improve tax administration, especially for large taxpayers in
preparation for the introduction of the VAT in 2003 Improving public expenditure
management is key to effective fiscal discipline and poverty reduction, and should be
coordinated with the ongoing process of fiscal decentralization. Measures to start this process
should be implemented in the 2001/02 budget. Considerable technical assistance in fiscal
operations will be necessary for the success of the program.

46.  Reform of state banks will be a critical complement for macroeconomic policies.
The staff supports the approach of phased recapitalization conditional on improvements in
bank performance, governance, and resolution of NPLs, as well as reforms to the
environment for lending and business. The staff recognizes that changing the lending culture
will take time, but strong actions are needed to decisively start this process. Developing an
appropriate reform plan by the first review will be crucial for the PRGF-supported program
and early and thorough completion of the audits will be a major step toward achieving this.

47.  Tmproving competitiveness will be vital to successful integration and the
necessary improvements in efficiency. Appropriately, export liberalization is being
sequenced first, followed by import liberalization, through an easing of ad hoc restrictions
and implementing the AFTA schedule with the multilateral removal of QRs. Since ASEAN
members account for the bulk of trade, full liberalization of QRs with relatively low tariffs
by 2005 will be a major reform. In order for this policy to be successful, market access to
industrial countries, especially the EU and Japan, and normal trade relations with the
United States will be crucial.

48.  Policies to strengthen the enterprise sector, state and nonstate, will be essential
to ensure the success of banking and trade reforms. The most pressing SOE price
adjustments have been included in the first year of the program to strengthen the finances of
large state enterprises and protect fiscal resources. Tssuing the long-delayed implementing
regulations for the Foreign Investment Law is a much-needed improvement to the business
environment. However, it will be important also to develop a more comprehensive enterprise
reform strategy with the World Bank and AsDB, especially to develop the private sector, to
complement the PRGF-supported program.

49. Recent improvements in the compilation and provision of data are welcome but
major improvements are still needed for monitoring financial developments and
poverty reduction. To maintain progress at stabilization, the authorities will have to
continue their efforts to improve the quality and availability of key economic statistics.
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Although the publication of the state budget is a welcome start, much greater progress needs
to be made in fiscal transparency and accountability within government, and to the public, by
improving public expenditure data, especially on social expenditure. The audit of the BOL
and further progress at providing additional information will be needed to complete Stage
One of the Safeguard Assessment by September 2001.

50.  The proposed program has marked risks but these are manageable. In particular,
the program’s reforms are phased and while the structural policies needed to achieve its final
goals have not vet been fully defined, especially in the enterprise and public expenditure
areas, they will be in the first year of the program. Although the authorities have agreed on
the direction of reform, because of technical complexities, more time is needed to build
ownership of the specific reform steps. The staff believes that the risk of moving ahead
without these plans needs to be balanced with the advantage of building on the current
momentum for macroeconomic stabilization and for restarting structural policy reform.
Moreover, sufficient impetus to deepen reforms appears to be in place from the need to make
economic integration successful and to meet the rising expectations of the population for
development and poverty reduction.

51. With this balancing of risks, and the recent track record of policies and prior
actions, the staff considers the proposed policy package to be sufficiently comprehensive
to strengthen the reform process and has reasonable assurances of successful
implementation. The staff therefore recommends approval of the authorities’ request for a
new three-year PRGF arrangement.

52.  Ttis proposed that the next Article IV consultation with Lao P.D.R. take place on
the standard 12-month consultation cycle.
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Figure 1. Lao P.D.R.: Selected Economic Indicators, 1997-2001
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Table 1. Lao PDR: Phasing of Disbursements Under the PRGF Arrangement

Disbursement
Date Millions of Percent of Activity
SDR Quota
37004 4.53 8.6 Board approves new three-year arrangement
and endorses first-year program.
37072 n.a. n.a. Test date for performance criteria.

October 31, 2001 4,53 8.6 Board completes first review.

December 31, 2001 n.a. n.a. Test date for performance criteria.

April, 2002 4.53 8.6 Board completes second review and endorses
second-year program.

June, 2002 n.a. n.a. Test date for performance criteria.

October, 2002 4.53 8.6 Board completes third review.

December, 2002 n.a. n.a. Test date for performance criteria.

April, 2003 4.53 8.6 Board completes fourth review and endorses
third-year program.

June, 2003 n.a. n.a. Test date for performance criteria.

October, 2003 4.53 8.6 Board completes fifth review.

December, 2003 n.a. n.a. Test date for performance criteria.

April, 2004 4.52 8.6 Board completes sixth review.

Total 31.70 60.0

Source: IMF, Treasurer's Department.



Table 2: Lao P.D.R.: Fund Position and Indicators of Fund Credit, 200009 1/

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Projections
Enhanced Structural Adjustment Facility (ESAF) and {in millions of SDRs)
Poverty Reduction and Growth Facility (PRGF)
Disbursements 0 9.1 9.1 9.1 4.5 0 0 ¢ 0 0
Repayments 5.9 7.3 7.0 6.5 53 4.1 23 2.9 4.1 59
SAF/ESAF 59 7.3 7 6.5 5.3 4.1 1.8 0.6 0 0
PRGF 0 0 0 0 0 0 0.5 2.3 4.1 5.9
Total Fund credit outstanding, end of period
Total 32.6 344 364 39.0 382 341 318 289 248 189
SAF/ESAF 32.6 253 183 11.8 6.3 2.4 0.6 0 0 0
PRGF 0 g1 181 272 317 317 312 289 248 189
SDR charges and PRGF interest 0.4 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.5 0.5
(in percent)
Total Fund credit outstanding (in percent of quota, end of period)
Total 61.6 65.0 688 737 722 645 o601 547 469 357
SAF/ESAF 61.6 478 346 223 123 4.5 1.1 0.0 0.0 0.0
PRGF 0.0 17.1 343 514 599 599 390 547 469 357

Total Fund credit outstanding, end of period

In percent of GDP 2.5 24 22 21 1.8 1.5 12 1.0 0.8 0.6

In percent of exports of goods and services 7.9 7.8 7.9 7.7 7.1 59 47 46 3.7 2.7
Total debt service due to the Fund

Total obligations, including interest

and charges (in millions of SDRs) 6.3 7.9 7.7 7.1 59 4.7 2.8 3.5 4.7 6.5

In percent of exports of goods and services 1.5 1.8 1.6 1.4 1.1 0.8 04 0.6 0.7 0.9
Memorandum items:

Exchange rate (U.S.dollars per SDR) 1.32 .31 131 131 131 131 131 131 131 131

Quota (in millions of SDRs) 52.9 529 529 529 529 529 529 529 529 529

GDP (in millions of U.S. dollars) 1,716 1,894 2,169 2,453 2,730 3,038 3,380 3,617 3,870 4,141

Exports of goods and services 544 578 620 666 702 753 8§84 833 882 936

Source: Data provided by the IMF Treasurer's Department; and Fund staff estimates and projections.

1/ Data may not add up due to rounding.

_LZ-
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Table 3. Lao P.D.R..: Selected Economic and Financial Indicators, 19972001

Nominal GDP (1998}  $1,286 million
Population {1998): 5.0 million
GDP per capita (1998); $257

Fund quota: SDR 52.9 million
Proposed
Est.  Program
1997 1998 1999 2000 2001
Nominal GDP (in billions of kip) 2,201 4,240 10,304 13,483 15,534
Real GDP growth (percent change)1/ 7.0 4.0 73 57 3.7
Prices (percent change)
Consumer prices
(12-month rate; end-of-period) 266 1419 86.7 10.6 8.0
(monthly percent change; end-of-period) 2/ -0.6 4.9 -1.1 -0.9
GDP deflator (annual average) 193 852 126.5 238 9.0
Government budget (percent of GDP) 3/
Revenue 11.3 9.8 10.6 12.7 13.9
Grants 34 53 6.0 32 2.8
Expenditure 21.9 23.6 20.6 20.9 21.7
Current account balance (excluding grants) 02 1.7 4.4 46 55
Overall balance (including grants) =72 -3.5 -4.0 -5.0 -5.0
Of which: Bank financing -16 0.8 -0.4 -0.8 0.0
Money and credit (percent change; end-of-period)
Broad money 65.8 113.3 78.4 457 20.0
Bank credit to the economy 110.8 86.3 74.2 41.3 17.8
Credit to SOEs 226.1 85.6 992 443 16.5
Credit to the private sector 83.4 86.6 63.6 397 18.5
Interest rates (in percent; end-of-period)
On one-year deposits 19 23 24 24
On short-term loans 20-27  31-36  22-30 16-24
External trade
Trade balance (US$ millions) -331 =216 -191 -198 -231
Exports {percent change in US§ valize) -1.4 6.4 7.7 83 7.4
Imports (percent change in US$ value) 6.0 147 0.3 6.6 10.6
Balance of payments (percent of GDP)
Current account balance (including official transfers) -10.7 -4.4 -1.5 -1.6 -3.1
Overall balance (US$ millions) -53.0 -18.0 3.0 44.0 -8.0
Gross official reserves (UUS$ millions) 136 112 106 140 152
(in months of prospective goods and service imports) 27 2.2 2.0 24 2.5
Net official reserves {(US$ millions)} 70 50 53 97 107
External debt (in percent)
Ratio of debt-to-GDP 4/ 60.9 95.2 89.4 734 72.0
Debt-service ratio 5/ 7.3 97 10.4 9.2 9.7

Exchange rate
Kip per U.S. dollar (end-of-period)

Commiercial bank rate 2,135 4274 7,600 8,140
Parallel market rate 2,205 4,750 7,575 8,170
Real effective exchange rate (percent change, annual average) 4.5 -23.1 5.0 10.8

Sources: Data provided by the Lao P.D.R. authorities; and Fund staff estimates and projections.

1/ Staff estimate for 1999 real GDP growth is 5.0 percent; the lower estimate of Fund staff is due to their lower
estimate of agricultural sector output, in line with observations of relevant international agencies.

2/ Moving average of latest 3 monthly observations.

3/ Fiscal data are on a fiscal year basis (October—September).

4/ Excludes debt in nonconvertible currencies; includes debt to the Fund (SAF and ESAF).

5/ As aratio of exports of goods and services.



Table 4: Lao P.D.R.: General Government Operations, 1996/97-2000/01

=79 .

Budget Est. Budget Proj.
1996/97 1997/98 199R8/99 1995/00 2000/01
(In billions of kip)

Revenue and grants 298 567 1,461 2,160 2,018 2,614 2,471
Revenue 228 367 929 1,624 1,615 2,194 2,051
Tax 190 290 745 1,376 1,323 1,742 1,687
Of which

Profit tax 23 33 g0 170 172 316 Eib|
Turnover tax 40 a3 160 264 252 379 359
Excise tax 18 51 157 225 211 336 316
Import duties 47 S0 99 173 138 192 192
Timber rovalty receipts 32 37 59 270 288 113 115
MNonlax 39 77 184 244 253 452 364
Grants 70 200 532 540 403 420 420

Expenditure 444 883 1,809 2,819 2,455 3,382 3,204

Curreni 224 304 539 1,052 1,031 1,417 1,239
Wages and salaries 92 117 181 348 348 a17 417
Materials and supplies 57 63 132 137 197 342 342
Tnterest payments 16 33 59 133 103 175 175
Timber royalty financed expenditure 37 89 270 134 115 15
Other recurrent 7 49 8 164 199 368 290

Capital and onlending 1/ 220 579 1,270 1,768 1,623 1,965 1,965

Current balance 4 63 390 568 584 1746 812

Overall halance -146 =317 -348 -659 -637 -769 =733
cxcluding granty -216 -316 -§79 -1,199 -1,040 -1,189 -1,153

Financing 146 317 348 659 637 769 733

Domestic financing 33 53 =52 7 =94 213 177
Bank financing 2/ -32 30 -35 Q -104 a 0
Nonbank financing 64 &3 -13 7 10 213 177

Foreign financing (net) 114 223 400 652 731 556 556
Project loans 110 249 478 824 792 780 TR
Program loans 12 0 V] 0 96 0 0
Amortization 1 b3 77 172 157 224 224

(In percent of GTIP)

Reverme and grants 14.7 15.1 16.6 17.0 15.9 17.7 16.7

Revenue 11.3 9.8 10.6 12.8 127 14.9 139
Tax 93 7.8 23 108 104 11.8 11.4
Nontax 1.9 2.0 2.1 1.9 23 3.1 2.5

Grants 34 5.3 6.0 4.3 3.2 2.8 2.8

Expenditure 21.9 23.6 20.6 22.2 0.9 22.9 21.7
Current 11.1 21 6.1 &3 8.1 8.5 g4

Wages and salaries 4.5 3.1 2.1 2.7 2.7 2.8 2.8

Capital and onlending 10.8 15.5 14.4 13.9 12.83 13.3 13.3

Current balance, excluding granis 0.2 1.7 4.4 4.5 4.6 53 5.5

Overall balance -7.2 -8.5 -4.0 -5.2 -5.0 -5.2 -5.0
excluding grants -10.6 -13.8 -10.0 9.5 -8.2 2.1 -7.8

Financing 7.2 8.5 4.0 5.2 3.0 5.2 5.0
Domestic financing (net) 1.6 2.5 -0.6 0.1 -0.7 1.4 1.2

Bank -1.6 0.8 -0.4 0.0 -0.8 0.0 0.0
Nonbank 3.2 1.7 -0.1 0.1 0.1 1.4 1.2

Foreign financing (net) 5.6 6.0 1.6 51 3.8 3.8 318

Memorandum iferm:

Noeminal GDP, fiscal year (in billions of kip) 2,029 3,745 8,788 12,691 12,691 14,755 14,755

Sources; Data provided by the Lao P.I).R. authorities; and Fund staff estimates.

1/ Compared fo previonsiy used fiscal data, the budget capital expenditures have been revised to excluds ingation projects financed through

bank credit to farmers and state enterprises, mainly in 1997/98.

2/ Bank financing exchides the valuation adjustments on the siock of government foreign currency deposits and crsdit in all years, as well as
reclassification of printing costs by the BOL (KN 78 billion) in 1999/00.
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Table 5. Lao PDR: Monetary Developments, 1997-2001 1/

Mar. June  Sept.  Deec. Mar. June  Sept. Dec.
1998 1959 2000 2001 Program 2/

{In billions of kip; end-of-period)

Monetary survey

Net foreign assets 498 1,266 1,352 1470 1477 1,526 1,382 1,379 1,361 1,465

Net domestic assets 368 278 408 578 634 725 981 1,097 1,228 1,235
Domestic credit 704 1,043 1,127 1,243 1,333 1,441 1,549 1,646 1,744 1,702

Net claims on government -52 =272 =331 =328 368 -420 -403 -386 -368 -491
Claims on the economy 756 1,317 1,458 1,571 1,701 1,861 1,951 2,032 2,112 2,192
Credit Lo state enterprises 224 445 502 579 627 643 677 701 725 748
Credit to private sector 333 8§72 936 993 1,074 1,218 1,275 1,331 1,387 1,444
Other items (net) -337 =767 -719 -666 -699 -T16 -568 -350 =517 -466

Broad money 866 1,545 1,758 2,048 2,111 2,251 2363 2,476 2388 2,701
Diomestic currency (cash and deposits) 285 317 364 437 462 539 566 593 620 647
Foreign currency deposits 581 1,227 1,395 1,611 1,649 1,712 1,797 1,883 1,948 2,054

Bank of Lao F.D.R.

Net forsign assets 216 405 389 515 758 799 796 794 775 280
Foreign assels 480 807 772 887 1,119 1,147 1,130 1,i48 1,117 1,246
Foreign liahilities -264 -401 -383 -372 <361 -347 -334 355 -342 -366

Met domestic assets 3/ 66 76 160 197 56 -33 -143 =130 -100 -194
Domestic credit 279 632 715 700 632 588 467 485 506 386

Net credit to government 14 -36 -52 212 269 -347 -337 =327 -315 -438
Credit to the economy 185 367 405 438 480 489 518 537 556 574
Credit to state enterprises 113 24 262 296 339 346 375 394 412 431
Credit to private sector 72 143 143 142 141 143 143 143 143 143
Credit to banks 80 302 362 475 421 446 286 276 266 250
BOL securities -43 -142 -166 -167 -160 -159 -112 -98 71 -26
Other items, net -170 -415 -389 -337 -416 -461 -498 -517 -336 -554

Reserve money 3/ 282 482 547 712 314 767 652 663 675 686

Memorandum items:

Bank financing of the budgst 4/ 30 -39 -166 <76 -104 -46 -35 -18 0 -123

Of which ; BOL financing of the budget 4/ 53 16 92 -8 216 T3 -68 S8 -6 -123

{(In millions of U.S. dollars; end-of-period)

Net foreign assets 117 167 179 188 183 186 169 168 166 179
Of which: BOL 50 53 51 66 94 27 97 97 3 107
Foreign cumency eredit to the econony 100 95 103 107 111 122 119 124 129 134
Forcimn currency deposits 136 161 184 206 204 208 219 230 240 230
(Annual percent change)
Broad money 1133 78.4 58.2 7.9 49.8 45.7 344 209 226 20.0
Credit to the cconomy 86.3 74.2 44.3 -3 352 413 33.8 29.3 24.2 17.8
Credit to state enterprises 85.6 99.2 70.4 11.2 58.0 44.3 349 211 15.6 16.5
Credit to the private sector 85.0 63.6 343 -109 247 397 333 34.1 29.2 18.5
Reserve money 8717 L0 59.1 40.9 752 591 19.3 6.8 -17.1 -10.5
Money multiplier 31 32 32 2.9 2.6 29 3.5 37 38 9
Velocity (ratio) 7.0 7.4 6.8 64
Exchange rate, end-of-period
(kip per U.8. dollar) 4,274 7,600 7,560 7815 8085 §218 8200 8200 8200 8200

Sources: Data provided by the Lao P.J)R. anthoritics; and Fund stafT eslimates and projections.

1/ Compared to previously used monetary data, the reclassification of credit to farmers and statc enterprises for immigation projects as credit to the
government has been discontinued, to be consistent with the sector of the debtors and in line with the anthorities' presentatjon.

2/ For 2001, the increase in the net foreimm assets assumes that the balance of payments gap is not filled. The filling of this gap would result in
offsetting increases in foreign assets of the BOL and its foreign liabilitics and government deposits,

3/ From January 2001 reserve money and NDA of the BOT. have been reduced by KN 150 billion due to the netting of BOL deposits at banks and
banks' deposits at BOL. The December 2001 level of NDA of the BOL includes the external disbursement of US$15 million (KN 123 billion).
Excluding these two adjustments, the end-2001 steck would have been KN 64 billion, an increase of KN 97 billion from end-2000.

4/ Cumulative from the start of the fiscal year (which runs from October to September). Annual data are on a fiscal year basis. In 1999/2000
exeludes the reclassificalion of the costs of printing meney (KN 78 billion).
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Table 6. Lao P.D R.: Summary Macroeconomic Framework, 1998-2003

(In percent of GDP; unless indicated otherwise)

1998 1999 2000 2001 2002 2003

Real GDFP growth (percent change) 4.0 7.3 57 57 6.5 7.0

Inflation (percent change, annual average) 20.1 128.4 233 9.0 7.5 57

Merchandise exports (percent change) 6.4 7.7 83 7.4 8.6 9.0

Merchandise imports (percent change) -14.7 0.3 6.6 10.6 23.8 10.6
{percent change excluding NT2) 10.0 8.4

Official gross reserves (in months of prospective
goods and services imports, excluding NT2 22 20 24 2.5 2.7 30

Budget (fiscal ycar basis) 1/

Revenue 9.8 10.6 12.7 13.9 14.5 15.0

Grants 53 6.0 32 2.8 3.1 3.1

Expenditure 23.6 206 209 21.7 22.4 228
Current 8.1 6.1 8.1 8.4 94 10.3
Capital and onlending 15.5 144 12.8 133 13.0 12.5

Current fiscal balance before grants 1.7 4.4 4.6 5.5 5.1 4.7

Overall fiscal balance after grants -8.5 -4.0 -5.0 -5.0 -4.8 -4.7

Domestic financing 25 -0.6 -07 1.2 0.3 0.3
Foreign fmancing 6.0 4.6 5.8 38 4.4 4.4

Real GDP growth (percent change) 1/ 4.5 6.5 6.1 5.7 6.3 7.0

Tnerease in GDP deflator (percent change) 1/ 71.2 120.4 36.1 10.0 8.0 6.0

Savings and investment balance 2/

National savings 12.7 16.4 14.6 14.8 15.5 15.6
Private 11.0 11.9 10.0 93 10.4 10.9
Government 1.7 45 4.6 5.5 5.1 47

Investment 22.8 227 20.4 21.6 28.6 29.5
Private 73 8.3 6.9 7.5 14.9 17.0

Of which: Hydropower 1.4 1.9 0.0 0.0 6.4 7.7
Other 5.9 6.4 6.9 7.5 85 9.3
Government 3/ 155 144 135 141 13.7 12.5

Foreign savings 10.1 6.3 58 6.8 13.1 13.9

(excluding Hydropower) 8.7 4.4 5.8 6.8 6.0 5.5

Source: Data provided by the Lao P.D.R. authorities; and Fund staff estimates

1/ Fiscal year ending September.

2/ Estimates for private savings and investment arc highly tentative as no official national accounts by

expenditurc have been compiled.
3/ Comprises government investment and selected public enterprise investment.
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Table 7: Lac P.D.R. Balance of Payments, 1998-2005

1998 199% Est. Projections
2000 2001 2002 2003 2004 2005
(In millions of U.8. dollarg; unless indicated otherwise)

Current acconnt -56 =22 -28 -58 -214 -271 -281 -302
(excluding official transfers) -130 92 -98 -128 284 -341 -351 -372
Merchandise trade balance 216 -191 -198 =231 -351 -395 411 -432

Exports, f.ob. 337 363 393 422 458 300 529 574
(in percent change) 6.4 7.7 8.3 7.4 8.6 9.0 6.0 84
Imports, ¢.i.f. 553 554 391 653 809 895 940 1,007
(in percent change) -14.7 0.3 6.6 10.6 238 16.6 5.1 7.0
Services (net) 71 98 105 108 72 64 77 80
Factor income (net) -34 =28 -37 -37 -39 -46 -54 -39
Of which - interest payments 1/ -26 -19 -19 -1¢ -23 23 -23 22
Transfers (net) 123 9% 101 102 104 105 17 109
Private 49 30 30 32 34 35 37 39
Official 74 70 71 70 70 70 70 70
Of which : technical assistance 17 14 16

Capital account 38 25 72 50 209 269 327 360

Long-term loans 86 62 96 83 114 98 100 103
Disbursemenits 98 a1 120 10 139 128 134 141
Amortization -12 -29 24 =27 25 -30 -35 -36

Foreign investment (incl. external loans) 56 79 3o 28 188 253 269 286

Of which : hydropower investment 2/ 18 27 17 -12 138 188 188 188
Net foreign assets of commercial banks (increase -) -17 -47 23 -1 <30 <30 -10 -5
Errors and omissions -86 68 -79 -60 -63 -52 -32 25

Overall balance -18 3 44 -8 -5 2 46 58

Financing 18 -3 -44 8 5 2 46 -58
Central bank net foreign assets 18 3 -44 -22 -35 -38 46 -58

Assets (ncrease -) 23 & -33 -12 =26 =30 -39 =52
Liabilities (reduction -) -3 9 -10 -10 -9 -8 -7 -5

Financing gap 0 0 0 30 40 40 0 0

Memorandum items:

Current account (in percent of GDP)

(excluding official transfers) -10.1 6.3 -5.7 -6.8 -13.1 -13.9 -12.9 -12.3
(inclnding official transfers) 4.4 -1.5 -1.6 3.1 9.9 -1 -103 -10.0
(including official transfers and cxcluding NT2) 4.4 -1.5 -1.6 -3.1 2.8 2.7 -2.8 -32
(excluding official transfers and N'12) -10.1 -6.3 -5.7 -6.8 -6.0 -5.5 -53 -5.5
Official gross reserves (in millions of U.8. dollars) 112 106 140 152 178 208 247 299

(in months of prospective goods

and service imports, exc. NT2) 2.2 2.0 2.4 2.5 27 3.0 3.3 3.6

Debt service ratio (including Fund, in percent
of goods and service exports) 1/ 9.7 10.3 9.2 9.7 93 93 92 8.5

Sources: Data provided by the Lao P.D.R. authorities; and Fund staff estimates and projections.

1/ Includes debt service to official creditors and estimates for debt service to commercial creditors, but does not inchude obligations
to the Russian Federation which are being clarified in the context of bilaleral negotiations.

2/ The large hydroelectric project Nam Theun 2 (NT2) is valued at USS1.0 billion (approximately equivalent to 60 percent of GIDF)
to be implemented over 2002-06, and wonld be financed by foreign invesiment.
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Table 8. Lao P.D.R.; Debt Stock and Debt Service 1998-2005 1/

Est Projections
1998 1999 2000 2001 2002 2003 2004 2005
{In millions of U.8. dollars)
Total debt stock 2/ 2,560.8 26171 25578 26615 28059 29352 30278 3,1272
Bilateral 14708  1.456. 13919 L4070 14277 1,4337 14393 1,444.8
Of which:
Russian Federation 3/ 1,336.6 1,303.2 1,297.5 1,297.5 1,297.5 L2975 1,297.5 1,297.5
Multilateral 9714  1,036.0 1,042.2  1,1427  1,2783  1,4133  1,5122  1,618.0
Of which:
AsDR 500.0 540.4 541.5
DA 363.1 1807 393.6
IMF 4/ 59.5 552 48.1 45.0 47.9 514 50.5 45.2
Commercial 5/ 118.6 125.0 123.7 111.8 100.0 88.1 76.2 64.4
Total debt service 2/ 45.1 528 50.1 56.1 374 6le 64.7 64.1
Amortization 18.7 342 31.4 36.6 34.6 388 41.7 41.7
Bilateral 1.7 38 34 5.0 38 49 5.4 55
Of which:
Russian Federation 3/ 6.7 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Multilatersl 11.2 18.5 le.l 198 18.9 220 24.5 243
Of which:
IMF 4/ 6.3 4.4 78 9.5 9.2 8.5 7.0 5.4
Commercial 5/ 58 11.9 119 11.9 11.9 11.% 11.%9 119
Interest payments 26.4 18.5 18.7 19.4 228 225 23.0 224
Bilateral 03 0.3 0.7 13 13 1.4 1.2 1.1
Of which:
Russian Federation 3/ 0.0 0.0 0.0 0.0 .0 0.0 0.0
Multilateral 8.4 7.9 9.0 10.1 14.6 156 16.9 17.6
Qf which:
IMF 4/ 0.4 0.3 0.5 08 (.8 0.8 0.8 0.8
Commercial 5/ 17.4 10.1 9.1 8.0 6.9 5.9 4.8 37
Memorandum items:

New disbursements 98.0 909 1197 140.3 172.0 168.0 134.4 141.1
Of which ; Project financing 8.0 209 108.2 110.3 132.0 128.0 134.4 141.1
Ralios in percent of GDP

Total debt service 6/ 3.5 36 2.9 3.0 26 2.5 24 21
Total debt stock 195.2 178.1 14%.1 140.5 129.4 118.7 110.9 103.0
excluding Russian Federation debt 95.2 89.4 73.4 72.0 69.6 66.8 63.4 60.2
Total debt stock (NPV) 97.8 87.4 73.1 68.9 63.5 58.7 54.4 50.5
Central government debt serviee in percent of revenues 7.8 63 4.7 4.6 5.0 4.6 43 40
Ratios in percent of exports of goods and services
Total debt service 6/ 9.7 10.4 92 9.7 93 2.3 9.2 8.5
Totat debt stock 7/ 548.7 5149 3053 489.8 43314 472.4 456.9 4422
Total debt stock (NPV) 7/ 2693 252.7 248.0 240.4 237.2 2318 224.2 217.0

Sources; Data provided by the Lao P.DR. authorities; and Fund staff estimates.

1/ Debt service is calculated on the basis of existing debt, and currertly identified disbursements, including prospective disbursements from the Fund, the
World Bank, the AsDB, the Exim Bank of China, and public debt contracted to finance NT2. It includes all public and publicly-guaranieed debt.

2/ Excluding private dehtors.

3/ Debt under negotiation.

4/ Including the pew arrangement.

5/ Publicly-guaranteed public enterprise debt.

6/ Excluding the debt service to the Russian Tederation which is under negotiation.

7/ Three-yeat average of exports of goods and services.
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Table 9. Lao P.D.R.: Indicators of External Vulnerability, 19982000

Est.

1598 199% 2000

Financial indicators

Broad money (M2: annual percentage change) 1/ 1133 784 457
Foreign currency deposits to broad moncy (in percent) 1/ 671 795 760
Credit to other (nonstate) sectors (annual percentage change) 863 742 413
Foreign currency loans to credil to the economy (in percent) 570 550 540
External indicaters
Exports (annual percentage change, in U.S. dollars) 6.4 17 8.3
Imports (annual percentage change, in U.S. dollars) -14.7 03 6.6
Current account balance (in pereent of GDP, including official transfers) 44  -15 -1.6
Capital account balance (in millions of U.S. dollars) 2/ 38 25 72
Of which:
Short-term capital (net) 3/ -17 -47 25
Gross foreign direct investment {inflows) 56 79 30
Medium- and long-termn leans (net) 86 62 96
Errors and omissions -86 -68 =79
Exchange rate (per U.S. dollar, period average) 4/ 3,298 7,012 7857
(annual percentage change) 163.5 1126 121
Exchange rate (per U.S. dollar, end-of-period) 4/ 4274 7,600 B218
(annual percenluge change) 986 718 8.1
Real effective exchange rate (annual average, percentage change) 231 5.0 10.8

Reserve indicators

Gross official reserves, including gold (in millions of U.S. dollars) 112 106 140

{in weeks of next year's imports of goods and services) 22 2.0 24
Central bank short-term foreign liabilities Cin millions of U.S. dollars) 62 53 42
Net official international reserves (in millions of U.S. dollars) 30 53 97
Gross official reserves to broad money (M2) {in percent) 554 522 510
Net foreign assets of commercial banks (in millions of U.S. dollars) 66 113 83

Debt indicators

Total external debt (in millions of U.S. dollars) 5/ 6/ 2,561 2,617 23558
Total debt to exports of goods and services (in percent} 5/ 6/ 54877 53149 5053
Total debt-to-GDP ratio (in percent) 5/ 6/ 1992 1781 1451
Total debt service to exports of goods and servieces (in percent) 5/ 7/ 87 104 9.2

Ofwhich: External interest payments to exports of goods and services {in percent) 57 3.6 3.4

Total short-term external debt (in millions of U.8, dollars)

Sources: Data provided by the Lao P.D.R. authorities; and Fund staff estimates.

1/ Based on monctary survey.

2/ Excludes errors and omissions.

3/ Includes net external position of banking system and portfolio investment.

4/ Official mid-rate, which comprises the previous day's average interbank buying and selling rates.
5/ Excludes private sector debt.

6/ Including cstimate of nonconvertible Russian debt under negotiation.

7/ Includes all public and publicly-guaranteed debt,
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Table 10. Lao P.D.R.; External Financing Needs and Sources, 1998-2003

Est. Prqj.
1998 1999 2000 2001 2002 2003
{In millions of U.S. dollars)

Gross financing needs 125.8 1198 163.2 1774 3445 4096
External current account deficit (excl. official transfers) 130.2 92.1 98.4 1284 2837 3412
Debt amortization 1/ 12.4 293 23.6 271 254 30.3

Medinm- and long-term debt 12.4 293 23.6 271 25.4 30.3
Public sector 12.4 293 23.6 27.1 25.4 303
Corporate private seclor

Shori-term debt 2/

Gross reserve accumulation (- = increase) 3/ 23.0 6.0 -33.4 -124  -26.2 -29.7
TMF repurchase and repayments 6.3 4.4 7.8 9.6 9.2 83

Financial Sources 1258 1198  163.2 1474 3045 3696
Foreign dircct investments (net) 558 79.0 29.6 28.3 1882 2531
Debt financing from private creditors
Financing from official creditors 4/ 1717 1606 1902 1803 2090 1980
Other flows 5/ -101.7  -119.8 -56.7 -01.2 -92.7 -81.5

Financing gap 6/ 0.0 0.0 0.0 30.0 40.0 40.0

Sources: Data provided by the Lao authorities; and Fund staff estimates.

1/ Excluding the IMF.

2/ Original maturity of less than one year. Inchudes all short-term outflows.
3/ Includes those transactions that are undertaken for the purposc of financing a balance of payments deficit

OT an InCrease in reserves.
4/ Includes both grants and loans.

5/ Includes all other net financial flows, and errors and omissions.

6/ Includes prospective IMF disbursements.
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Table 11. Lao P.D.R.: Social and Demographic Indicators

Same Region/Income Group

Latest Single Year East Asia and Low-
1970-75 1980-85 1993-98 Pacific Income

Population
Total population, mid-year (millions) 3.0 36 5.0 1,817.1 3,536.4

Growth rate (percent annual average) 22 23 22 1.0 14
Urban population (percent of population) 11.4 15.6 224 339 30.5
Total fertility rate (births per woman) 6.2 6.7 5.5 2.1 3.1
Poverty (percent of population)
National headcount index - " 46.1

Urban headcount index " . 24.0

Rural headcount index " . 53.0
Income
GNP per capita {(US$) - . 320 990 520
Consumer price index (1995=100) " . 275 130 136
Social Indicators
Public expenditure

Health (percent of GDP) .- - 1.2 1.7 1.3

Education (percent of GNP) " 0.4 2.1 2.9 3.2
Net primary school enrollment rate
(percent of age group)

Total - 70 73 99 86
Male . 74 77 99 89
Female - 66 69 99 82

Access to safe water (percent of population)

Total - " 39 34
Utrban . . 40 89
Rural - - 39 82

Immunization rate (percent under 12 months)
Measles , 6 67 93 80
DPT - 4 60 93 82
Child malnutrition (percent under 5 years) - - 40 20
Life expectancy at birth (years)

Total 40 46 54 69 63
Male 39 45 52 67 62
Female 42 43 55 71 64

Mortality

Infant {per thousand live births) 145 122 96 35 68

Under 5 (per thousand live births) 218 200 170 43 92

Adult (15-59)

Male (per 1,000 population) 610 531 376 188 235
Female (per 1,000 population) 310 439 320 145 208

Source: 2000 World Development Indicators CD-ROM, World Bank.
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Lao P.D.R.—Fund Relations 1/
(As of February 28, 2001)

Membership Status: Joined 7/05/61; Article XIV

1. General Resources Account: SDR million Percent Quota
Quota 52.90 100.0
Fund holdings of currency 52.90 100.0
[fl.  SDR Department: SDR million Percent Allocation
Net cumulative allocation 9.41 100.0
Holdings 0.99 10.5
IV.  QOutstanding Purchases and Loans: SDR million Percent Quota
SAF arrangement 2.6 4.9
ESAF arrangement 293 55.4
V. Financial Arrangements:
Amount Amount
Type Approval Expiration Approved Drawn
Date Date (SDR miillion) (SDR million)
ESAF 6/04/93 5/07/97 35.19 35.19
SAF 9/18/89 9/17/92 20.51 20.51
Stand-by 8/04/80 8/12/81 14.00 14.00
VI.  Projected Obligations to Fund (SDR million; based on existing use of resources and
present holdings of SDRs):
Overdue Forthcoming
01/31/01 2001 2002 2003 2004 2005
Principal 5 5.3
Charges/interest 0.0 0.5 0.5 0.4 04 04
Total 0.0 7.2 7.5 6.9 5.7 4.5

1/ Calculated using new quota accepted in March, 2001.
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VIL Exchange Rate

In September 1993, the Lac P.D.R. adopted a managed floating exchange rate system,
abolishing the official rate. From October 1997, commercial banks have been encouraged to
follow the parallel market closely. On March 21, 2001 the commercial bank exchange rate
was kip 8,290 (buying) and kip 8,340 (selling) per U.S. dollar.

VIII. Last Article IV Consultation Discussions

The last Article IV consultation discussions were held in Vientiane during August 9-25,
1999. The staff report (SM/99/271) was discussed by the Executive Board on November 22,
1999. The Lao P.D.R. maintains an exchange system f{ree of restrictions on the making of

payments and transfers for current international transactions.

IX.  Technical Assistance (since 1998)

Department Purpose Date

STA - Assist in compilation of balance of payments data. 8/99

- Review and assist in compilation of money and banking 2/99

statistics.
MAE - Assess banking sector soundness. 11/98
Assist operation of market-based exchange system 2/98, 7/98
and interbank market.
FAD - Missions on tax policy and administration. 1/99, 2/00.
- Expert on tax administration. 0/98-12/99, 1-3/00, 5-
7/00, 9-11/00, 1-2/01
- Expert on customs administration, 2-5/98, 10/98-1/99,5-
6/00, 9-11/00, 1-3/01
- Strengthen fiscal management (tax and customs 2/98
administration reform).
X. Resident Representative

Mr. Eric Sidgwick assumed the post of resident representative in Vientiane on June 26, 2000.
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Lao P.D.R.—Relations with the World Bank Group'

With the ultimate objective of reducing poverty in Lao P.D.R., the World Bank Group’s
operations assist the Government in achieving its overall goals of improving peoples’ welfare
and incomes, infrastructure development, and human resource development. Bank programs
support the country’s economic reform program, and the development of more efficient
services across all key sectors of the economy. A Country Assistance Strategy (CAS) for
FY2000 to FY2002, incorporating these broad objectives, was issued on March 30, 1999 and
approved by the Board.

All projects are financed with IDA credits. As of February 28, 2001, 27 credits totaling about
$576 million equivalent had been approved for Lao P.D.R., The composition of this
portfolio is as follows: adjustment support 21 percent; rural development 23 percent;
transport 24 percent; energy 19 percent; telecommunications 5 percent; education and health
7 percent; and industry 2 percent. The Road Maintenance Project (US$ 25m equivalent) was
approved on March 27, 2001 but is not yet effective.

Since 1977, the amount of IDA credits committed and disbursed has been as follows:

IDA: Commitments and Disbursements to the Lao P.D.R., 1977-2001
(In millions of U.S. dollars; as of February 28, 2001)

Fiscal Year (to June 30) Committed Disbursed Repayments
1977-93 3352 180.7 1.5
1994 48.4 45.1 0.6
1995 19.2 314 0.6
1996 60.7 28.6 0.6
1997 48.0 65.2 0.6
1998 34.7 26.5 1.3
1999 29.8 27.8 1.5
2000 0.0 18.1 3.0
2001 (February) 0.0 14.1 2.2
Total 576.0 437.5 1t.9

Source: World Banlk.

As agreed during the CAS consultations and as requested by the Government, the Bank
intends to place increased emphasis on human resource development in its new credits in
addition to its already broad role in basic infrastructure and productive sectors. The
International Finance Corporation has also been providing support to the private sector, and

! Prepared by the World Bank, March 2001.
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further investments are being developed. The World Bank Institute continues to provide
training in support of capacity building initiatives. The Bank’s analytical and advisory
services and economic and sector work are currently focusing on improving the analysis and
monitoring of poverty, and a joint public expenditure review is underway.

Note: The last Economic Report (Lao P.D.R.: Country Economic Memorandum, Report No.
12554-LA) was published on March 24, 1994. A report entitled the Lao P.D.R.: Public
Fxpenditure Review was issued on February 28, 1997, The latest Lao P.D.R. Country
Assistance Strategy was issued on March 30, 1999.
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Lao P.D.R.—Relations with the Asian Development Bank'

The Asian Development Bank's (AsDB) has extended development assistance to Lao
P.D.R. since 1970. In the 1970s and 1980s, AsDB assistance was focused mainly on economic
growth projects involving infrastructure development in the transport and energy sectors.
Financial sector development has also been assisted by AsDB since the latter part of the 1980s.
Since the early 1990s, the emphasis of AsDB assistance to Lao P.D.R. has been broadened to
include rural development, social development and environment. Furthermore, in the late 1990s,
the AsDB assistance has shifted towards more social and rural development to address poverty.

AsDB’s future operational strategic directions in Lao P.D.R. are: (i) increasing efficiency
of development activities through continued structural reforms and enhanced governance related
activities; (ii) the need for greater emphasis on rural development, especially the need to increase
rural productivity and to reduce poverty in remote and rural areas; (iii) development of human
capital through initiative in education and health sectors; (iv) sustainable natural resources
management and environmental protection; (v) geographical and integrated planning focus of
project interventions in order to build synergies between its own activities and increase
developmental impact; and (vi) greater community participation in the selection and design of
AsDB interventions.

AsDB’s lending and technical assistance programs beginning in 2000 will increasingly
focus on efforts to reduce poverty. The program of activities will inciude direct poverty
intervention projects as well as pro-poor growth projects. AsDB will continue to promote
subregional cooperation to enhance market opportunities for the landlocked economy of the Lao
P.D.R..

Table 1. Lao P.D.R.: AsDB Commitments and Disbursements, 1997-2000
(In million of U.S. dollars)

1997 1998 1999 2000
Commitments 103.0 20.0 57.6 60.5
Disbursements 87.0 66.0 46.8 51.0

Source: Data provided by the Asian Development Bank.

! Prepared by the Asian Development Bank.
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Table 2. Lao P.D.R.: Asian Development Bank
Program/Project Loan Disbursements, 1997-2001"
(In millions of U.S. doliars)
1997 1998 1999 2000 2001
Loans
Nam Song Hydropower Development Project 1.9 - -
Fourth Road Improvement Project 0.7 - -
Southern Provincial Towns Water Supply Proj 1.2 - -
Fifth Road Improvement Project 3.0 0.1 - -
Rehabilitation and Upgrading Of Vientiane Water 0.5 6.1 - -
Supply Project
Nam Ngum-Luang Prabang Power Transmission 0.2 1.7 - -
Project
Theun-Hinboun Hydropower Project 35.8 0.5 - -
Northemn Provincial Towns Water Supply & 3.1 2.8 0.1 -
Sanitation Project
Education Quality Improvement Project 3.1 52 1.8 -
Nam Leuk Hydropower Project 104 22.0 13.8 2.0 0.3
Second Financial Sector Program - - 11.3 -
Champassak Road Improvement Project 8.2 99 8.6 5.9 1.3
Sixth Road Improvement Project 24 37 39 31 2.0
Airports Improvements Project 2.6 47 2.7 12 0.2
Primary Health Care Project 0.9 0.9 0.8 0.7 -
Vientiane Integrated Urban Development Project 0.9 1.8 6.0 6.0 1.3
Industrial Tree Plantation Project 1.0 0.6 0.9 1.1 1.6
Postsecondary Education Rationalization Project 1.0 2.1 0.8 34 2.4
Xieng Khouang Road Improvement Project - 6.0 36 32 9.0
Power Transmission & Distribution Project - 0.6 0.7 0.7 7.0
Secondary Towns Urban Dev. Project - 1.4 0.8 09 24
Community Managed Irrigation Sector Project - 1.8 22 3.0 2.0
Greater Mekong Subregion;East West Corridor - - 1.6 28
Project
Basic Education (Girls) Project - - 0.7 1.5
Shifting Cultivation Stabilization Pilot Project - - 0.8 1.4
Water Supply And Sanitation Sector Project - - 04 0.5
Primary Health Care Expansion - - 1.3
Decentralized Irrigation Development - - 0.1
Rural Access Roads - - 0.3
Total 87.0 66.0 46.8 51.0 37.4

Source: Data provided by the Asian Development Bank.

" Based on actual or projected disbursements.

¥ Planned
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Lao P.D.R.—Medium-Term Balance of Payments

Lao P.D.R.’s external position is expected to improve over the medium term, assuming
that the macroeconomic policies and structural reforms to improve competitiveness and
attract foreign direct investment (FDI) are put in place as envisaged under the program.
Exports and imports are expected to grow strongly, reflecting the construction of the Nam
Theun 2 (NT2) Hydroelectric Project (see Box 3), which is to start in 2002, and the positive
impact of regional integration. The external current account deficit is expected to increase to
about 13 percent of GDP in 2002-05, and decline again when NT2 exports come on stream.
Excluding imports of goods and services associated with the construction of NT2, the current
account {excluding grants) is projected to decline from 6.8 percent of GDP in 2001 to

5.5 percent of GDP in 2003, and stabilize at this level until 2005. Gross official reserves are
targeted fo increase to 3 months of prospective imports of goods and services in 2003 and
close to 4 months in 2005 (Table 7).

The improvement in the current account deficit (excluding NT2) is based on the following
assumptions:

. Exports are assumed to grow by 8 percent on average in 2001-03, driven by a strong
growth in the garment industry and other manufactures, as access to European,
Japanese and U.S. markets improves. Growth in these sectors is projected to more
than offset a possible decline in the wood exports resulting from preservation efforts.
Exports of electricity from the new dam are projected to start in 2006, which would
increase exports by 22 percent.

. Imports are projected to increase significantly in 2001-05, even excluding the effect
of NT2, as a result of increasing regional integration, as AFTA commitments are
implemented, and as customs procedures and transport links are improved.

Debt issues

According to data compiled by the Ministry of Finance, the debt stock is estimated at
US$2.6 billion (Table 8).! The main bilateral creditor is the Russian Federation

(US$1.3 billion), whose debt is currently under negotiations. With multilateral creditors
accounting for almost half of the total, the net present value of this debt would amount to
some US$1.3 billion {some 250 percent of three-year average exports of goods and
services,160 percent after traditional debt relief mechanisms are applied). Also, the value of
the commercial debt, mostly owed by state-owned enterprises, still needs to be confirmed.

I As noted in the main text, the external debt management system was not in place at the time
of preparation of this report so that these figures are estimates.
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Over the medium term, the ratio of debt service to exports of goods and services
(excluding the Russian Federation) is expected to decline from 9.7 percent in 2001 to

9.3 percent in 2003 and 8.5 percent in 2005. This assumes that the current account deficit is
not financed by significant commercial borrowing. Thus debt sustainability indicators would
improve in the period 2001-03, and thereafter with the increase in electricity exports

from 2006: (i) the net present value of external debt (NPV) is projected to decline from

73 percent of GDP (248 percent of exports of goods and services) in 2000 to 50 percent of
GDP (217 percent of exports of goods and services) in 2005; and the debt service is
programmed to decline from 9.2 percent of exports of goods and services in 2000 to

8.5 percent in 2005.
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Lao P.D.R.—Statistical Issues

The overall coverage and quality of economic statistics in Lao P.D.R. is subject to significant
shortcomings and needs to be improved, possibly through additional technical assistance, to
enable the production of timely and accurate data for policy analysis and program monitoring.
Economic and financial data are published in periodic reports by the Bank of the Lao P.D.R.
(BOL) and by the National Statistical Center {NSC). A page for the Lao P.D.R. was
introduced in the April 1996 issue of International Financial Statistics (IFS).

National Accounts

National accounts data are only available on an annual basis. These production-based
estimates do not accurately reflect changes in the structure of the country’s production and
have recently displayed some implausible movements, particularly with regard to
developments in the agricultural sector. The CPI acts as a proxy for the majority of sectoral
deflators. Fund missions have been encouraging the authorities to address these weaknesses.
The Swedish government and the World Bank have provided technical assistance on national
income accounts, including compilation of expenditure-based GDP estimates that are now
available on a preliminary basis (1997 base year).

Prices

The NSC reports a monthly CPI through the BOL with minimal lags. The latest CPI was
introduced in January 2000 (rebased to December 1999) using data from the 1997/98
household consumption survey. It comprises nine product categories covering major urban
centers, including Vientiane.

Government finance

Government finance statistics are very weak with scope to significantly improve their
accuracy, coverage and transparency. The Budget Department produces monthly and
quarterly revenue and expenditure summaries. Expenditure data by ministry and province
allocation is available but not by program. In addition, data on bank and nonbank financing
of the budget, including treasury bill operations, also need to be improved to provide
consistency with the monetary accounts. Annual budget and outturn data is not produced to
GFS standards complicating fiscal analysis. In early 2001 the authorities published annual
tables for the 1999/00 outturn and 2000/01 budget.

Budget execution, reporting and cash management processes and system require significant
upgrading. A FAD diagnostic mission will assess shortcomings and propose a remedial plan
of action in the context of the 2001 Public Expenditure Review. Data quality and monitoring
of external debt, especially state enterprises, is weak. A new debt monitoring unit has been
recently established to remedy this with technical assistance from the World Bank. Greater
decentralization in 2000/01 has further complicated the timely reporting of fiscal data from
lower government levels as monitoring systems are weak and skilled staff limited. This
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continues to hamper the accurate reporting of such issues as timber related royalty payments
to the central budget.

Owing to the lack of reliable data, no government finance data are presented in IFS country
page or Government Finance Statistics Yearbook.

Monetary accounts

The Bank of the Lao PDR (BOL) regulariy reports the BOL balance sheet (with a 2-week lag)
and commercial bank balance sheet (with a 4-week lag). Although the authorities have made
several improvements in compiling monetary statistics in recent years, the reporting by some
banks, especially new branches of foreign banks, is still weak. A new chart of accounts for
the Bank of the Lao P.D.R and commercial banks was introduced in October 1998. A Fund
review of the new chart of accounts in February 1999 found them sufficiently detailed to
meet internationally accepted standards for the compilation of monetary statistics. The review
made suggestions to improvement and clarify the chart of accounts. Even though there has
been a substantial improvement in the reporting of monetary statistics, there is a need to
improve further the timeliness of monetary data reporting to STA.

Balance of payments

Data on foreign reserves (gross ofticial and net international) are reported on a weekly basis
and also derived from the monetary survey, at the prevailing kip per US dollar end-month
exchange rate.

Balance of payments statistics need improvements in the frequency and the coverage of, the
following areas: (1) customs trade data, (2) the commodity composition of external trade, (3)
the recording of factor payments, (4) actual foreign direct investment flows, (5) the use of
commercial bank data on foreign transfers and other transactions, and; (6) the reconciliation
of fiscal and balance of payments data on external aid (loans and grants).

An STA mission in 1999 found that data coverage and valuation problems on traded goods
arose from weaknesses of customs controls, due to staffing and computing constraints and
delays in reporting from provincial customs points. A reorganization of the Customs
department, including the introduction of new customs procedures, the Customs 2000 system
and equipment, is being implemented (with FAD technical assistance) and has now started to
produce more accurate and timely data since October 2000.

There is an acute need to improve the coordination and cooperation between the agencies
involved in BOP compilation, viz., the Customs and External Financial Relations
Departments of the Ministry of Finance, the Office for the Management of Foreign
Investment, and the BOL, in order to produce accurate balance of payments updates on a
regular basis.



Lao P.D.R.: Core Statistical Indicators

(As at March 30, 2001)

Current Overall
Exchange| International | Reserve/base | Central bank | Broad Interest | Consumer Exports/ Account | government External
rates reserves money balance sheet| money Rates price index imports Balance balance GDP/GNP debt

Date of latest 3/30/01 3/14/01 30 2/01 2/ 2/01 2/01 Q2/00 Q2/00 3/01 2000 Q2/00
Observation
Date received 3/30/01 3/19/01 3/29/01 3/29/01 3/29/01 3/5/01 3/5/01 1/18/01 1/18/01 3221/01 3/00 1/18/01
Frequency
of data D MY M M M M M Q Q M¥ A 0
Frequency of
reporting D MY M M M M M Q Q M A Q
Source of
Data ¥ A A A A A A A A A B C A
Mode of
reporting ¥ i E E E I C E C C C C C
Confidentiality® C C C C C C C C C C C C
Frequency of
Publication * 0 0 0 0 0 0 0 0 0 0 0 0

International reserves are available on a bi-weekly basis.
Monthly budget revenue and expenditure reported with 3-week lag, but budget financing reported cn an irregular basis.
Source A: Central Bank, B: Ministry of Finance, C: National Statistical Center.
Data arc directly reported by the authorities via the resident representative’s office (E ~electronic , C- facsimile),
All data are eventually published in periodic reports by the BOL and the National Statistical Center. No explicit embargoes apply. These data (cxcept fiscal data) have

also been published in International Financial Statistics (IFS) since the April 1996 issue (C- unrestricted usc, O - other irregular basis).

_Lv_

A XHINNV
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Lao P.D.R.—Report on the Technical Consultation Discussions

This note summarizes and assesses recent Fund-provided technical assistance to Lao P.D.R.,
and discusses the future directions. Over the past 10 years the government has provided Lao
P.D.R. with considerable technical assistance. This has made an important improvement in
the institutional capacity but there are still many areas of weaknesses.

Fiscal Affairs Department (FAD)

Past experience: I'AD has provided technical assistance to Lao P.D.R. on tax policy and
administration, tariff policy, and customs administration.

. Tax and tariff policy: In 1995, an FAD tax policy mission prepared an extensive tax
reform agenda. A follow-up FAD technical assistance mission in 1997 advised on
selected tax issues, including the VAT, taxation of small businesses, and excises.
Another FAD mission in February 2000 updated the estimates of the revenue impact
of ASEAN Free Trade Agreement (AFTA) and identified compensatory revenue
measures, namely the transformation of the turnover tax to a VAT, The mission
outlined the policy and administration measures needed to achieve this, proposed a
reform of the excise duty system, and formulated measures for more effective
taxation of small businesses.

. Tax and Customs Administration: Phase I of the UNDP/IMF/NORAD (TA Project
Lao 96/005) Strengthening Fiscal Management, provided, over a 24-month period
starting September 1997: a 24-month tax administration expert to provide assistance
to modernize organization and procedures of tax administration; a 19-month
Customs Operations and Procedures Expert; and a 10-month Customs Harmonized
System and Valuation Expert.

Future needs: Under Phase 11 of the project (signed in October 1999}, two experts are to be
assigned over a two-year period for tax policy: (i) a VAT advisor for about six months (split
into several visits during FY2001/2002) to develop VAT legislation, forms and procedures,
and other preparatory work for VAT introduction; and (i) a customs legislation advisor for
a total of six months (two or three visits over a one-year period during FY2001/2002), to
help revise the customs law and regulations to facilitate the adoption of conventions and
agreements in the context of AFTA and WTO membership. The first visit of the customs
legistation advisor is scheduled to begin in early 2001.

Assessment: Regarding tax policy advice, most of the recommendations were accepted and
are being implemented by the authorities.

In tax administration, under Phases I and II, progress was made in taxpayer identification
and development of the first tax administration computerized system, the introduction of a
self-assessment tax system, and the development of comprehensive policies and procedures
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for conducting field audits and dealing with delinquent taxpayers. While initial progress in
making the large taxpayer unit (LTU) operational has been slower than anticipated, the
authorities have recently reiterated their intention to raise revenues through close
administration of large taxpayers (by 2 percent of GDP in this budget for 2000/01),
including through the extension of the new procedures and systems to the Vientiane
Prefecture and the three other largest provincial tax offices.

The authorities have recently requested a 12-month extension for the tax advisor to further
strengthen the audit program, assist in the implementation of new procedures for dealing
with delinquent taxpayers, help operationalize the LTU concept, expand the tax
administration computerized system, and extend its procedures and systems to other
provincial tax offices. The tax advisor could also assist in the administrative preparations for
introducing a VAT.

In customs administration, controls over the arrival of goods at border stations and their
transfer to inland customs offices were strengthened, a cargo manifest system became
operational, a new declaration form and simplified procedures for clearance of goods were
introduced in all major ports. However, the main concern is the lack of properly trained
counterparts to assist with customs modernization. Further work is needed for an advisor to
develop the organization, procedures, computerization, and training for a total of eight
months over an eighteen month period.

Although there has not been technical assistance from FAD on public expenditure
management, the 1999 Tripartite Review under the UNDP-funded project and the proposal
for the Public Expenditure Review, identified the need to improve budget preparation,
execution, and treasury reporting. In particular, there is a clear necessity to improve the
budget formulation process, including budget coverage, government borrowing, and
government guarantee, and the budget execution process, especially expenditure control.
Also, the treasury function, especially cash management, comprehensive fiscal reporting, as
well as the reliable external audit system need to be either upgraded or established. A

- diagnostic FAD mission is planned for April 2001.

Legal Department (LEG)

Past experience: In August 1998 the Legal Department participated in a joint LEG/MAE
mission to Lao on banking soundness, bank supervision and payments systems. The
product of this mission was an aide-memoire entitled "Steps to Banking Soundness,"
completed and delivered to the authorities in November 1598.

Assessment: Following-up some of the recommendations of the mission, the authorities
have enacted amendments to the Decree Law on Commercial Banks, the Bankruptcy Law,
and the Secured Transactions Law. In addition, the Bank of Lao (BOL) has recruited a legal
expert, increased staff in the Supervision and Examination Department, and organized
training programs in bank supervision and accounting.
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Future needs: The restructuring of Lao’s banking sector will be a crucial component of the
intended PRGF-supported program and the existence of a suitable legal framework to
support such restructuring will be key. For example, the ability of banks to effectively
recover their loans (or to foreclose on collateral) should not be hampered by legal obstacles,
e.g., unclear laws, an inefficient court system, etc. Another area of concern which may need
examination could be the state of the insolvency regime, as an effective insolvency regime
can greatly enhance the chances of success in debt and bank restructuring.

Monetary and Exchange Affairs Department (MAE)
Past experience: Inrecent years, TA activity in the financial sector involved:

. The assignment of an advisor to the Bank of Lao (BOL) from June 1992 to June
1995 focused on improving the capacity of the central bank to compile and analyze
monetary and balance of payments statistics; the design and implementation of
auctions of government securities, and the setup of a discount window.

. MAE advisory missions focused in October/November 1995 on monetary
management and interbank markets, and in March 1998 on foreign exchange market
issues. The August 1998 mission dealt with bank restructuring, bank supervision,
and payments issues.

Assessment: The August 1998 mission found that policy implementation in the monetary
management area had been weak, and that some ol the measures introduced after the 1995
TA had been reversed. Implementation of the March 1998 recommendations was also seen
as partial. In 1998, there was no firm commitment from the authorities to following the
recommendations on bank restructuring and re-establishing monetary control because of the
Government's emphasis, at that time, on agricultural infrastructure to meet its plan for food
self-sufficiency by the year 2000. However, in 2000, monetary control was reestablished
after three years of very high inflation.

Future needs: The authorities see technical assistance as being important to reach the
program objectives:

. Banking sector restructuring and resolution of nonperforming loans. A mission could
be needed to support the development of an appropriate corrective strategy for the
insolvent banks. This would be in coordination with the World Bank and the Asian
Development Bank, which are currently developing financial sector reform loans.

. Reinforcing bank supervision. The effectiveness of bank supervision and the
implementation of prudential regulations needs to be re-assessed in light of the
recurrence of nonperforming loan problems in state banks. This assessment needs to
be supported by an evaluation of the legal framework underpinning bank and
corporate sector restructuring, in coordination with the Asian Development Bank
which is active in this area.
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. In the context of progressing towards acceptance of the obligations of the
Article VIII, there would also be a need for technical advice from LEG for the
identification of prevailing exchange restrictions.

Statistics Department (STA)

Past experience: Regarding balance of payments statistics, the most recent technical
assistance mission to Lao, P.D.R. took place during August—September 1999, which was a
follow-up on the January 1997 balance of payments mission. The latest mission addressed
compilation issues, and strongly recommended a survey of enterprises to collect data on
direct investment and private sector financial flows, as well an international transactions
reporting system fo supplement present data sources.

A 1999 money and banking statistics mission reviewed the charts of accounts for the BOL
and the commercial banks, and the procedures for compiling monetary statistics.

Assessment: Regarding balance of payments data, although significant progress had been
made by the Lao authorities in implementing several recommendations of the 1997 misston,
substantial work remains to be done on improving the coverage and quality of data on
imports, travel, transfers, direct investment, and other financial flows. However, it must be
recognized that the openness of the economy, and the extensive use of foreign exchange
present major problems in this area.

A review of the money and banking data sent to STA for publication in /FS indicates that
most of the recommendations for improving the classification of accounts of the monetary
authorities and deposit money banks have been implemenied.

Future needs: A peripatetic balance of payments advisor could help implement the
recommendations. Also short-term TA could be needed to bring the external debt
monitoring system up to the standard needed to monitor this part of the PRGF program.
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Lao People’s Democratic Republic
Peace Independence Demaocracy Unity Prosperity

March 26, 2001
Ref: 93/BOL
Mr. Horst Kohler
Managing Director
International Meonetary Fund
Washington, DC. 20431

Dear Mr. Kéhler,

We have been authorized by the Government of the Lao People’s Democratic
Republic {Lao P.D.R.) to Inform you that the Government has adopted an economic
and financial program for 2001-03 that is designed to promote economic growth with
equity and strengthen macroeconomic stability. The attached Memorandum on
Economic and Financial Policies (MEFP) describes the economic and financial
program that the Government of the Lao P.D.R. intends to Impiement during 2001. In
support of our program; we are requesting a three-year arrangement under the
Poverty Reduction and Growth Facility (PRGF) in an amount equivalent to SDR 31.7
million (60 percent of quota) in seven equal semi-annual installments in accordance

with the standard practice of the Fund In this regard.

The program provides for continued fiscal and monetary restraint and is
centered on the implementation of revenue enhancement, restraining credit of the
BOL, restructuring state-owned commercial banks, commercializing large

enterprises, and developing the enterprise sector. These reforms are consistent with
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the Interim Poverty Reduction Strategy Paper (I-PRSP) that the Government has

recently completed.

The Government believes that the policies and measures set forth in the
attached MEFP are adequate to achieve the objectives of the program for 2001,
and stands ready to take additional measures that may become necessary for
this purpose. The Government will remain in close consultation with the Fund in
accordance with the Fund’s policies on such consuitations, and will provide the
Fund with such information as it requests on the progress made in policy
implementation and the achievement of program objectives. In any event, the
Government of the Lao P.D.R. will conduct with the Fund the first review of the

arrangement by end-October 2001.

In view of facilitating the understanding of the on-going economic reform
process, the Government does not object to the publication of this letter, the
MEFP, the I-PRSP and the Joint-Staff Assessment in the network of information
dissemination of the Fund.

Sincerely yours,

/—\’M‘P a .
o
Boun-Nhang VORACHITH Soukanh MAHALATH
Deputy Prime Minister and Governor
Minister of Finance Bank of the Lac P.D.R.

Attachment
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MEMORANDUM ON ECONOMIC AND FINANCIAL POLICIES OF THE
GOVERNMENT OF THE LAO PEOPLE’S DEMOCRATIC REPUBLIC FOR 2001

March 26, 2001
I. INTRODUCTION

1. The key economic objectives of the Government of the Lao People’s Democratic
Republic (Lao P.D.R.), outlined in the Five-Year Plan, 200105, are to raise the level of
sustainable broad-based economic growth and per capita income, and make significant in-
roads in reducing widespread poverty. This will be a major step toward our longer-term
objective of graduating from least-developed country status by 2020. The Poverty Reduction
and Growth Facility (PRGF)-supported program, covering the period 2001-03, is designed to
establish stable macroeconomic conditions and undertake the structural reforms necessary for
sustainable growth. Consistent with the broader poverty reduction objectives outlined in the
government’s accompanying Interim Poverty Reduction Strategy Paper (I-PRSP), dated
March 20, 2001, this memorandum lays out the economic and financial policies that the
government intends to pursue during the first year of the PRGY arrangement, covering
calendar year 2001.

II. THE CURRENT SETTING AND NEAR-TERM QUTLOOK

2. Over the past 18 months, the government has made very substantial progress at
stabilizing the economy and reducing high inflation. At the early stages of the Asian Crisis
the government decided to invest in the construction and rehabilitation of irrigation schemes.
Although these schemes made a major contribution to food self-sufficiency, especially in
rice, the use of central bank financing led to an upsurge in inflation, which reached '
167 percent (12-month basis) in early 1999. Since then, the tightening of macroeconomic
policies has sharply reduced inflation, which fell to about 10 percent by end-2000. The
exchange rate has also stabilized and has remained within a narrow range since late 1999.
Real GDP growth in 2000 is estimated at 5.7 percent, supported by more stable domestic
conditions and strong agricultural production (Table 1)." Central bank financing of the
budget deficit was reduced in 1999/2000 as revenues were raised substantially (Table 2).*
The growth in credit to the economy slowed from 74 percent in 1999 to 41 percent in 2000,
as monetary policy was tightened and lending by nonstate banks slowed sharply. Import
restraint and increases in exports appear to have contained the external current account

! The Lao P.D.R. authorities estimate real GDP growth at 7.3 percent in 1999, mainly due to
very strong growth in agriculture. However, according to Fund staff, indicators point to
5 percent growth, with more modest agricultural output.

2 According to the Lao P.D.R. classification of the budget, amortization is treated as
expenditure and grants as financing. Under this definition, the deficit was 9% percent of GDP
in 1999/2000 (Table 3).
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deficit (including official transfers) to 1.6 percent of GDP, while gross official reserves rose
to about US$140 million (2% months of imports), reflecting in part the disbursement of the
second tranche of the Asian Development Bank (AsDB) Financial Sector Program Loan
(US$11.5 million).

3. Notwithstanding these important achievements, we recognize that the macroeconomic
situation remains fragile, with major policy challenges ahead. The government believes that
high sustainable growth rates and lasting poverty reduction will require decisive efforts to
sustain macroeconomic stability and address underlying structural weaknesses. For such
policies to succeed, they must be backed by substantial external support to fill the financing
gap that we expect to emerge during 2001-03 as the reforms are implemented.

III. MEDIUM-TERM MACROLCONOMIC FRAMEWORK

4, Qur medium-term framework for poverty reduction is set within the goal for 2020,
which we plan to achieve through: (i) continued implementation of the New Economic
Mechanism (NEM); (ii) structural transformation and capacity building; and (iii) people-
centered participatory development through the decentralization of government
responsibilities. Under these policies, over the next three years, the government will maintain
sound macroeconomic policies to further reduce inflation and sustain it at low levels,
supported by strong actions to reform the state banking and enterprise sectors, develop the
private sector, and attract foreign investment.

5. The program’s macroeconomic framework for 2001-03 aims at raising GDP growth
to 7 percent by 2003, reducing inflation to about 5 percent (end-period), and increasing
import coverage of gross official reserves to 3 months (Table 1). To achieve the targeted
growth rates, total investment will need to rise to 30 percent of GDP. Because of the need to
raise current budget expenditure in key areas, public savings are projected to decline
modestly. The external current account (including official transfers) deficit is expected to rise
to about 11 percent of GDP (3 percent excluding Nam Theun 2). 3

6. We will target our overall fiscal stance at protecting medium-term sustainability and
generating more resources for poverty reduction, Underpinning this effort will be greater
mobilization of revenue and prioritization of expenditures, and the decentralization of
administrative responsibilities. Reflecting the greater orientation to poverty reduction, the
budget deficit will remain at about 5 percent of GDP in 2000/01-2002/03 (IMF definition).
These deficits will be largely financed by external concessional assistance to support
investment and key structural reforms, and domestic bank financing will be avoided.

3 Nam Theun 2 (NT2) is a large hydroelectric project costing US$1.1 billion (approximately
equivalent to 60 percent of GDP) to be built over 2002-06.
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7. Monetary policy will remain prudent in order to achieve a sustained reduction in
inflation. In particular, credit from the Bank of the Lao P.D.R. (BOL) to government, banks
and enterprises will be tightly restrained. Banks’ lending decisions will be guided by
commercial lending criteria, and policy (and policy-induced) lending through the state-
owned commercial banks (SOCBs) will be phased-out. Although the exchange rate will be
managed flexibly to allow for adjustment to real shocks, monetary policy will be adjusted to
minimize exchange rate fluctuations.

IV. MACROECONOMIC POLICIES FOR 2001

8. In September 2000, the National Assembly approved the Socio-Economic Plan

for 2000/01 with targets of real growth in the range of 6—0% percent and average inflation of
10-15 percent. The government acknowledges that the Fund staff currently projects, for
calendar year 2001, real GDP growth to be about 5.7 percent in the face of the weakening
external economy, and inflation to be reduced to about 8 percent by year-end in light of
recent favorable performance. In addition, for 2001, the external current account deficit
(including official transfers) is expected to increase to 3.1 percent of GDP, and gross official
reserves are targeted to rise to US$152 million (2.5 months of imports). The key
macroeconomic policies consistent with these targets are described below.

9. The government will continue fiscal discipline in the 2000/01 budget. The overall
budget deficit is targeted to remain at 5 percent of GDP (IMF definition) to be financed
largely through concessional external loans with no recourse to bank financing of the budget
deficit (Table 2). As outlined in the Socio-Economic Plan for 2000/01, we aim to increase
revenue collections substantially. Under the program, we are committed to raising revenue by
at least 1 percent of GDP over the 1999/00 fiscal outturn to 14 percent of GDP. Total
expenditure will rise by a smaller amount to 22 percent of GDP, with increased allocations
for key recurrent spending and counterpart funds for donor-financed projects. We believe
that the larger revenue increase in the 2000/01 budget passed in September 2000 is
achievable with the strong implementation of the revenue measures, However, we
acknowledge that attaining this target is subject to a degree of uncertainty. If revenue
shortfalls occur from the budgeted amounts, we will take offsetting measures through
expenditure adjustments, while Frotecting operations and maintenance, local counterpart
funds, and key social spending.

10.  The revenue target for 2000/01 is ambitious but will be achieved through broadening
the tax base, some increases in excise duties, and major improvements in tax and customs

* The Socio-Economic Plan for 2000/01 contains the fiscal presentation and GDP estimates
of the Lao P.D.R. authorities approved by the National Assembly in September 2000

(Table 3). As part of the process of revision to the GDP deflator, the National Statistical
Center (NSC), in consultation with other concerned ministries, has revised the nominal GDP
for 2000 as shown in Tables 2 and 3.
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administration. The key measures to increase revenues include; (i) using periodic adjustments
to maintain the exchange rate for tax assessments within 5 percent of the current banks’
exchange rate; (ii) increasing excise rates on beer, tobacco, soft drinks, and spirits; and

(iii) narrowing tax exemptions for investment under the Foreign Investment Law through the
issuing of the implementing regulations. In addition, the operation of the large taxpayer unit
(LTU) will be enhanced through the use of improved on-site audits and strengthened
procedures for delinquent taxpayers. In line with the decentralization policy, 3 to 4 parallel
LTUs will be also set up in key provincial centers with appropriate control mechanisms. To
strengthen further the tax base, we have decided to introduce a VAT in 2003, and have
established the VAT Steering Committee to this end. Steps have also been taken to
strengthen the transfer of royalties, especially on timber exports, to the central government
accounts and thus reduce unidentified expenditures.

11.  Overall expenditure will be restrained while ensuring increased funding for critical
areas. Operations, maintenance, and local counterpart spending will be increased for key
social services in support of poverty reduction, especially for primary education and basic
health services, and for vital social and economic infrastructure (in particular for rural
development). The wage bill will be increased by 20 percent to partially compensate for past
inflation. The size of the civil service will be reduced by 5 percent by the end of 2001/02.
Subsidies to state-owned enterprises {SOEs) will continue to be avoided.

12.  The Public Expenditure Review (PER), to be conducted jointly by the World Bank,
AsDB, and IMF in the first half of 2001 will review the poverty focus of expenditures, the
balance between recurrent and capital expenditures, fiscal transparency, and the mechanisms
for expenditure planning and management. In addition, we will closely monitor the
implementation of the decentralization policy to determine its impact on the fiscal stance. An
action plan to implement the agreed recommendations of the PER, especially to improve
expenditure management and budget planning, will be developed during the first year of the
program and be included more specifically in subsequent annual arrangements. Toward our
goal of fiscal transparency, the budget for 2000/01, and its outturn for 1999/00 have been
published.

13.  Continuation of the firm monetary policy will be based on the strict control of central
bank credit and prudent lending by commercial banks. Under this framework, the BOL will
refrain from providing credit to the government, banks, and other sectors of the economy,’
thus limiting the increase in the net domestic assets of the BOL to KN 97 billion (equivalent
to 13 percent of reserve money at end-2000, excluding the counterpart for external assistance
to fill the financing gap). This would also allow for some reduction in BOL securities
outstanding, while achieving the target of net foreign assets of US$107 million; reserve

? Except onlending of specified external loans, and with a government guarantee.
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money would be expected to increase by 7 percent in 2001 (Table 4). 6 Assuming a slight
increase in the money multiplier, as excess reserves are drawn down, broad money could be
expected to grow by 20 percent and credit to the economy to grow by 18 percent.

14.  The BOL will supplement its control of the growth of its net domestic assets by
restraining SOCB lending. Their lending will be closely monitored and they will refrain from
extending new loans to defaulting borrowers. In light of recent commercial banks credit
expansion we will also need to set temporary direct limits on the growth of credit by the three
SOCBs under restructuring programs. Even with appropriate credit restraint, state bank credit
growth will be about 30 percent by September 2001, considerably more than the 20 percent
growth in the government’s plan for 2000/01. However, by end 2001 SOCB credit growth
will be reduced to 17 percent. If the fall in inflation continues, we will examine the scope to
reduce nominal interest rates, while keeping them positive in real terms.

15.  The BOL will continue to manage the exchange rate flexibly, permitting banks'
exchange rates to adjust so as to maintain the margin with the parallel market rate at less than
2 percent and avoid multiple exchange rates. In the absence of real shocks, any significant
widening of the margin with the parallel market or persistent weakness of the kip, would be
an indication of the need to tighten monetary policy. In addition, we will continue to improve
the functioning of the recently-introduced interbank foreign exchange market. We plan to
create the conditions to enable the removal of the remaining exchange restrictions on current
international transfers and payments by the end of the PRGF arrangement’s period and pave
the way for acceptance of the obligations of Article VIII, Sections 2, 3, and 4 of the Fund’s
Articles of Agreement.

V. STRUCTURAL POLICIES

16.  Steady implementation of structural reforms will be needed to establish a sustainable
high economic growth path necessary for reducing poverty. Structural reforms will be geared
toward strengthening macroeconomic stability, reducing the drain on public resources from
the state-owned banking and enterprise sectors, attracting private investment, and increasing
financial transparency.

A. Banking Sector Reform

17.  The reform strategy for the banking sector aims at fundamentally restructuring the
deeply insolvent state banks to avoid the recurrence of large nonperforming loans (NPLs)
and foster efficient financial intermediation. The government has adopted a reform approach
designed to limit the potential fiscal costs of restructuring and avoid moral hazard. Central to

¢ See footnote 3 of Table 4 for an explanation of the increase in net domestic assets. Both
this, and the increase in reserve money are adjusted for the netting of BOL deposits at banks
and banks’ deposits at BOL of KN 150 billion.
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this approach are improving the performance and governance of banks in parallel with
recapitalization, and phasing-out of directed lending through the SOCBs.

18.  The restructuring plans for individual banks will be guided by the agreed main policy
elements, developed in conjunction with the AsDB and World Bank (see Appendix I). The
main elements are to:

. Foster meaningful operational improvements, especially better lending and risk
control practices. These would require significant changes in the operations of
management, and phased and conditional recapitalization based on objective criteria
for performance improvements.

. Establish effective internal debt workout units in each of the SOCBs.

. Phase out policy lending through SOCBs and transfer such existing lending to a
central unit under the Ministry of Finance or a specialized policy lending institution,
not financed by deposits.

19.  The fiscal costs of bank restructuring appear to be manageable. Based on a
preliminary portfolio assessment at end-1999 that put NPLs of the three SOCBs at 70 percent
of total loans, the capital deficiency is estimated at KN 400 billion, about 3 percent of GDP.

20.  As afirst step in strengthening the enforcement of banking supervision regulations
and building on the AsDB-funded technical assistance, the loan classification requirements
will be strictly applied, as specified in BOL Regulation 98. In addition, no new loans will be
made to borrowers with loans in default, and the credit growth of the three SOCBs will be
restrained. To set a baseline for financial restructuring, external audits using international
standards were initiated for the three SOCBs for the 1999 and 2000 accounts in March 2001.
Also, on-site and off-site supervision will be reinforced.

B. Enterprise Development

21.  Intandem with banking reform, the government will develop a medium-term program
for SOE reform and for private sector development. This program will aim at protecting
macroeconomic stability and supporting bank restructuring through curtailing losses, and
improving the efficiency and competitiveness of the enterprise sector. SOE reform will be
needed to facilitate Lao P.D.R.’s progress in regional and global integration, especially in
light of the substantial trade liberalization under the ASEAN Free Trade Area (AFTA)
through 2008. The government’s envisaged program will have two separate strands:

. The commercialization of the 24 nonfinancial SOEs declared by the government to be
strategic, will be restarted. Initial emphasis will be on ensuring that their prices cover
costs, including debt service. In order to sustain the commercialization of Electricité
du Laos, agreement has been reached with the World Bank to keep increasing retail
prices by 3—3% percent per month through end-2001, and, in mid-2001, conduct a



- 60 - ATTACHMENT II

study on pricing policy to achieve fuller cost recovery starting in 2002, including its
social impact. After adjustments in August and September, petroleum prices
approximately cover costs, and will henceforth be adjusted more frequently to avoid
losses by the Lao State Fuel Company. Domestic fares of Lac Aviation were
increased by 20 percent in December 2000 and will be adjusted again in May 2001.
Further fare adjustments will be made to ensure that by March 2002 Lao Aviation can
achieve commercial viability and meet all its costs (defined according to international
standards).

. The remaining nonstrategic enterprises will be divested. The government recognizes
that the previous widespread leasing of enterprises has not led to the desired
improvement in efficiency and will examine alternative ownership arrangements at
both the central and local government levels.

22. A range of measures have also been adopted, or are being implemented, to promote
the private sector by removing barriers to entry and leveling the playing field vis-a-vis the
state sector. Implementing regulations for the 1994 Foreign Investment Law will soon be
issued, consistent with its liberalizing spirit and narrowly interpreting the scope of tax
exemptions and reductions. Further improvements in governance and transparency in public
administration will include the prompt publication of rule-making documents, including
implementation regulations and notices, clearer administration of property rights, and the
removal of bureaucratic impediments for the establishment and operation of enterprises.

23, In support of these reforms, the government will work with the World Bank to
develop an enterprise reform program by the end of the first year of the PRGF arrangement.

C. Other Structaral Areas

24,  The government is firmly committed to international integration as a means to
strengthen competitiveness, develop the private sector, and improve living standards. On the
trade front, significant improvements have already been made in simplifying customs
procedures to expedite trade flows. In addition, the government:

. Has recently simplified the documentary requirements for exports of garments and
made export licensing automatic for all products, except forestry and mining
products, from March 2001. Automatic licensing for exports will apply to all
companies registered under the Business Law.

. Will gradually liberalize imports in line with the anticipated increase in domestic
production and exports, and its commitment to regional integration. In particular, the
government will progressively liberalize imports according to commitments made
under AFTA by transferring about 429 items each year for the next 4 years from the
temporary exclusion list to the current inclusion list of 1,673 items which, are free of
quantitative restrictions and subject to regional tariff reductions. By 2005 only
5 percent of total tariff lines will be subject to quantitative restrictions under the
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sensitive and general exception lists. These items mainly relate to unprocessed
agricultural products, motor vehicles, alcoholic beverages, tobacco products, and
items restricted for security and health reasons.

. Will endeavor to implement import licensing that may be applied to some items in the
temporary exclusion list in a nonrestrictive manner.

. Will apply the removal of quantitative restrictions from items in the inclusion list on a
multilateral basis from mid-2001, except for a few specified products.

. Will continue to seek entry into the WTO and improved access to major markets:
Europe, Japan, United States (through normal trade relations status) and other
countries.

25.  Proper management of forestry resources is essential for sustainable development and

preserving biodiversity, while also channeling more resources to the budget. In support of
this approach, the government will develop a comprehensive forestry strategy with SIDA, the
World Bank, FAQ, and other donors during the first year of the PRGF arrangement.

VI. STATISTICAL ISSUES AND POLICY TRANSPARENCY

26. Steps are being taken to improve the quality and timeliness of data, and broaden
publication and dissemination of statistics. Efforts will be made to strengthen the quality of
data on the national accounts, balance of payments, in particular regarding trade and external
debt, and government finance statistics. To better inform the public of the intentions and
outcomes of economic policy and bolster investor confidence, the government has started to
publish the annual state budget and outturns. Finally, the BOL will publish its audited
financial statements and the monetary accounts by July 2001, and the National Statistical
Center will start publishing a range of monthly indicators, including the consumer price
index and its components.

VII. EXTERNAL DEBT AND PROGRAM FINANCING

27.  With the policies described above and in the I-PRSP, the external current account
deficit is projected to widen to an average of about US$67 million per year (3 percent of
GDP), including official transfers and excluding NT2, during 2001-03. Lao P.D.R.’s
capacity to secure external financing on appropriate terms will depend critically on
maintaining macroeconomic stability and timely implementation of reforms. Currently, the
external financing gap is projected to total about US$110 million during 2001-03, assuming
prudent access to external commercial borrowing (see below). In addition to PRGF support
of SDR31.7 million (60 percent of quota), this financing gap would be covered by program
lending under the joint World Bank-AsDB Financial Sector Adjustment Credit, a World
Bank forestry adaptable program loan and Poverty Reduction Support Credit, additional
program lending from AsDB, and bilateral assistance on concessional terms.

28.  Inview of Lao P.D.R’s limited debt-servicing capacity, external borrowing will be
kept in check and closely monitored through the newly-established debt-monitoring unit to
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ensure a sustainable debt burden. The government is currently negotiating with Russia and
expects to reach an agreement on the terms of its outstanding transferable ruble debt in 2001.
As regards the contracting or guaranteeing by the public sector (including by SOEs) of new
nonconcessional debt, the government will observe the external debt ceilings specified in
Table 6. It is expected that probably no more than one-third of the government’s share of
equity in NT2 (US$80 million total) will need to be financed, and concessional financing is
being explored with multilateral investment banks. The government will not incur any arrears
on external payments during the period of the PRGF-supported program.

VIII. PROGRAM MONITORING

29.  The period for the first-year PRGF-supported program will cover calendar year 2001.
Quantitative performance criteria and benchmarks are summarized in Table 6. The structural
policy prior actions for approval of the PRGF arrangement, performance criteria,
benchmarks, and subjects for the reviews are shown in Table 7. The first review under the
PRGF arrangement will be completed by October 2001, and will assess implementation of
budget for 2000/01, the main elements of the budget for 2001/02, especially revenue
measures and improvements in the management and poverty focus of expenditures, and the
elaboration of bank-specific restructuring plans. At that time, the quantitative performance
criteria for end-December 2001 will also be set. The second review will be undertaken by
end-April 2002 and will focus on the implementation of bank restructuring, the development
of a SOE reform program, and the macroeconomically significant issues of forestry sector
policies. Specific measurement and monitoring details, along with other program reporting
requirements, are described in the attached Technical Memorandum on Program Monitoring.

30.  In connection with the Fund’s new safeguard assessments designed to protect its
resources, the BOL is in the process of providing IMF’s Treasurers Department with copies
of financial statements for the past three years and other required information. The BOL has
also initiated an external audit on international standards of its end-2000 accounts.

31.  The government believes that the policies described above are adequate to achieve the
objectives of the program and, on this basis, hereby requests approval of the arrangement
under the PRGF. The government stands ready to take any additional steps that may be
necessary and will consult the Fund on this matter in line with established Fund procedures.

Attachments

Table 1. Summary Macroeconomic Framework, 1998-2003

Table 2. General Government Operations, (IMF Presentation) 1998/99-2000/01
Table 3. General Government Operations, (GOL Presentation) 1999/2000-2000/01
Table 4. Monetary Developments, 1999-2001

Table 5. State-Owned Commercial Banks, 19992001

Table 6. Quantitative Performance Criteria and Benchmarks 19992001

Table 7. Structural Policy Actions Under the First Annual PRGF-Supported Program

Appendix I.  Main Elements of State-Owned Commercial Bank Restructuring
Appendix II. Technical Memorandum on Program Monitoring
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Table 1. Lao P.D.R.: Summary Macroeconomic Framework 1998-2003

(In percent of GDP; unless indicated otherwise)

1993 1999 2000 2001 2002 2003

Real GDP growth (percent change) 4.0 73 5.7 57 6.5 7.0
Inflation (percent change, annual average) 90.1 128.4 233 9.0 7.5 57
Merchandise exports (percent change) 6.4 7.7 8.3 74 8.6 9.0
Merchandise imports (percent change) -14.7 0.3 6.6 10.6 238 10.6
{percent change, excluding N'T2) 10.0 8.4
Official gross reserves (in months of prospective
goods and services imports, excluding NT2) 22 2.0 24 2.5 27 3.0

Budget (fiscal year basis) 1/

Revenue 9.8 10.6 12.7 13.9 145 15.0
Grants 53 6.0 32 2.8 31 3.1
Expenditure 236 20.6 20.9 21.7 22.4 22.8
Current 8.1 6.1 8.1 8.4 94 10.3
Capital and onlending 15.5 14 4 12.8 13.3 13.0 12.5
Current fiscal balance before grants 1.7 4.4 4.6 5.5 5.1 47
Overall fiscal balance after grants -8.5 -4.0 -5.0 -5.0 -4.8 4.7
Domestic financing 25 -0.6 -0.7 1.2 0.3 0.3
Foreign financing 6.0 4.6 5.8 38 44 44
Real GDP growth (percent change) 1/ 4.5 6.5 6.1 5.7 6.3 7.0
Increase in GDP deflator (percent change) 1/ 712 120.4 36.1 10.0 8.0 6.0

Savings and investment balance 2/

National savings 12.7 16.4 14.6 14 8 15.5 156
Private 11.0 11.9 10.0 93 10.4 10.9
Government 1.7 4.5 4.6 55 5.1 47

Investment 22.8 227 204 216 28.6 29.5
Private 73 83 6.9 7.5 14.9 17.0

Of which: Hydropower 1.4 19 0.0 0.0 6.4 7.7
Other 59 6.4 6.9 7.5 8.5 93

Government 3/ 15.5 144 13.5 14.1 13.7 12.5
Foreign savings 10.1 6.3 58 6.8 13.1 13.9
Excluding Hydropower 8.7 4.4 58 6.8 6.0 55

Sources: Data provided by the Lao P.D.R. authorities; and Fund staff estimates.

1/ Fiscal year ending September.

2/ Estimates for private savings and investment are highly tentative, as no firm national accounts have been
established. In particular, private savings reflect unrecorded imports.

3/ Comprises government investment and selected public enterprise investment.
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Table 2: Lao P.D.R. General Government Operations, IMF Presentation, 1998/99-2000/01

1998/99 1999/00 2000/01
Budgct Est, Budget IMF
(Ea billiens of kip)

Revenue and Grants 1,461 2,160 2,018 2,614 2,471
Revenue 929 1,620 1,615 2,194 2,051
Tax 745 1376 1,323 1,742 1,687

ofw: Profit tax 80 170 172 316 3nl
Tumover tax 160 264 252 379 3359
Excise tax 157 223 211 336 316
Tmport duties 99 173 138 192 192
Timber royaliy receipts 89 270 288 115 115
Nontax 184 244 293 4352 364
Grants 532 340 403 420 420

Expenditure 1,809 2,819 2,635 3382 3,204

Current 539 1,052 1,031 1,417 1,239
Wages and salarics 181 348 348 417 417
Materials and supplies 132 137 o197 342 342
Interest payments 59 133 103 175 175

External 53 118 82 120 120
Domestic 5 15 21 55 35
Timber royally-financed expenditore 89 270 184 115 15
Other recurrent 78 164 199 368 290

Capital and onlending 1/ 1,270 1,768 1,623 1,965 1,965

Current balance 390 568 584 776 812

Crverall balance =348 -639 -637 -769 =733

excluding grants -879 -1,199 -1,040 -1,189 -1,153

Finaneing 348 659 637 769 733

Domestic financing =52 7 -94 213 177

Bank financing 2/ -39 0 -104 0 ]

Nonbank financing -13 7 14 213 177

Foreign financing {net) 400 652 731 556 556
(In percent of GDP)

Revenue and Grants 16.6 17.0 159 17.7 16.7

Revenue 10.6 12.8 12.7 14.9 13.9
Tax 8.5 10.8 10.4 11.8 1.4
Nontax 21 1.9 23 3.1 25

Grants 6.0 43 3.2 2.8 2.8

Expenditure 20,6 222 20.9 229 217
Current 6.1 g3 8.1 9.6 8.4

Wages and salaries 21 2T 2.7 28

Capital and onlending 14.4 13.9 12.8 133 13.3
Current balance, excluding grants 4.4 4.5 46 5.3 5.5
Overall balance -4.0 -52 -5.0 5.2 -5.0
excluding grants -10.0 -9.5 -82 2.1 -7.8
Financing 4.0 5.2 5.0 5.2 5.0
Domestic financing (net) 0.6 0.1 -0.7 1.4 1.2
Rank -0.4 0.0 -0.8 0.0 0.0
Nonbank -0.1 0.1 0.1 1.4 1.2
Foreign financing (net) 4.6 5.1 5.8 38 3.8
Project loans 5.4 6.5 6.2 5.3 5.3
Program loans 0.0 0.0 .8 0.0 0.0

Amortization .9 -1.4 -1.2 -1.5 -1.5

Memorandum items:

Nominal GDP, fiscal year {in billions of kip) 8,788 12,691 12,691 14,755 14,753

Sourees; Data provided by the Lao P.D.R. autharities; and Fund stafl estimates.

1/ Compared ta previously used fiscal data, budpet capital expenditures have been revised to exclude irrigation projects financed
through bank credit to farmers and state enterprises, mainly in 1997/98,

2/ Basnk financing exchides the valuation adjustments on the stock of govemment foreign cumrency deposits and credit in all years
as well as reclassification of printing costs by the BOL (KN 78ba) in 1599/00.
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Table 3. Lao PD.R.: General Governnent Operations, GOL Presentation, 199%/00-2000/01

1999/00 2000/01
Budget [at,  —mmeeee -Budget-----=---- Proj.
(In billicns of kip)
Total revenns 1,677 1,702 2,280 2,280 2,101
Revenue 1.368 1,299 1,732 1,732 1,677
Tax department. 845 798 1,319 1,319 1,264
Customs department 241 206 285 285 285
Cadastre 12 7 13 13 13
Timber royalties 270 288 113 115 115
MNontax revenue 309 403 547 547 424
Debt service 117 157 B0 B0 80
Overflight fees 98 122 125 125 125
SOE profit 25 43 212 212 125
Public assels 35 72 119 119 83
Others 14 9 11 11 11
FExpenditure 3,044 2,888 3,646 3,646 3,468
Current expenditure 1,194 1,157 1,641 1,641 1,463
Wages and salaries 351 33l 422 422 422
Administrative costs 102 155 342 342 342
Timber royalty-financed expenditure 1/ 270 184 113 115 15
Other 112 154 233 233 200
Debt service 359 314 529 529 484
External debt 290 239 344 344 344
Internal debt 69 75 185 185 140
Tnterest i5 21 35 55 53
Other 54 54 130 130 83
Capital expenditure 1,820 1,701 2,005 2,008 2,003
Foreign finance 1,364 1,195 1,200 1,200 1,200
Local finance 456 506 805 805 305
Projects 386 426 304 304 304
New construction k1] 40 153 153 153
Investment debt 0 0 242 242 242
Other 40 40 106 106 106
Other expenditure 30 30 0 0 0
Balance -1,366 -1,186 -1,367 -1,367 -1,367
Financing 1,366 1,186 1,367 1,367 1,367
Foreign finance 1,364 1,291 1,200 1,200 1,200
Domestic finance 2 -104 167 167 167

(In percent of GDP)
Crriginal Prel. Bst.

GDP
Revenus 13.2 13.4 13.6 15.4 14.2
Tax 10.8 10.2 10.3 11.7 11.4
Nontax 24 iz 33 3.7 2.9
Expenditure 24.0 228 21.8 24.7 23.5
Current 9.4 9.1 9.8 11.1 9.9
Capital 14.3 13.4 12.0 13.6 13.6
Balance -10.8 03 -3.2 9.3 93
Memorandum items:
Nominal GDP (in billions of kip) 12,691 12,691 16,757 14,755 14,755

Sources: Data provided by the Lac PD.R authoritics; and Fund staff estimates.

1/ Differs from the GOL prosentation by the inclusion of timber royalty-financed expenditurcs.
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Table 4. Lao PDR: Monetary Developments, 19992001
2000 2001 Program
199% Mar. June Sept. Dec. Mar June  Sept. Dec,
(In hillions of kip; end-of-peried)

Monetary survey

Net foreipm assets 1,266 1,352 1,470 1,477 1,526 1,382 1,379 1361 1,465

Met domestic assets 278 408 378 634 725 981 1,097 1,228 1,235
Domestic credit 1,045 1,127 1,243 1,333 1,441 1,549 leda 1,744 1,702

Net claims on government =272 =33 =328 =368 =420 -403 -386 -368 -491
Claitng on the economy 1,317 1.4358 1,571 1,701 1,861 1,931 2,032 2,112 2,192
Credif fo state enferprises 445 502 579 627 643 677 70 725 748
Credit 1o private secior 872 956 993 1,074 1,218 1,275 1,331 1,387 1,444
Other items (net) -767 =719 -666 -699 =716 -568 -550 -517 -466
Bread money 1,545 1,758 2,048 2,111 2,251 2,363 2476 2,588 2,741
Domestic eurrency (cash and deposits) 37 364 437 462 539 366 593 620 647
Forcign currency deposits 1,227 1,395 1,611 1,649 1,712 1,797 1,883 1,568 2,054

Bank of Laoc P.D.R.

Net toreign assets 4n5 389 515 758 799 795 794 775 880
Foreign assets 807 772 887 1,118 1,147 1,130 1,148 1,117 1,246
Foreign liabilities -4 -383 -372 =361 =347 -334 =333 -342 -366

Met domestic assets 3/ 76 160 197 56 -33 =143 =130 =100 =194
Dornestic credit 632 715 700 632 588 467 485 506 386

Net credit to government =36 ~52 =212 =269 =347 =337 =327 =313 -438
Credil lo the economy 367 405 438 480 489 518 537 556 374
Credit to state enterprises 224 262 296 339 346 375 394 412 431
Credit to private sector 143 143 142 141 143 143 143 143 143
Credit to banks 302 362 475 421 446 286 276 266 250
BoL securities -142 -166 -167 -160 =159 -112 -08 -1 -26
Other items, net -415 -3K9 -337 -416 -461 =498 -517 -536 -554

Reserve money 3/ 482 347 712 814 767 652 663 675 686

Memorandum items:

Bank financing of the budget 2/ -39 -l66 -16 -104 46 -35 -18 0 -123

Of which: BoL financing of the budget 2/ 46 =92 -168 =216 -73 -68 -58 -46 -123
(In millions of 1.8, dollars; end-of-period)

Mel foreign asacts 166.6 178.8 187.6 1827 1857 168.6 1682 1639 178.7
Of which: BoL 53.4 514 65.7 93.7 97.3 97.0 96.8 94.5 1073

Foreign currency credil to the economy 95.4 1048 1074 1112 1221 119.0  123.9  128.8 133.7

Forgign currency deposils 161.5 1845 2056 2040 2083 2192 2296 2140, 250.3

(Anmual percent change)

Broad money 784 382 7.9 19.8 457 344 209 2.6 0.0

Credit to the sconony 74.2 4.8 -3.8 35.2 41.3 338 293 242 17.8
Credit to sfate enterprises 99,2 70.4 11.2 580 44.3 34.9 2t.1 156 16.5
Credit to the private sector 63.6 343 -10.9 24.7 39.7 333 341 29.2 18.5

Beserve money 71.0 59.1 40.9 752 551 153 -8 171 -10.5

Money roultiplier 32 32 2.9 2.6 2.9 3.6 3.7 3.3 3.9

Velocity (ratio) 7.4 6.8 6.4

Exchange rate, end-ofl-peniod (kip per U.S. dollar) 7,600 7,560 7815 8085 8218 8200 8200 %200 £,200

Source: Data provided by the Lao authorities; and Fund staff estimatcs.

1/ Compared to previously nsed monetary data, the reclassification of credit to farmers and state entenpuises for irrigation projects as crsdit to the

government has heen discontinued, to be consistent with the sector of the debtors and in line with the authorities’ prescntation.

2/ Cumulative from the starl of the fiscal year (which runs from October to September). Annual data are on a fiscal year basis. In 1999/2000 excludes the reclassification

of the costs of printing money (KN 78 billion).

3/ From Jarmary 2001 reserve moncy and KDA of the BOL have been reduced by KN 150 billion due to the netiing of BOL deposils at banks and banks' deposits
at BOL. The December 2001 level of NIDA of the BOL inchides the external disbursement of 115515 million (KN 123 billion}. Excluding these two adjustments
the end 2001 stock would have been KN 64 billion, an increase of KN 97 hillion from end 2000.
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Table 5. Lao PDR: State-Owned Commercial Banks, 1999-2001
1999 2000 2001 Program
Dec. Mar. June  Sept. Dec. Mar.  June Sept. Dec.
(In billions of kip; cnd-of-period)
Net foreign assets 639 740 742 515 482 507 529 551 574
Foreign assets 769 864 918 695 674
Foreign liabilities 131 124 176 180 193
Net reserves 1/ 30 35 45 156 102 143 184 225 272
Reserves 278 340 458 561 494 375 406 437 468
Credit from monetary authorities 249 305 413 in 392 232 222 212 196
Net credit to government -203 =252 -107 -89 -66 -59 -52 -46 -46
Net ¢redit in Kip -150 -192 -33 -36 -13
Net credit in foreign currency -53 -59 -74 -53 -53
Net domestic assets
(excluding net credit to government) 682 802 892 1,023 1,189 1,227 1,265 1,302 1,340
Credit to the economy 356 640 689 775 884 921 959 996 1,034
Of which: Foreign currency 431 491 526 586 657
Credit to state enterprises 197 213 235 242 253
Credit to private sector 359 427 454 534 630
Other items, net 126 163 203 247 306 306 306 306 306
Deposits 1,139 1,320 1,570 1640 1,711 1,818 1,925 2032 2,139
Deposits in Kip 197 239 305 329 372 429 486 542 599
Deposits in foreign currency 942 1,081 1,266 1,310 1,339 1,390 1,440 1,490 1,540
(In miilions of U.S. dollars; end-of-period)
Net foreign assets 84 98 95 64 59 62 65 67 70
Foreign currency credit to the economy 57 65 67 73 80
Month-on-month percentage change 20 5.3 02 22 2.0
Fereign currency net credit to government -7 -8 -10 -7 -6
Foreign currency deposits 124 143 162 162 163 169 176 182 188
{Annual percentage increase}
Domestic credit 43 37 106 132 122 56 38 21
Credit to the economy 80 1 49 59 44 39 28 17
Of which : Foreign currency 2 53 53
Depaosits 91 14 59 50 38 23 24 25
Memorandum items:
NFA coverage of FC deposits 68 68 59 39 36 37 37 37 37
Reserves-to-deposits ratio 0.24 0.26 029 034 029 029 029 0.29 0.29
Exchange rate, end-of-period
(kip per U.S. dollar) 7,600 7.560 7,835 8.085 8218 8,200 8200 8200 8200

Sources: Data provided by the Lao P.D.R. authorities; and Fund staff estimates.

1/ Program for 2001 reflects the netting of BOL deposits at banks and banks' deposits at the BOL of KN 150 billion in January 2001.



Table 6. Lao P.D.R.: Quantitative Performance Criteria and Benchmarks, 1999-2001

1999
Stock at 2000 2001 Program
end-Dec. March June Sept. Dec. March June 1/ Sept. Dec.
(In billions of kip)
Net domestic assets of the Bank of Lao P.D.R. (BOL) 2/ 3/ 76 160 197 56 -33 -143 -130 -100 -194
Net credit 1o the government from the banking system 3/ =272 -331 -328 -368 -420 -403 -386 -368 -491
Net domestic assets of the state-owned commercial banks
(excluding net claims on government) 4/ 682 802 892 1,023 1,189 1,227 1,265 1,302 1,340
(In millions of U.8. dollars)
Net official international rescrves 3/ 7/ 29 28 31 62 70 68 67 63 74
Contracting or guaranteeing of external debt by the public sector 5/
- up to one-year maturity 0.0 0.0 0.0 0.0
- maturity of more than 1 year 5/ 0.0 0.0 0.0 0.0
Of which : 1-5 vears' maturity 0.0 0.0 0.0 0.0
Accumulation of external payments arrears 6/ 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Memorandum item:
Nonproject budget support (cumulative flows from the beginning of the ¥ 11.5 11.5 0.0 0.0 0.0 15.0
Program exchangs rate (kip per dollar) 7.600 7,560 7.835 8,085 8,218 £,200 8,200 8,200 8,200
Foreign currency component of required reserves 24 23 35 3t 27 29 30 32 33

Sources; Data provided by the Lao P.D R.authorities. The fulf definition of ferms is contained in the technical memorandum on program monitoring.

1/ Performance criteria. December 2001 values will be set as performance criteria at the time of the first review.

9/ Net domestic asscts of the BOL are defined as reserve money minus net foreign assets (NFA) of the BOL, adjusted for the valuation changes arising from the difference between the program
and actual exchange rates. The 2001 levels have been reduced fiom fhe end of December 2000 level to take account of the netting of KN 150 billion of hanks reserves with BOL credit to banks.

3/ For purposes of verifying complisnce with the program, the ceiling for net domestic assets of the BOL, net bank credit to the government will be adjusted upward (downward), while the floor
on net official international reserves will be adjusted downward (upward) by any shortfall (excess) external nonproject budget support, and any excess (shortfall) in debt-scrvice payments,

4/ Comprising Banque du Commerce Exterieur Lao, Lao May Bank and Lane Xang Bank. Net domestic assets of the SOCBs are defined as total deposits of these banks, less net foreign assets,
net claims at the BOL, and net claims on government adjusted for the valuation changes arising from the difference betwecn the program and actual exchange rate.

5/ Ceiling applies to debts cortracted or guarantzed by the government, public enterprises, or the BOL on nonconcessional terms. Ceilings are flows from the start of the program. Excludes normal

import-refated credit, any borrowing associated with debt rescheduling, and the second lean fiom Exim Bank of China, for 2 maximum amount equivalent to US$ 30 million, contracted in February 2001.

This performance criterion applies not only to debt as defined in point No. 9 of the Guidelincs on Performance Criteria with Respect to Foreign Debt (Decision No. 12274~ (00/85), August 24, 2000),
but also to commitments contracted or guaranteed for which value has not been received.

6/ Continuous performance criterion.
7/ Net official international reserves are calculated as net international reserves an a BOP basis less foreign currency component of required reserves.
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ATTACHMENT II

Table 7. Lao P.D.R.: Structural Policy Actions under the First Annual PRGF-Supported Program

Policy Action

Policy Monitoring

Banking reform

Agree on the main elements of the restructuring of state-owned commercial bunks (SOCBs) to be defined, i
consultation with the AsDB and World Bank.

Initiate the external audits based on international standards of the three SOCBs for 1999 and 2000,

Formulate individual SOCB restructuring plans in support of comprehensive banking reform, consistent with
the principles in the Memorandum on Economic and Financial Policies, and prepared with assistance from
the AsDB and World Bank.

Strictly implement BOL Regulation 98, including on loan classification (Article 2.0-2.4) and cease making
new loans to defaulting borrowers {Article 6.0); to be monitored by quarterly reporting of the 30 largest
borrawers from SOCBs.

Identify key targets in SOCB restructuring to be used as performance criteria for March 2002,

SOE reform

Continue to adjust petroleum prices to avoid losses of oil companies, and agree with the World Bank on a
timetable for future adjustments of electricity taniffs,

Provide balance sheets and income statements for 1997, 1998 and 1999 for electricity, water, fuel, and
airline companies.

Comply with agreed timetable for adjustment of electricity prices (MEFP paragraph 20) and adjust Lao
Aviation fares to ensure cost recovery,

Review development of a program of SOE commetcialization and privatization in consultation with the
World Bank.

Fiscal and public resource reforms

Use current market exchange rates on tax assessments.
Publish summary tables for 2000/01 budget and outturn for 1999/00.

Implement tax reform measures, including: reduce exemptions, prepare for VAT, broaden the tax base, and
strengthen the large taxpayer units.

Review macroeconomically significant issues of forestry sector policies, mainly an assessment of refated
revenues and their transfer into the budget, in consultation with the World Bank.

External sector measures

Regin operation of external debt monitoring unit that records the contracting and disbursing of all public and
publicly-guaranteed debt.

Introduce automatic licensing for exports, except forestry and mining produets,

Issue regulation to apply the removal of quantitative restrictions on items liberalized under AFTA on a
multilateral basis, except for a few specified products.

Prior action (Done, Appendix L)

Prior action (Done.)

Structural performance criterion,
September 2001

Structural benchmark,
Septembeoer 2001 and March 2002

Subject of first review

Prior action (Done.)

Prior action {Done.)

Structural performance criterion,

March 2002

Subject of sccond review

Frior action {Done.)
Prior action.

Subject of first and second reviews

Subject of second review

Prior action.

Prior action (Done.)

Structural benchmark,
September 2001
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Main Elements of State-Owned Commercial Bank Restructuring

The state-owned commercial banks need to be restructured in order to create robust banking
institutions. The main elements for the restructuring program, which are drawn from
technical work of the Asian Development Bank and the World Bank, are set out below:

Restructuring will encompass more than recapitalization. Operational improvements (i.e.,
better risk control and monitoring of existing loans) are the objective. Such
improvements will require significant changes in the operation of management,
especially to eliminate the influence of the state on lending decisions, and may warrant
major structural changes, including govermnance structure of boards and management.
Therefore, a phased recapitalization linked to the restructuring efforts will be essential to
adequately improve their operations. Performance improvements will be objectively
monitored.

Establishment of an efficient internal unit in each bank in charge of resolution/collection
of nonperforming loans (NPLs) is required. Dealing with NPLs is a normal banking
business, and such a unit will also improve evaluation of new loans.

Vigorous collection of loans in default will be reinforced to ensure that borrowers have
the incentive to repay and that a culture of non-repayment is not continued. Any design of
a debt resolution mechanism should not let bankers assume they can easily dispose of
NPLs.

The handling of policy-lending operations should be changed and, preferably be
conducted by Ministry of Finance, using transparent budget resources.

Implementation in the Context of the Enforcement Plan for Prudential Regulation

The Government’s Enforcement Plan for Prudential Regulations (EPPR) aims to achieve a
commercially-oriented banking system and to strengthen banking supervision.

The detailed operational design remains to be completed, i.e., there are as yet no clear and
detailed specifications regarding actions. The above elements should guide the detailed
operational design in implementing the EPPR.

However, some intended actions may need to be revisited. In particular:

Recapitalization should not occur up-front but be phased and conditional to performance
improvement;

Identification of NPLs that would eventually be centrally worked out should be based on
the nature of the borrower/loan rather than simply the size of the loan.
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In addition, a set of qualitative and quantitative performance indicators for each SOCB needs
to be carefully defined.

Interim measures

To prepare for the restructuring programs and to guard against further deterioration of the
SOCB assets in the interim, a number of actions are warranted.

e The classification of loans should be implemented according to BOL regulation
No.98, 1998.

e SOCBs will not be allowed to make new loans to borrowers with existing loans in
default, and will be monitored quarterly for the largest 20 borrowers of BCEL and largest
5 borrowers of Lao May Bank and Lane Xang Bank, respectively, and additional
sampling as required.

o In view of the 53 percent increase credit of the above three SOCBs in 2000 and the need
to reduce their credit expansion to 17 percent in 2001, a direct limit on the total net
domestic assets (excluding net claims on the BOL and net claims on government) of
these banks will be applied.

e External audits based on international standards will be prepared for 1999 and 2000.
These audits will provide banks a forward looking focus and be used to feed into the
restructuring programs for the SOCBs. These audits will also serve to establish the base
line against which performance improvement would be measured. The results will be
shared with partners involved as early as possible.
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GOVERNMENT OF THE LAO PEOPLE’S DEMOCRATIC REPUBLIC
MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES FOR 2001
TECHNICAL MEMORANDUM ON PROGRAM MONITORING

1. This Technical Memorandum on Program Monitoring (TMPM) defines the
concepts used to determine observance of the quantitative and structural performance criteria
and benchmarks specified in the Memorandum of Economic and Financial Policies

for 2001 (MEFP) of the Government of the Lao People’s Democratic Republic (Lao P.1D.R.)
under the Poverty Reduction and Growth Facility (PRGF) arrangement (Sections I and
11), and details the requirements for program monitoring and reporting (Section IIT).

2. Quarterly quantitative targets have been established for the following:
(i) ceiling on net domestic assets of the Bank of the Lao P.D.R. (NDABOL);
(ii) ceiling on net credit to the government from the banking system (NCG);

(iii) ceiling on net domestic assets of the state-owned commercial banks
(NDASOCBS), excluding net claims on government;

(iv) floor on net official international reserves;
(v) ceilings on publicly-contracted or guaranteed nonconcessional external debt.

In addition, ceilings on the accumulation of external payments arrears will be
applicable on a continuous basis.

3. Quantitative targets for the test date of end-June 2001 are performance criteria, and
the disbursement associated with observance of end-June performance criteria will also be
contingent on the completion of the first review. The targets for end-December 2001 are
indicative and will be reviewed and set as performance criteria during the first review.

I. MONETARY AGGREGATES AND QUANTITATIVE TARGETS
A. Definitions'

4, Net domestic assets of the Bank of Lao (NDABOL) are defined as reserve money
(RM) minus net foreign assets of the BOL (NFABOL).

! Variables with foreign currency components are to be valued according to Section [.B.
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. Reserve money is defined as the sum of notes and coins issued by the BOL,
excluding BOL holdings of currency, and deposits of commercial banks and the
domestic nongovernmental sectors at the BOL. Reserve money excludes all BOL
securities.

. Net foreign assets of the BOL (NFABOL) are defined as the gross foreign assets of
the BOL (GFABOL) less gross official foreign liabilities of the BOL
(GOFLBOL). GFABOL include holdings of SDRs by the BOL, the Lao P.D.R.’s
reserve position in the Fund, all foreign exchange holdings and foreign assets of the
monetary authorities, including official holdings of monetary gold. Foreign exchange
holdings of the monetary authorities include claims of the BOL and the Ministry of
Finance (MOF) on nonresidents in the form of bank deposits and all foreign
government securities, regardless of maturity. Foreign exchange assets of commercial
banks held as collateral against BOL credits are not included as gross foreign assets
of the BOL. GOFLBOL comprise foreign liabilities of the BOL with original
maturity up to, and including, one year, and the use of Fund resources.

5. Net credit to government from the banking system (NCG) is defined as claims on
the general government by the banking system less deposits of the general government with
the banking system. Claims include bank loans and advances to the general government, as
well as bank holdings of all government bonds and treasury bills, regardless of maturity, but
exclude government lending funds as defined below.

° Government lending funds (GLF) of the BOL are defined as the sum of the kip
value of long-term foreign liabilities of the BOL (i.e., with original maturities
exceeding one year, except liabilities to the IMF) denominated in foreign currencies.

6. Net domestic assets of the state-owned commercial banks (NDASOCB), viz.
Banque pour le Commerce Extérieur Lao (BCEL), Lane Xang Bank (LXB), and Lac May
Bank (LMB), are defined as the sum of deposit liabilities less net foreign assets, net credit to
government, and net claims on the BOL.

7. Net official international reserves (NIRBOL), for the purpose of program
monitoring, are defined as “freely available” GFABOL minus GOFLBOL minus the foreign
currency component of banks’ required reserves at the BOL. Freely available reserves are
defined in the IMF’s Data Template on International Reserves and Foreign Currency
Liguidity: Operational Guidelines and comprise of liquid or marketable foreign exchange
assets readily available to the BOL (and exclude illiquid foreign assets especially those in
nonconvertible currencies).

8. Contracting or guaranteeing of nonconcessional external debt by the public
sector in the Lao P.D.R. is defined as having a grant element of less than 35 percent.
Ceilings on external debts are calculated as commitments from the start of the program.
They exclude concessional credits, use of Fund resources, normal trade-related credits, and
any borrowing associated with debt rescheduling. During the program period, neither the
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government, the BOL, nor any other agency acting on behalf of the government will contract
or guarantee short-term external loans.

. External debt, as specified in point No.9 of the Guidelines on Performance Criteria
with Respect to Foreign Debt (Decision No. 12274—00/85), August 24, 2000), is
defined as current (not contingent) liabilities which are created under a contractual
arrangement through the provision of value in the form of assets (including currency)
or services, and which requires the obligor o make one or more payments in the form
of assets (including currency) or services, at some future point(s) in time; these
payments discharge the principal and/or interest liabilities incurred under the contract.
This definition includes all forms of debts, including loans, suppliers’ credits (other
than short-term trade credits) and financial leases. For the latter, the debt is the
present value (at the inception of the lease) of all lease payments expected to be made
during the period of the agreement, excluding those payments that cover the
operation, repair or maintenance of the property. This definition of debt also includes
arrears, penalties, and judicially awarded damages arising from the failure to make
payments under a contractual obligation that constitutes debt. Short-term external
debt includes all short-term external debt obligations having an original maturity of
up to one year, but excludes short-term trade credits. Debt falling within the limit
would be valued in U.S. dollars at the exchange rate prevailing on the date that the
contract or guarantee is entered into.

. The public sector is defined to include the Government of the Lac P.D.R., the Bank
of the Lao P.D.R,, state-owned enterprises, or any other agency acting on behalf of
the government.

. The grant element of a debt is determined by comparing the net present value (NPV)
of the financing costs and principal repayments with the nominal value of the debt.
The NPV of financing costs and principal repayments will be calculated with a
discount rate based on the OECD CIRRs for the currency of a debt in the table below,
plus a margin. For debts with a repayment period of less than 15 years, the discount
rate will be equal to the CIRR rate of the previous six months plus a margin of
% percent. For debts with maturities of 15 years or more, the discount rate will be
equal to the average of the CIRRs for the previous ten years in Table 8 plus a margin
that varies according to the maturity of the debt. The margins are 1 percent for debts
of 15 to 19 years; 1.15 percent for debts of 20 to 29; and 1% percent for debts of 30
years or more.

9. External payments arrears are defined as the stock of external arrears on debts
contracted or guaranteed by the government or the BOL, except on debts subject to
rescheduling or debt forgiveness. For purposes of the program, external payments will be
considered as arrears if they are not paid within 30 days of the date they are due. During the
period of the program, neither the government nor the BOL will accumulate new external
payments arrears. Overdue debt and debt-service obligations arising in respect of commercial
obligations incurred directly, or guaranteed by, the government or the BOL, that are in
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Lao P.D.R.: Average CIRRs (updated January 3, 2001)

APPENDIX 1II

Six-month Ten-year
2/15/-8/14/2000* 1/91-12/00 1/
(In percent per year)

Australian dollar 7.47 8.55
Austrian schiling 2/ n.a. 7.12
Belgian franc 2/ n.a. 7.69
Canadian dollar > 8.5 years 7.26 6.78
Danish krone 6.46 7.80
Deutsche mark 2/ n.a. 6.9%
Finnish markkaa 2/ n.a. 8.17
French franc 2/ n.a. 7.44
Irish punt 2/ n.a. 7.94
Italian lira 2/ n.a. 898
Japanese yen 198 3.75
Korean won 10.18 11.57
Netherlands guilder >8.5 years 2/ n.a. 6.38
New Zealand dollar 8.08 8.33
Norwegian krone 7.51 7.94
Spanish peseta 2/ n.a. 9.47
Swedish krona 6.46 8.61
Swiss franc 5.24 5.67
U.K. pound 7.03 8.38
U.S. dollar > 8.5 years 7.54 7.35
Euro (ECU for ten-year average) 6.27 7.13
Memorandum item:

SDR 3/ 6.07 6.75

1/ Estimates based on actual CIRRs for 1/91 to 12/00.

2/ For the current 10-year averages, rates for Euro are used from 1/99.
3/ The 10-year SDR denominated CIRR rate was constructed based on the
weighted average of the five 10-year CIRR averages for the undetlying

currencies.

For currencies not listed which are pegged to the U.S. dollar, the CIRR for the
latter should be used; for all other currencies, as well as for units of account used

by various multilateral institutions, the SDR CIRR should be used.

* The rates are calculated based on average CIRRs for the given

currency for 2/15-8/14/2000.
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dispute, will not be considered as external payment arrears for the purposes of program
monitoring. As of December 31, 2000, there were no external payments arrears.

B. Valuation

10.  In assessing observance of the program targets, valuation effects on the stock of gold
holdings will be excluded, and gold holdings will be evaluated at the end-December 2000
gold price of US$272.65 per fine troy ounce. Similarly, the level of foreign currency assets
and liabilities, excluding those denominated in SDRs, will be first converted into U.S. dollars
at the test date midpoint market exchange rate. Only assets and liabilifies identified as being
in foreign currencies in the December 2000 balance sheets of the BOL and commercial banks
would be subject to valuation adjustments.

11.  For performance criteria and targets specified in kip, the U.S. dollar value of foreign
currency assets and liabilities will be converted into kip at the midpoint program exchange
rate of KN 8,200 = US$1. SDR assets and liabilities will be valued at a fixed midpoint
program exchange rate of SDR1 = US$1.302. Non-U.S. dollar and non-SDR foreign assets
and liabilities will be converted first into U.S. dollars using midpoint market exchange rates
prevailing at end-period.

C. Program Adjusters

12.  The program (i) floor for NIRBOL will be increased (decreased}; and (ii) ceilings
for NDABOL and NCG will be decreased (increased), by the amount of the excess
(shortfall) in external nonproject budgetary support from the programmed amounts specified
in Table 6 of the MEFP and the shortfall (excess) of external debt-service payments from
programmed amounts.

II. STRUCTURAL PERFORMANCE CRITERIA AND BENCHMARKS

13.  Defaulting borrowers are defined as those borrowers from the banking system with
loans classified by commercial banks as doubtful (grade D) and loss (grade E), as defined in
BOL Regulation No. 98, 1998.

14.  Large borrowers are defined to include, at each test date, the 20 largest borrowers
from BCEL, the 5 largest borrowers from LMB, and the 5 largest borrowers from LXB.

15.  The prior action to “initiate” external audits of the SOCBs (specified in Table 7 of
the MEFP) will be satisfied by the government accepting the donor offer of assistance and
the related conditions. The SOCBs in Table 7 and Appendix I are defined to be Banque pour
le Commerce Extérieur Lao (BCEL), Lane Xang Bank (LXB), and Lao May Bank (LMB).

16.  In paragraph 20 of the MEFP, the costs defined according to international standards
include interest payments on debts but do not include rescheduled principal payments and
payments on disputed debts.
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II1. PROGRAM MONITORING AND REPORTING REQUIREMENTS

Data required to monitor performance under the program, including those related to

performance criteria and benchmarks, will be provided to the IMF’s Resident Representative
by the 15th day of each month, unless otherwise indicated. The data to be reported are listed
below and the respective reporting responsibilities between the BOL, the MOF, and the
National Statistical Center (NSC) are indicated in parentheses.

Monetary data (BOL)

The monthly monetary survey, the consolidated balance sheet of the commercial
banks, and the individual balance sheets of the three SOCBs referred to in paragraph
15 above; to be provided within four weeks. Each of the three SOCBs will also
report, at the same time as the balance sheet and within the same timeframe, all off-
balance sheet obligations;

The monthly balance sheet of the BOL; to be provided within two weeks;

The monthly breakdown of NIRBOL in U.S. dollars (including the currency
composition of foreign exchange holdings), GOFLBOL, and GLF and any transaction
during the month that results in a future predetermined net drain on NIRBOC,
excluding forward exchange, swap, and future contracts; and contingent obligations,
such as foreign exchange guarantees to be provided within two weeks;

Amount of bills offered by BOL in the central bank bills auction, amount sold to each
bank, and the average yield in percent per month, to be provided within four weeks;

A weekly report on loans, deposits, reserves at the BOL, and excess reserves of
BCEL, LXB, and LMB; and the outstanding stock of BOL and Treasury securities,
and the gross official reserve assets and liabilities of the BOL; both to be provided
within one week;

A quarterly report on the largest borrowets from the state-owned commercial banks
(5 largest for LXB and LMB, and 20 largest for BCEL); to be provided within four
weeks;

Daily buying and selling exchange rates of the kip against the U.S. dollar and the
Thai baht, including the official and parallel market exchange rates; to be provided
daily (BOL).

Fiscal data (MOF)

The quarterly consolidated accounts of the general government, including detailed
data on tax, nontax and capital revenues, current and capital expenditures, net
lending, and financing. Financing components should be separated into foreign
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sources (cash and project loans), domestic sources (bank and nonbank), and receipts
from asset sales. All data to be provided within four weeks.

. The semi-annual receipts and expenditures of all nenbudgetary funds (as of March
and September), including the Road Fund; to be provided within four weeks.

i The quarterly breakdown of new grants, loans, and government guarantees by main
debtor; to be provided within four weeks.

. The quarterly outstanding stock of tax and nontax arrears, and any expenditure
arrears, to be reported within four weeks.

External sector data (MOF)

. Quarterly outstanding stock of short-, medium-, and long-term external debt
contracted or guaranteed by the government, state-owned enterprises, or the BOL, in
U.S. dollars, by creditor; to be provided within four weeks;

. Monthly nonconcessional short-, medium-, and long-term external debt contracted or
guaranteed by the government, state-owned enterprises, or the BOL, in U.S. dollars,
by creditor; to be provided within three weeks;

. Monthly stock of external payments arrears; to be provided within three weeks
(MOF);
. Monthly total export and total import values in U.S. dollars, along with available

commodity breakdown; to be provided within four weeks {Customs, MOF).

Other data (NSC)
Overall monthly consumer price index and a detailed breakdown by major categories of
goods and services included in the consumer basket; to be provided within two weeks.



Statement by the IMF Staff Representative
April 23, 2001

This statement provides information on development since the issuance of the staff
report (EBS/01/53, 4/9/01). These developments do not change the thrust of the staff
appraisal.

L. All the prior actions listed in EBS/01/53 have been completed (a full list of the
prior actions for Board consideration of the PRGF arrangement is provided in Table 1).
In particular:

. The audits for the SOCBs were initiated by the government’s acceptance of the
donor offer assistance and related conditions. The terms of reference have been
finalized.

. The summary budget for the 1999/2000 outcome, budget for 2000/01, and
performance in the first 6 months was published on April 5 in the local
newspaper for the first time, and more detailed data will shortly be published in
a booklet.

2. Preliminary information suggests that macroeconomic performance so far in
2001 has generally been in line with program expectations, except for fiscal
performance, which has been slightly weaker. Inflation in March 2001 declined further
to 8 percent (12-month basis) reflecting continued restrained policies. The exchange
rate has remained reasonably stable with respect to the baht so far in 2001, although it
has depreciated by 3 percent against the dollar. Through mid-March, credit of the state-
owned commercial banks remained at about the cnd 2000 level, and thus should be
broadly in line with the end March 2001 target.

3. Very preliminary budget data for the first half-year show revenue moderately
lower than staff projections, while bank financing is over the program target but by a
smaller amount. Recent revenue performance may have been affected by the ongoing
decentralization effort. The authorities are now formulating measures, in consultation
with the staff, to keep revenue on track, including some adjustments to excisc rates and
a further tightening of the administration of nontax revenue and large taxpayers. With
these efforts, the staff considers that the program’s fiscal targets will be achievable.
Gross international reserves at end March were 2.1 months of imports, slightly below
the program benchmark of 2.4 months, also reflecting mainly the weaker performance
in budget revenue.

4, In addition to the prior actions, and in line with the program’s framework, the
authorities also have increased urban water prices by about 80 percent phased in
between April and November 2001. Also, issuance of the implementing regulation for
the Foreign Investment Law on March 23, 2001 is a significant step forward in making
the investing environment more transparent and simplifying and speeding up the
approval process.

- over -



Table 1. Lao P.D.R.: Completed Prior Actions for the First Annual PRGF-Supported Program

Policy action Date

completed

L Banking reform

Agree on the main elements of the restructuring of state-owned commercial banks Nov. 1, 2000

(SOCBs) to be defined, in consultation with the AsDB and World Bank.

Initiate the external audits based on international standards of the three SOCBs for Feb. 26, 2001

1999 and 2000.

I1. SOE reform

Continue to adjust petroleum prices to avoid losses of oil companies, and agree with Nov. 30, 2000

the World Bank on a timetable for future adjustments of electricity tariffs.

Provide balance sheets and income statements for 1997, 1998 and 1999 for Nov. 1, 2000

electricity, water, fuel, and airline companies.

IIL. Fiscal reform

Use current market exchange rates on tax assessments. Oct. 15, 2000

Publish summary tables for 2000/01 budget and outturn for 1999/00, Apr. 5, 2001

III. External sector measures

Begin operation of external debt monitoring unit that records the contracting and Apr. 12, 2001

disbursing of all public and publicly-guaranteed debt.

Intreduce automatic licensing for exports, except forestry and mining products. Mar. 1, 2001




INTERNATIONAL MONETARY FUND EXTERNAL

RELATIONS
Public Information Notice DEPARTMENT
Public Information Notice (PIN) No. 01/40 International Monetary Fund
FOR IMMEDIATE RELEASE 700 197 Street, NW
April 26, 2001 Washington, D. C. 20431 USA

IMF Concludes Article IV Consultation with the
Lao People’s Democratic Republic

On April 23, 2001, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation with the Lao People’s Democratic Republic.'

Background

Lao P.D.R. made important progress at economic reform through implementing its “New Economic
Mechanism” in the first half of the 1990s, supported by a program under the Enhanced Structural
Adjustment Facility. Then, in 1997, an expansionary response to the Asian crisis was adopted.
Ambitious investment plans, particularly irrigation projects to achieve rice self-sufficiency, were
pushed through despite the regional crisis and without appropriate resource allocations. Recourse to
central bank financing, given the high level of dollarization, caused inflation to skyrocket to triple
digits and the kip to depreciate sharply.

Recognizing the severe cost of high inflation, the authorities embarked on a strong stabilization and
sustained program from mid-1999. With restrained policies, economic conditions improved
considerably. Under relative exchange rate stability, inflation fell sharply, from 87 percent at end-
1999 to 9 percent in February 2001. Real GDP growth is estimated to have been about 5.7 percent
in 2000, as stronger domestic demand from higher credit growth appears to have offset the drop-off
in Foreign Direct Investment, but there is considerable uncertainty with GDP estimates because of
the poor quality of the data.

Monetary policy played a key part of the stabilization effort. Sharp limits on central bank financing,
especially on irrigation projects, and the issue of central bank securities, were critical in reducing the

"'Under Article IV of the IMF’s Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of
the Board, summarizes the views of Executive Directors, and this summary is transmitted {o the
country's authorities. This PIN summarizes the views of the Executive Board as expressed
during the April 23, 2001 Executive Board discussion based on the staff report.

Washington, D.C. 20431  Telephone 202-623-7100 e Fax 202-623-6772 ¢ www.imf.org



excess Kip liquidity. Thus, Bank of Lao P.D.R. (BOL) credit to the government and economy, which
rose sharply in 1998 and early 1999, has since been flat, except for onlending of external project
loans. Supplementing BOL credit restraint were efforts to make commercial banks operations more
prudent. As a result of this caution, in 1999 commercial bank credit remained flat in U.S. dollar
terms. However, in 2000, state-owned commercial banks (SOCBs), seeing a return to stability,
SOCBs increased their lending rapidly, by 40 percent (in U.S. dollar terms), putting pressure on the
underlying quality of their portfolios.

The 1998/2000 budget marked a return to more orderly fiscal management. Although there were
attempts to restrain expenditures in 1998/99, the burden fell on sccial expenditures, and significant
domestic arrears were incurred, including as unpaid wages to social sector workers. In the
1999/2000 budget, strong efforts were made to improve tax administration, and as a result, the
ambitious target of raising revenue by nearly 2 percentage points to 13 percent of GDP was
achieved. At the same time, scaling back the construction projects sharply reduced capital spending
in relation to GDP, and made more room for unwinding the very tight constraints on current
spending which increased to 8 percent of GDP. Additional external assistance enabled the budget
deficit to be increased from 4 percent of GDP to 5 percent in 1999/2000, but with a reduction in net
banking system credit to the government of about 2 percent of GDP, and credit from the central
bank was reduced by more than twice this amount.

On the foreign exchange side, while maintaining a flexible exchange rate system, the strong policy
actions have stabilized the rate since late-1999. Although the rate subsequently depreciated by

9 percent against the U.S. dollar, it has remained stable against the baht, and the margin with the
parallel market has generally remained under 2 percent, and gross international reserves increased
from 2 months of prospective imports at end-1999 to 2.4 months at end-2000.

Executive Board Assessment

Executive Directors commended the Lao authorities for their strong actions to stabilize the economy
by tightening central bank credit and fiscal policy. These determined efforts succeeded in sharply
reducing inflation from triple digits in 1999 1o the current single digit range. Directors stressed the
importance of building on this record to strengthen macroeconomic performance and more
effectively meet the government’s objectives of sustaining higher growth with equity. Extensive
structural and appropriately sequenced reforms will also be essential, and should aim at promoting
efficiency and private sector activity, while spreading the benefits of development more broadly,
especially to rural areas.

Directors considered that further credit restraint by the central bank and the state-owned commercial
banks is needed to sustain macroeconomic stability. This restrained credit policy is key for avoiding
renewed inflationary pressures while maintaining a flexible and market-based exchange rate, which
Directors consider to be appropriate.

Directors welcomed the framework for prudent fiscal policy. Central to this framework are strong
revenue efforts, especially through more effective tax administration for large taxpayers, which wil!
also pave the way for infroduction of a value-added tax in 2003. A combination of revenue efforts
and spending restraint will be needed to achieve the fiscal targets for the 2000/01 budget and, in this



regard, Directors encouraged the authorities to adhere to their commitment of adjusting spending in
line with available revenue. To enhance the poverty focus of the budget while maintaining fiscal
discipline, they stressed that major improvements in public expenditure management will be needed,
aimed at enhancing transparency and at directing expenditures more effectively for poverty
reduction, especially in the context of ongoing decentralization. These efforts wilt require
considerable technical assistance from the Fund and other multilateral institutions. Directors also
observed that, in view of Lao P.D.R.’s limited debt-servicing capacity, external borrowing will need to
be closely monitored in the period ahead. Several Directors encouraged the authorities to make
further progress in their debt negotiations with key bilateral creditors.

Directors emphasized the need to move ahead decisively with reform of the state-owned
commercial banks. They attached particular importance to developing and implementing bank
specific restructuring plans based on phased recapitalization, which should be strictly conditional on
improvements in bank performance and governance, as well as the resolution of nonperforming
loans. Sustainable rehabilitation of the banking sector will equally depend on supporting measures
to improve lending discipline, especially measures to phase out policy lending and develop banking
supervision.

Directors agreed that reforms of the enterprise sector are essential to complement banking reforms.
They welcomed the recent price adjustments that strengthened the financial performance of
state-owned enterprises, but noted that additional adjustments will be needed to achieve cost
recovery and will need to be followed by more comprehensive reforms. Regarding nonstate
enterprises, the recent issuing of the implementation regulation for the Foreign Investment Law is an
important start, but further progress will be required to create a transparent and fair business
environment,

Directors supported the government’s commitment to economic integration in order to boost its
growth prospects. They recognized that, given the structure of Lao P.D.R.'s trade, liberalization
under the ASEAN Free Trade Area will present both major benefits and challenges, and will need to
be supported by measures to strengthen competitiveness.

While welcoming recent steps to strengthen the database, Directors expressed concern at the
quality and availability of economic statistics for surveillance and for monitoring poverty reduction.
They stressed, in particular, the importance of improving the quality of fiscal data as well as
broadening its availability, within the government and to the public, to improve transparency.

Public Information Notices (PINs) are issued, (i} at the request of a member country, following the
conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (i) following
policy discussions in the Executive Board at the decision of the Board.




Lao P.D.R.: Selected Economic Indicators, 1887--2001

Proposed
Est. Program
1997 1998 1999 2001 2001
Output and prices {Annual percentage change)
Real GDP growth 7.0 4.0 7.3 57 57
CPI, end-of pericd 26.6 141.9 86.7 10.5 8.0
Government budget ¥ {In percent of GDP)
Total revenue 1.3 9.8 108 12.7 13.9
Grants 34 5.3 6.0 32 2.8
Total expenditure 219 23.6 2086 20.8 21.7
Overall balance {including grants) -7.2 8.5 -4,0 -5.0 -5.0
OFf which: Banking financing -16 0.8 04 0.8 0.0
Money and credit {Annual percentage change)
Broad money 65.8 113.3 784 45,7 20.0
Credit to the economy 110.8 86.3 74.2 41.3 17.8
External sector
Exports {percent change in U.S. doliar value) -1.4 6.4 7.7 8.3 7.4
Imports (percent change in U.S. doilar value) -6.0 -14.7 0.3 8.6 10.6
Current account balance (including official transfers,
in percent of GDP) -10.7 -4.4 -1.5 -1.6 -3.1
Gross official reserves {in millions of
U.S. dollars) 136 112 106 140 152
{in months of prospective goods and service
imports) 27 22 20 24 2.5
External debt
Ratio of debt-to-GDP? 60.9 95.2 89.4 73.4 72.0
Debti-service ratio (ratio of exports of goods and
services) 7.3 9.7 10.4 9.2 9.7
Exchange rate (end-of-period)
Commercial bank rate {kip per U.S. dollar) 2,135 4,274 7,600 8,140
Real effective exchange rate (percent change,
annual average) 4.5 -23.1 50 108

Sources: Data provided by Lao. P.D.R. authorities; and Fund staff estimates and projections,

1/ Staff estimate for 1999 real GDP growth is 5.0 percent; the lower estimate of Fund staff is due to their lower
estimate of agricultural sector output, in line with observations of relevant international agencies.

2/ Fiscal data are on a fiscal year basis (Qctober~September),
3/ Excludes debt in nonconvertible currencies; includes debt to the Fund SAF and ESAF).
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Press Release No. 01/18 International Monetary Fund
FOR IMMEDIATE RELEASE Washington, D.C. 20431 USA

April 23, 2001

" IMF Approves in Principle Three-Year, US540 Million PRGF Loan
for Lao P.D.R.

The Executive Board of the International Monetary Fund (IMF) today appreved in principle' a
three-year arrangement for Lao (People’s Democratic Republic) under the Poverty Reduction
and Growth Facility (PRGF)? for SDR 31.7 million (about US$40.2 million). The Board also
approved in principle the release of a first loan under the PRGF arrangement in an amount
equivalent to SDR 4.53 million (about US$5.7 million).

In commenting on the Executive Board's decision, the Deputy Managing Director, and Acting
Chairman, Eduardo Aninat, made the following statement:

“The government’s economic program and Interim Poverty Reduction Strategy Paper (I-PRSP)
are aimed at strengthening macroeconomic stability and reducing poverty through growth with
equity. Achieving these goals will require prudent monetary and fiscal policies as well as
supporting actions to reform state-owned commercial banks (SOCBs), promote private sector
activity, and improve public sector finances.

“The authorities will build on recent gains in macroeconomic stabilization through further credit
restraint by the central bank and SOCBs, and a prudent fiscal stance. Further strengthening of
revenue administration, paving the way for a value-added tax in 2003, and improving public

! A final decision by the IMF Executive Board is pending discussion of Lao P.D.R.'s interim Poverty Reduction
Strategy Paper by the Executive Board of the World Bank. The World Bank board discussion is expected to take
glace on April 24, 2001. '

On Novernber 22, 1999, the IMF's concessional facility for low-income countries, the Enhanced Structural
Adjustment Facility (ESAF), was replaced by the Poverty Reduction and Growth Facility (PRGF), and its purposes
were redefined. It was intended that PRGF-supported programs will in time be based on country-owned poverty
reduction strategies adopted in a participatory process involving civil society and development partners, and
articulated in a poverty reduction strategy paper (PRSP). This is intended to ensure that each PRGF-supported
program is consistent with a comprehensive framework for macroeconomic, structural, and social policies to foster
growth and reduce poverty, At this time for Lag P.D.R., pending the completion of a PRSP, a preliminary
framework has been set out in an interim PRSP, and a participatory process is underway. It is understoed that ali
policy undertakings in the interim PRSP beyond the first year are subject to reexamination and medification in line
with the strategy that is to be elaborated in the PRSP, Once completed and broadly endorsed by the Executive
Boards of the IMF and Worid Bank, the PRSP will provide the policy framework for future reviews under this
PRGF arrangement. PRGF loans carry an annual interest rate of (.5 percent, and are repayable over 10 years with a
5 % year grace period on principal payments.

Washington, D.C. 20431  Telephone 202-623-7100 » fax 202-623-6772 « www.imf.org



expenditure management, especially in the context of ongoing decentralization, will be essential
to maintain fiscal discipline and reduce poverty.

“SOCB reform will be achieved through the development and implementation of bank specific
restructuring plans, based on phased and conditional recapitalization. These plans will be
supported by measures to improve lending discipline, especially the phasing out of policy
lending. Banking reform will be complemented with measures to improve the environment for
private sector development and to strengthen the financial performance of state-owned
enterprises, starting with an adjustment of their prices to cost recovery levels.

“The government’s commitment to trade liberalization and regional integration under the
ASEAN Free Trade Area provides an opportunity to accelerate growth, but ambitious reforms to
the banking and enterprise sectors will be needed to meet the challenges of greater openness with
improved competitiveness,

“The Interim Poverty Reduction Strategy Paper has been prepared in a broad participatory
manner and meets the core requirements for developing a full PRSP by August 2002, Attention
will have to be given to ensuring the quality of the poverty reduction strategy, identifying its
links to the budget, improving data quality, and broadening the participatory process,”

Mr. Aninat said.



ANNEX
Program Summary

Under the PRGF-supported program, real GDP growth is projected to rise to 7 percent by 2003,
while inflation would be reduced to 5 percent. In order to protect the external position, gross
official reserves will be raised gradually to 3 months of import coverage. Sustained
macroeconomic stability and higher growth with equity are to be the basis of the poverty
reduction program. For 2001, macroeconomic performance is expected to be relatively favorable.
Real GDP growth will remain at about 5.7 percent and inflation will fall to under 8 percent.

Credit by the central bank and SOCBs will be tightened to maintain the downward pressure on
inflation. Credit growth of the latter will be sharply reduced to 17 percent in 2001, a target that
will also support better loan quality. The exchange rate will be managed flexibly and the margin
between the bank and paralle! markets will be kept to under 2 percent. Exchange system controls
would continue to be eased.

The overall budget deficit will be kept at about 5 percent of GDP during 2000/01-2000/03. The
financing of the budget would rely mainly on external concessional financing, and avoid
domestic bank financing. These goals will be supported by reforms to tax administration,
focusing on large taxpayers in preparation for the introduction of a VAT in 2003, which would
increase the revenue to GDP ratio by 2 percentage points. These additional resources would be
available for social spending, including rural development. To more effectively meet these goals,
public expenditure management would be reformed, through improving the treasury system and
fiscal reporting and accountability.

The program provides for reform of the banking sector, to recapitalize the weak SOCBs
conditional on improvements in their performance. The reform plan also aims to enhance
governance, and ensure the implementation of a standard accounting framework and loan
classification and provisioning requirements, supported by improvements to the environment for
SOCBs, including phasing out directed lending and developing bank supervision.

Enterprise policies will have two main stands. For key large state enterprises, the government
will initially focus on avoiding losses through price adjustments, while developing more
comprehensive reforms during the first year of the program. In addition, it will also formulate
measures to promote private sector development.

Trade reforms will be centered on implementing the commitments under the ASEAN Free Trade
Area (AFTA), under which by the start of 2005, 95 percent of imports would be free of
quantitative restrictions and for those from AFTA members would have tariffs at no more than
20 percent; 87 percent of these would have tariffs of 05 percent.



Lao P.D.R. became a member of the IMF on July 5, 1961. Its quota® is SDR 52.9 million (about
US$67 million}, and its outstanding use of IMF credit currently totals SDR 31.9 million (about
US540 million).

3 A member's quota in the IMF determines, in particular, the amount of its subscription, its voting weight, its access
to IMF financing, and its allocation of SDRs.



Lao P.D.R.: Selected Economic Indiéators, 19972001

Proposed
Est. Program
1997 1998 1999 2000 2001
(Annual percentage change)
Output and prices
Real GDP growth” 6.9 4.0 7.3 5.7 5.7
CPI, end-of period 26.6 141.9 86.7 10.5 8.0
{In percent of GDP)
Government budget”
Total revenue 11.3 9.8 10.6 12.7 13.9
Grants 34 53 6.0 32 2.8
Total expenditure 219 236 20.6 20.9 217
Overall balance {including grants) -7.2 -8.5 -4.0 -5.0 -5.0
Of which: Bank financing -1.6 0.8 -0.4 -0.8 0.0
(Annual percentage change)
Money and credit
Broad money 65.8 113.3 78.4 457 20.0
Credit to the economy 110.8 86.3 74.2 41.3 17.8
External sector
Expeorts {percent change in U.S. dollar value) -1.4 6.4 7.7 8.3 7.4
Imports (percent change in U.S, dollar value) -6.0 -14.7 0.3 6.6 10.6
Current account balance (including official
transfers, in percent of GDF) -10.7 -4.4 -1.5 -1.6 3.1
Gross official reserves (in millions of
U.S. dollars) 136 112 105 140 152
(In months of prospective goeds and service
imports) 2.7 22 2.0 24 2.5
External debt
Ratio of debt-to-GDP” 60.9 952 894 734 72.0
Debt-service ratio {ratio of exports of goods and
services) 7.3 9.7 104 9.2 9.7
Exchange rate {end-of-period)
Commercial bank rate (kip per U.S. dollar) 2,135 4274 7,600 8,140
Real effective exchange rate {percent change, '
annual average) 4.5 -23.1 5.0 10.8

Sources: Data provided by Lao P.D.R. authorities; and IMF staff estimates and projections.

1/ Staff estimate for 1999 real GDP growth is 5.0 percent; the lower estimate of Fund staff is due to their
lower estimate of agricultural sector output, in line with observations of relevant international agencies.

2/ Fiscal data are on a fiscal year basis (October—September).
3/ Excludes debt in nonconvertible currencies; includes debt to the Fund (SAF and ESAF),



Statement by Dono Iskandar Djojosubrote, Executive Director and
Madhav Prasad Bhatta, Advisor to Executive Director for the
Lao People’s Democratic Republic
April 23, 2001

We would like to thank staff for the well-written papers on the Article IV consultation
on Lao and their recommendations for the approval of a three-year PRGF arrangement for
Lao P.D.R. Qur Lac authorities would also like to express their appreciation to the
management and staff of the Fund for their continued support and policy advice. They
broadly agree with the staff’s comments and assessment of recent developments in Lao
P.D.R as well as their policy recommendations.

Recent economic development and immediate macro-economic outlook

Over the past decade, Lao P.D.R has made good progress in economic reforms. The
government has taken various measures to transform the country towards a more market-
oriented economy under its New Economic Mechanism, which has the broad support of the
international community, particularly the Bretton Woods institutions and the Asian
Development Bank. In the first half of the 1990s, real GDP growth averaged 7-8 percent, per
capita income increased significantly and inflation remained largely in single-digits.

However, the economy was adversely affected by the crisis that swept through a
number of Asian countries in the second half of 1997. The most badly hit areas were the
public finances and balance of payments. Government revenue declined significantly and
capital inflow through private investment slowed substantially. Exports declined and the kip
depreciated ten-fold against the US dollar and inflation reached three digits.

While agriculture remains the dominant sector of the economy, the other engines of
growth now include manufacturing, construction and services. Meanwhile, significant
foreign investment in hydropower has also increased with the better prospects for exporting
energy to the neighboring countries.

The real sector of the economy particularly the agricultural sector performed well,
especially during the early stages of the crisis, when global prices of rice and a number of
other major crops remained high. For this reason, the agriculture sector continued to do well
despite the crisis as the demand for some of the agricultural products increased markedly,
especially from Thailand. Moreover, investments in public infrastructure in the rural sector
paid off as they provided a strong impetus to growth in agriculture with many rural farmers
being given increased direct access into the markets during this difficult period. Thus despite
the negative spill-over effects of the Asian financial crisis, the real growth of the economy
was maintained at reasonable levels due to favorable performance by the agriculture sector.
However, the pre-crisis socio-economic development targets have yet to be achieved and the
authorities continue to face many challenges in improving the economic conditions and
welfare of the people of Lao P.D.R.



Since October 1999, the exchange rate has stabilized within the range of around 7,500
kip to 8,500 kip to a US dollar and remained stable relative to the Thai baht. Likewise, the
inflation rate also declined sharply and has continued to fall to single digits in recent months.

Macro-economic Stabilization

The measures undertaken by the authorities which contributed to the macro-economic
stabilization consisted of fiscal consolidation, for example, enhancement of revenue
collection, curbing government overdraft from the central bank and cautious management of
public expenditures. At the same time, increased use of open market operations such as the
sale of central bank bills, treasury bills and high interest bearing certificates of deposit were
used to absorb excess liquidity in the economy.

The government will continue its fiscal discipline and tight monetary policy stance
over the medium term as spelled out in the MEFP. However, there is still the need to
mobilize greater resources towards productive and priority social sectors amidst the tight
fiscal condition. Therefore, the government has been striving to increase revenue through
various measures including the strengthening of tax administration.

The main objective of monetary policy of the government for 2001 and in the
medium term has been to further reduce the inflation rate to be in line with its major trading
partners. Recognizing the fact that high level of dollarization in the Lao economy has limited
the central bank’s capacity to implement monetary policy, the central bank 1s now putting
emphasis on strict control of its credit to the government and closely supervising the lending
of commercial banks.

Structural reforms

Although there has been some setback in the reforms of the state-owned enterprises
recently, a lot of progress has been made in the structural reforms of the state-owned
commercial banks (SOCBs). The consclidation of seven SOCBs into three major banks were
completed in early 1999 and the restructuring of these banks has been continuing with
technical assistance from the AsDB since late1997.

The authorities recognize that those banks are still weak compared with international
standards and thus the SOCBs reforms will be one of the major structural goals under the
PRGF program with assistance from the World Bank and the AsDB. Similarly, the
authorities are committed to undertake further reforms to introduce a market-based legal and
institutional framework for the SOEs.

Interim Poverty Reduction Strategy Paper
Since Lao P.D.R remains one of the poorest countries in the world, poverty reduction

is one of the key elements in the government's overall development strategy. The I-PRSP was
prepared with wide participation by and consultation with the local private sector, NGOs and



the international community. A more refined PRSP will be prepared to take account of
comments and suggestions received as well as experiences gained with the I-PRSP and the
joint staff assessment. The overall strategy of the government is to promote sustainable
growth with equity so as to graduate from the group of least developed countries by the year
2020.

Trade Reform

As a member of ASEAN, the authorities are committed to meet their commitments
under the ASEAN Free Trade Area (AFTA) by 2008. The licensing requirements for all
exports (except for mining and timber products) have been revoked completely with effect
from March 2001. The authorities have been coordinating with the European Union, Japan
and the United States to seek better access for their products both under the general system of
preference and under normal trade relations. Lao P.D.R is also in the process of seeking
accession to the WTO.

Statistical Issues

Although there have been improvements in statistical data recently, the authorities
recognize that there are still many areas that need further improvements to ensure the quality
of data used for policy formulation and for dissemination to the general public information.
Therefore, the Lao authorities would welcome receiving assistance from the donor
community to provide suitable training to the local personnel and develop the necessary
processes to enhance their capacity in this area.

Conclusion

Despite the numerous difficulties of the past three years, the Lao authorities have
achieved significant results towards stabilizing the economy. The authorities do realize that
there remains much to be done before the country can expect sustained economic growth
over the medium term. They are therefore committed to implement the necessary measures
under the PRGF.

The authorities hope that Executive Directors will consider the proposed program
favorably to ensure strong and sustained economic development in Lao P.D.R, which would
be necessary to support its efforts at reducing poverty in the country.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

