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Context. Growth remains robust, supported by electricity exports, construction and services. Inflation is contained as food prices have fallen. High public debt and fiscal deficits pose a key risk, while negative macrofinancial feedbacks through the banking system could propagate external shocks. The authorities are moving to implement reforms consistent with past advice, including the integration of the Sustainable Development Goals (SDGs) in their 5-year plan, but further reforms are needed.
Main Policy Recommendations
Policies should focus on reducing fiscal and banking system vulnerabilities and rebuilding buffers to ensure sustainable growth while putting in place the conditions for exchange rate flexibility in the future and for diversification and more inclusive growth. Key elements of the policy strategy include:
Fiscal Policy: Anchor the public debt ratio at 50 percent of GDP and implement revenue reforms to lower the public deficit to about 2½ percent of GDP on average over the next five years, while reorienting expenditure toward public investment and social spending.
Monetary and Exchange Rate: Allow the exchange rate to depreciate gradually to help regain competitiveness and accumulate reserves, while removing interest rate caps. Begin reforms of the interbank and public debt markets to support movement to a more flexible monetary framework and reduce dollarization.
Banking System. Reduce foreign currency lending risks, identify NPLs and strengthen capital buffers. Put in place prompt corrective action and crisis management frameworks.
Structural Reforms. Develop the framework for public infrastructure while facilitating private investment. Improve education and health outcomes, particularly for women and children. Upgrade statistics for economic policymaking and tracking the attainment of the SDGs.
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Discussions took place during November 29–December 13, 2017. The staff team comprised G. Bannister (Head), S. Rafiq, A. Oeking, and V. Long (all APD), Y. Sugayama (MCM) and J. Dunn (Resident Representative). The mission team was assisted greatly by A. Kounnavong, L. Pharakhone, and V. Savannarideth in the Lao P.D.R. Resident Representative Office. Ms. Villa and Mr. Sanoubane (OED) joined the concluding meetings. Mr. Rattanasena and Ms. Gjonbalaj assisted in preparation of this report.
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1. High growth has been accompanied by rising vulnerabilities. Poverty has fallen, and Lao P.D.R. has made progress towards its goal of graduation from Least Developed Country (LDC) status.1 But public debt has risen, and falling commodity prices have laid bare fiscal rigidities. A high current account deficit, a tightly managed and overvalued exchange rate, and low reserves leave the economy vulnerable to external shocks.2 The banking system remains highly dollarized, with weak profits and pockets of fragility. Capital-intensive growth based on mining and hydropower investments has been accompanied by rising inequality and environmental degradation. For Lao P.D.R. to take advantage of its strategic location, with dynamic trading partners and opportunities for regional integration, it needs to address these vulnerabilities and put in place conditions for sustainable inclusive growth.
2. The government recognizes these challenges and has charted a plan for reform, consistent with past IMF advice. It is moving to put in place the conditions for a fiscal consolidation, focusing on tax policy and administration, and has allowed some (albeit limited) currency depreciation. It has recapitalized the largest public bank and plans to restructure two smaller public banks with foreign investors, and improve regulation and supervision. The authorities have also focused on integrating the Sustainable Development Goals (SDGs) into their 5-year development plan to promote more inclusive and sustainable growth. Nevertheless, high dollarization and a tightly managed exchange rate continue to constrain monetary policy, and gross international reserves, at one month of prospective imports, are well below the recommended levels.
3. Growth remains robust and inflation subdued. Growth in 2017 continued to be supported by electricity exports, construction and services (wholesale and retail trade and real estate), although it slowed slightly to 6.8 percent due to the prohibition on illegal logging, tighter lending conditions, and fewer tourist arrivals. Year-on-year CPI inflation remained low at 0.2 percent in December 2017 due mainly to a decline in food prices, while core inflation (excluding food and fuels) is around 1.7 percent. Medium-term growth is expected to remain high at around 7 percent, supported by new hydropower projects and strong FDI from China in agriculture, manufacturing assembly and services, including the construction of the Kunming – Vientiane railway under the Belt and Road Initiative (BRI) which began in early 2017 (Lao P.D.R. Debt Sustainability Analysis – Box 1).
4. Credit growth has slowed to more sustainable levels, consistent with moderate financial deepening. The growth of credit to the private sector in kip remains robust at 17 percent (y/y) and credit gap analysis suggests that this is a more sustainable level compared to very high rates of credit growth up to 2014. The ratio of credit-to-GDP rose rapidly from around 20 percent in 2010 to 40 percent at end-2014, but has since risen more modestly to 49 percent in 2017. Credit remains concentrated in services (including construction of public infrastructure and manufacturing facilities), industry, and commerce. The loan-to-deposit ratio rose to 98.5 percent at Q3:2017, but reached 103 percent for loans in kip as banks have increasingly accessed foreign borrowing to finance credit. Consistent with moderate financial deepening, overall private credit growth is projected to remain at 17 percent in 2018, reflecting robust FDI, but moderate demand from the public sector.
Lao PDR: Sector Credit-to-Sector GDP Ratio
(In Percent)
Sources: CEIC; and World Bank
Lao PDR: Credit Gap
(In Percent)
Sources: IMF staff estimates.
Note: The credit-to-GDP gap is based on a Hodrik-Prescott filter.
5. External sector vulnerabilities remain high, but are being ameliorated. The current account deficit narrowed in 2016, due to higher electricity and manufacturing exports, but at an estimated 13 percent of GDP in 2017 is still high. International reserves are expected to remain well below recommended levels at around 1 month of imports in the IMF’s calculation (which does not adjust for FDI-related imports)3, around 16 percent of foreign currency liabilities in banks, and 21 percent of foreign-currency deposits. Over the next three years, construction of the Kunming-Vientiane railway will generate a widening in the current account deficit, but this will be reversed in the medium-term as project-related imports fall and electricity exports come on line. Gross international reserves are expected to remain low at around 1.5–2 months of imports due to anemic productivity growth and slow progress on economic diversification.
6. External sector assessment (Appendix I). Based on the IMF’s External Balance Assessment Lite methodology, the external position at end-2016 is assessed to be substantially weaker than implied by fundamentals and desirable policies, although there are several factors that mitigate risks. At end-2016, the kip was assessed to be overvalued by around 44– 49 percent which, given the managed exchange rate regime, calls for a continued gradual depreciation of the nominal exchange rate, and policies to consolidate the fiscal position and improve productivity over the medium-term. There is also an urgent need to increase reserve coverage. Although the presence of large flows of foreign direct investment and dollar denominated trade contracts lessens the vulnerabaility of the current account to external shocks, staff estimates that the non-FDI related trade deficit is still high at 7.6 percent of GDP for 2017.
Lao P.D.R: External Balance Assessment (Lite)
Source: IMF Staff.
7. The baseline outlook is subject to a number of risks (Appendix II):
Domestic risks
▹ Government finances. A failure to contain the fiscal deficit would worsen an already weak external position and, given the high level of the public debt stock, increase the possibility of debt distress, higher interest rates, lower external financing and a slow-down in growth.
▹ Agriculture. One-sixth of the total economy is in agriculture, and an extreme weather shock would damage growth prospects, worsen the current account, and risk hurting the rural population, reversing poverty reduction.
External risks
▹ Global monetary conditions. Tighter global monetary conditions could raise funding costs, hurt domestic liquidity in the dollarized banking system increasingly reliant on external funding, and lead to a reduction in credit
▹ Capital flight or deterioration in terms of trade. With a thin reserves cushion, the external position remains vulnerable to a deterioration in the terms of trade or sudden capital flight, which could cause a deterioration in confidence in the financial system.
▹ Slowdown in trading partners. A significant slowdown in China would impact commodity and agriculture exports and tourist arrivals, and could be felt in Lao P.D.R. through lower foreign direct investment (China is the main source of FDI), and capital flow reversal.
Macrofinancial risks
▹ Banking system liquidity crunch: A sudden tightening of liquidity due to banking system distress could cause a credit crunch and a slowdown in economic activity, with adverse feedback loops through further distress in bank and corporate balance sheets.
▹ Banking system solvency: A macroeconomic or external shock that leads to a sudden slow down in economic activity could lead to higher non-performing loans and expose weaknesses in the banking system that could lead to further declines in credit and slower growth.
▹ Exchange rate: A sudden devaluation of the exchange rate could lead to a rapid deterioration in the balance sheets of banks and corporates with currency mismatches, which could affect banking system liquidity and solvency and lead to a further decline in credit and economic activity.
Lao P.D.R.: Macro-Financial Linkages
Source: IMF Staff.
8. An adjustment scenario including recommended policies would result in lower growth in the near term, but more robust and sustainable growth over the medium-term. The economy would also become more resilient to external shocks and allow a rebuilding of policy buffers, including lower public debt, a smaller current account deficit and higher reserves (Box 1).
9. The authorities broadly shared staff’s assessment of the outlook and risks. They acknowledged the macrofinancial risks related to the external sector and the effect of a large devaluation on the balance sheets of banks and corporates. For this reason, they opted to allow the exchange rate to move only gradually within its band. Nevertheless, they argued that the banking system is largely well capitalized and could withstand a significant shock without sparking a systemic crisis. The authorities also pointed out that the overvaluation of the exchange rate had been mitigated during the course of 2017 with the dollar depreciating against Lao P.D.R.’s major trading partners.
Box 1. Adjustment Scenario
The adjustment scenario is based on the following assumptions:
• Begin multi-year fiscal consolidation. Implement tax revenue measures while containing public sector wage growth (link salaries to inflation and keep the headcount constant) to bring the fiscal deficit to 2.6 percent of GDP on average, sufficient to lower the debt to GDP ratio to 50 percent by 2022.
• Gradual exchange rate adjustment. Use full flexibility in current exchange rate regime to adjust by 27 percent over 5 years, via nominal depreciation and productivity growth, to help realign the REER with fundamentals.
• Banking sector reforms. Strengthen management of state-owned banks.
• Structural reforms to boost competitiveness and long-term productivity
Macro Framework Under Adjustment Scenario
Source: IMF staff projections. The fiscal multiplier is assumed to equal 1, and the exchange rate-current account elasticity is 0.47. The exchange rate-inflation pass-through is estimated to be negligble in Lao at around 0.2. The impact of a multi-year fiscal consolidation on real output is undertaken as in Bi, R., H. Qu and J. Roaf (2013), Assessing the Impact and Phasing of Multi-year Fiscal Adjustment: A General Framework, IMF Working Paper, WP/13/182.
Real GDP Growth
(Year-on-year average)
Fiscal Deficit
(In percent of GDP)
Public debt
(In percent of GDP)
Foreign Reserves
(In months of imports)
Source: IMF Staff.
10. The fiscal outturn in 2017 was less favorable than expected. The fiscal deficit is expected to widen from 4.6 percent of GDP in 2016 to 4.8 percent of GDP in 2017, mainly due to underperformance of tax revenues and increases in capital spending. Overall revenue is expected to rise to around 17 percent of GDP, due to an increase in non-tax revenues and grants, but tax revenue is expected to remain flat at 12.3 percent of GDP. Current expenditure is expected to fall despite an increase in the wage bill, but capital spending is expected to rise relative to 2016, as government investment gradually resumes its historical level.
Lao PDR: Tax Structure Compared to Regional Average
(In percent of GDP)
Source: IMF Staff Estimates.
11. Public debt remains elevated. The Debt Sustainability Analysis puts the public and publicly guaranteed (PPG) external debt at high risk of debt distress, despite the rebasing of GDP, which lowered ratios compared to last year. Much of the debt is denominated in foreign currency (80 percent), and although over 85 percent of external debt is on concessional terms, a decline in fiscal revenues led the external debt service to revenue ratio to breach the DSA threshold. Based on current policies, the debt-to-GDP ratio is expected to rise to 70 percent of GDP by 2022 (high by frontier market standards), with debt increasingly contracted on non-concessional terms. The recognition of government arrears to construction companies from cancelled public investment projects is expected to add about 2 percent of GDP to the debt ratio in 2018.
12. Staff’s baseline scenario projects improvement, as the authorities are poised to make changes in tax administration and policy. The authorities intend to better administer the profit and lump sum taxes (with an increase in the limit for SMEs), and to channel payment of taxes through the banking system to reduce leakages and broaden the tax base (Box 2). In addition, the authorities plan to increase the excise tax on fuels and implement a specific tax on alcohol. Some of these improvements will be counteracted by declines in VAT revenue from a better administration of the refund. On the expenditure side, the authorities plan to keep the wage bill fixed in nominal terms in 2018. Under this scenario, the deficit would fall to around 4 percent of GDP in 2018–19, but rise to around 5 percent of GDP in the medium-term as mining revenues decline and excise tax revenue moderates due to the ASEAN tariff reduction schedule.
Box 2. Fintech Comes Through the Budget
Owners of private motor vehicles in Laos must pay an annual road tax that goes into general government revenue. The Tax Department estimates there are about 1.8 million taxable vehicles in the Lao P.D.R. In the past 5 years, the average annual collection of road tax was around Kip 10 billion.
To improve compliance, the government partnered with the largest commercial bank—state-owned BCEL—to roll out an App in November 2017 to greatly simplify road tax payments. The App facilitates payments, but also displays realtime information on road tax collection and the number of vehicles that have paid by province. This will allow the government to build a province-level data base to check registered vehicles that have not paid the road tax. Between November 2017 and end-January 2018, road tax collections reached around Kip 36 billion (almost four times the previous annual figure), and are expected to reach Kip 60 billion by April 2018, the deadline for paying the 2017 road tax. The road tax App exemplifies the government’s effort to modernize tax administration and bring tax payments into the banking system to reduce revenue leakage.
Source: Lao P.D.R. Authorities.
13. To reduce debt vulnerabilities and maintain a pattern of expenditure that will support graduation from LDC status, further reforms are needed. With these reforms, the authorities should be able to reduce the fiscal deficit in line with the adjustment scenario (Box 1):
Establish a public debt anchor. Given the deterioration in the deficit and high debt in 2017, the authorities should anchor fiscal policy on reaching an overall public debt ratio (external and domestic public and publicly guaranteed) of 50 percent of GDP by 2022, a level consistent with low risk of debt distress under the current DSA.4 This will require maintaining an average overall deficit of 2.6 percent of GDP during 2018–2022.
Short term revenue policies. Continued robust growth will present a good environment to begin implementing tax reforms, in line with technical assistance advice. Text Table 1 presents some suggestions for short-term tax reform that could result in significant additional revenue. The authorities have already signaled they could implement some of these measures (particularly excise taxes on alcohol).5
Short-term expenditure policies. The authorities indicated they would maintain the public wage bill fixed in nominal terms in 2018 by not adjusting the wage index and allowing the civil service head count to decline through attrition. Going forward, keeping the rise in the index at the rate of inflation will help the government reach its target of limiting wage expenditures to 40 percent of revenue (45 percent of revenue in 2017), an adjustment of about 0.5 percent of GDP in current expenditure per year on average over the medium-term.6
Reform tax exemptions. The authorities have made an effort to better administer tax exemptions, particularly for the import of petroleum products. However, to better understand the revenue loss from exemptions and evaluate their costs and benefits the government should implement a tax expenditure review. Tax holidays should be discontinued, and incentives limited to investment, while customs incentives should be limited to firms in special economic zones that can be effectively monitored.
Medium-term Revenue Strategy (MTRS). Further revenue gains will be needed to increase space for priority spending in health, education and infrastructure while achieving a gradual fiscal consolidation. The government has expressed interest in developing a medium-term revenue strategy (MTRS) in 2018 with the help of IMF technical assistance, which would lay out an agenda and quantify the benefits of tax administration and tax policy reforms. An MTRS would allow greater coordination of efforts already under way and a consistent plan for how to continue the reform between 2018 and 2022.
Public Expenditure Reform. Over the past decade overall public spending has increased more rapidly in Lao P.D.R. compared to regional peers, yet spending on social assistance is lower, and the public-sector wage bill is among the highest (Figure 4 and 5). Health and education outcomes are also below regional averages. There is a need to reorient spending towards improvements in health and education. At the same time, public investment has been volatile as the government has attempted to deal with poor coordination between central and local authorities and governance issues in part by closing investment projects and settling arrears. To improve the efficiency and transparency of public expenditure the authorities could pursue a Public Investment Management Assessment (PIMA) to benchmark Lao P.D.R. against its peers, bearing in mind that Lao P.D.R. is ranked low (123) on Transparency International’s corruption perception index.
Figure 1. Lao P.D.R.: Growth Remains Robust and Inflation is Contained
Sources: National Authorities; CEIC; and IMF staff calculations.
Figure 2. Lao P.D.R.: External Sector Vulnerabilities High but Being Ameliorated
Sources: National authorities; IMF FAD Expenditure Assessment Tool (EAT); World Economic Outlook; and IMF staff estimates.
Figure 4. Lao P.D.R.: Fiscal Policy Needs Re-Orienting to Become More Pro-Growth
Sources: IMF FAD Expenditure Assessment Tool (EAT); and IMF staff estimates.
Figure 5. Lao P.D.R.: Fiscal Policy Should Be Used to Distribute the Gains of Growth
Sources: National authorities; IMF FAD Expenditure Assessment Tool (EAT); World Economic Outlook; and IMF staff estimates.
Short-Term Tax Reform Priorities
Lao P.D.R.: Tax Code Needs to Be Simplified and Exemptions Reduced
Source: Authorities’ data and IMF Staff Estimates.
Lao PDR: General Government Spending 1/
(In percent of GDP)
Source: IMF FAD Expenditure Assessment Tool (EAT), World Economic Outlook.
1/ Dashlines are the average of ASEAN.
14. Although they have no official debt target, the authorities agreed that a debt ratio of 50 percent of GDP was a safe level, and that further reforms were needed to reduce the deficit and bring down the public debt ratio. However, they emphasized the pace of consolidation was likely to be slower than staff recommended and reaching a public debt ratio of 55 percent of GDP by 2022 was more realistic. Tax policy and administration reforms were likely to require significant improvements in data gathering and revisions to tax laws in 2018–19, and the fruits of these efforts were not likely to be seen earlier than 2019–20. The authorities agreed with the goal of better targeting investment and social spending, and had already moved to better control public investments projects. The high level of debt was recognized as a concern and the government plans to institute reforms under the new Public Debt Management Law and the new Public Procurement Law to put a limit on annual borrowing and restrict new debt to (expected in 2018) concessional terms, as well as establishing an official medium-term target.
15. Monetary and exchange rate developments. As of the third quarter of 2017, banking system excess reserves remained high at 7 percent of GDP, reflecting bank preferences for precautionary balances in the absence of a functioning interbank market. Dollarization has been persistent, and since the introduction of a cap on interest rates for kip-denominated loans in 2015, foreign currency credit growth has outstripped kip lending growth, increasing the risk of re-dollarization and growing balance sheet mismatches.7 The increase in dollar lending in recent years has mirrored a decline in commercial bank NFA, suggesting that credit is being increasingly financed by external non-core sources, mainly regional banks and particularly from China. The Bank of Lao P.D.R. (BOL) has allowed the kip to depreciate gradually by about 2 percent during 2017.
16. Policy recommendations. While maintaining a managed and gradually depreciating exchange rate in the near term, the authorities should work to reform the monetary policy regime, to allow the introduction of more exchange rate flexibility in the medium-term and support de-dollarization.
17. Short-term priorities include:
Exchange rate policy and reserves. Continue to use the flexibility in the current regime (plus or minus 5 percent per year) to allow the currency to depreciate gradually when necessary, and tighten fiscal and monetary policies to support a buildup of reserves to at least 4 months of import cover (excluding the adjustment for FDI related imports). Given the existence of currency mismatches on corporate, bank and public sector balance sheets it is not advisable to implement a more aggressive exchange rate adjustment in the near term.
Developing market infrastructure. The implementation of a new Law on the Payment System is welcome and will help clarify the legal framework for payments and facilitate development of local markets. In addition, to develop the local debt market, a first step is to issue government securities on a regular basis with an advance auction to develop a benchmark yield curve. Developing the Lao Securities Exchange platform to enable electronic trading of dematerialized securities will also help develop market liquidity.
Removing interest rate caps. The interest rate cap on kip deposits and lending is a market distorting measure that encourages dollarization and discourages lending to SMEs. Removing the cap on kip interest rates will allow banks to set interest rates to adequately price the additional risk of lending to SMEs, and will also allow banks to offer higher interest rates on deposits to attract kip liquidity, which is scarce for some banks.
18. In the medium-term it will be important to continue to develop the monetary policy framework to allow greater exchange rate flexibility. In line with past advice, the Bank of Lao P.D.R. (BOL) should work toward establishing an alternative nominal anchor for monetary policy, to allow for a more flexible exchange rate over the medium-term, help promote economic diversification and growth, and insulate the economy from external shocks.
19. The authorities agreed on the need to increase the level of gross international reserves while noting challenges due to a scarcity of foreign exchange in the economy, partly related to the fact that large FDI projects in hydropower and mining were allowed to keep their foreign exchange earnings outside the country. The authorities also agreed that greater exchange rate flexibility was desirable in the medium-term and noted they were working to develop market infrastructure, particularly the legal framework (with new laws governing the Central Bank and Commercial Banks and the Payments System expected to be passed by the National Assembly in 2018) and payments system infrastructure. This should help bring transactions into the banking system, increasing transparency and encouraging the use of local currency. The authorities explained that the interest rate cap was imposed in response to a perceived lack of competition in the banking system, and they planned to wait until the interbank market was more developed to remove them.
20. Asset quality issues, thin capital buffers, and weak profitability continue to weigh on parts of the banking system. While the system-wide capital adequacy ratio appears to be above the Basel I minimum of 8 percent, capital in some state-owned and joint-venture banks is likely below the minimum. Weak application of accounting standards mean the level of NPLs is likely understated, and the small increase in credit costs since 2013 suggests that banks have under-provisioned for potential losses.
21. The authorities have been working on improvements in regulation and supervision, bank restructuring, and the AML/CFT framework. Progress has been made in developing risk based supervision procedures and manuals, and to transition toward the Basel II framework, which will require further capital buffers. The authorities are currently working on restructuring two state-owned banks (about 10 percent of system assets) and have partially recapitalized the largest state-owned bank (BCEL – 28 percent of system assets). Lao P.D.R. also recently graduated from the Financial Action Task Force (FATF) grey list, and is implementing a new AML/CFT law to better align to the revised FATF standards.
22. The authorities plan to help commercial banks by assuming debts related to public infrastructure projects. The Ministry of Finance plans to allow banks to exchange up to 3,200 billion kip (2.1 percent of 2018 GDP) of loans for 10-year government bonds. The total of these loans, which are recognized to be related to legitimate contracts, amount to about 5 percent of the loan book to the private sector. The bonds will carry a 5 percent coupon, and the amortization of the bonds, in equal annual installments over 10 years, will be financed from the capital expenditure budget. Given that these projects were viewed as implicitly guaranteed by government, and that most lending was undertaken by public banks, it is reasonable for the government to seek to recognize these arrears, although they will add to the public domestic debt. The removal of these loans should help strengthen bank balance sheets.
23. To continue the process of financial deepening, strengthen resilience to foreign and domestic risks and reduce dollarization (Appendix III), staff recommends the following reforms:
Reduce foreign currency lending risks. In addition to limits in place on banks’ net open positions, additional measures to reduce potential currency mismatches, increase local currency use, and bolster financial sector resilience include:
▹ Tightening macroprudential policy by raising foreign exchange reserve requirements, which will also act as a liquidity buffer that can be used in the event of a sudden tightening in liquidity;
▹ Increasing capital buffers and provisioning and higher liquidity requirements for high foreign exchange credit exposures;
▹ Requiring all government transactions to be based in kip, and introducing market-based policies to improve local currency attractiveness, such as ensuring convenient payment methods;
▹ Gradually introducing greater two-way flexibility in the exchange rate to strengthen incentives to avoid currency mismatch risks.
Strengthen financial sector buffers. NPLs should be identified through due diligence with the help of independent audits as needed, and provisions increased where necessary. Forbearance on compliance with the mandatory minimum CAR of 8 percent should be eliminated.
Continue improving supervision and credit risk management. The increased use of risk-based supervision is welcome, and the BOL should continue to move towards full implementation. To improve credit risk management the authorities should also focus on supervising related-party lending and large exposures to align with international best practice, and conduct regular validation exercises to ensure accurate reporting as mandated in the 2013 Law on Accounting in line with IFRS.
Develop the crisis management and prompt corrective action framework. To complement the move towards risk-based supervision, a Prompt Corrective Action Framework should be devised alongside a Crisis Management Framework, which should have explicit interagency coordination mechanisms, an emergency liquidity assistance framework with appropriate safeguards, and a communications strategy.
Lao P.D.R.: Sequencing of Policy Recommendations for Exchange Rate Reform
* Measures: Macro-prudential measures
24. The authorities noted that the policy recommendations were in line with plans and actions already in train to improve the resilience of the banking system, particularly through the implementation of risk based supervision, the introduction of Basel II standards, public bank restructuring and the assumption of debts related to cancelled infrastructure projects. In addition, they highlighted the new Commercial Bank Law, expected to be passed by the National Assembly in 2018, contains provisions for crisis management and bank resolution. The authorities planned to develop financial soundness indicators to better track developments in the banking system in 2018, and to conduct a national risk assessment for the AML/CFT framework in 2019 in preparation for an AML/CFT evaluation under the revised FATF standards planned for 2020.
25. Improving the framework for public and private investment. Lao P.D.R. is a land-locked country, and infrastructure needs have been estimated at around 14 percent of GDP. To promote private participation, it will be important to continue development of the legal framework for public private partnerships (PPPs), which will be included in the new Public Debt Management Law. A Public Investment Management Assessment (PIMA) would also be useful to set priorities for public investment reform. Improving the environment for private investment will also be key. In this connection, the government is focused on improving indicators for ease of doing business, and Small Medium Sized Enterprises (SME) development. Reforming and simplifying the tax code and facilitating tax compliance should contribute to improve the business climate.
26. Promoting inclusive growth. Lao P.D.R.’s impressive growth has been accompanied by rising income inequality and persistent gender disparities (Figure 10). The labor force participation rate has been falling for both men and women, which could be explained by the pattern of development, based on capital- and natural resource-intensive investments, that has not produced enough formal employment to keep up with entrants into the labor force. However, female labor force participation has not fallen as fast, and from 2010 female labor force participation was higher than male labor force participation. This is most likely due to:
Migration of men to neighboring countries where there are employment opportunities at much higher wages. The possibilities of mobility for women are much more restricted;
The fact that the majority of the population remains in rural areas where female labor force participation is higher, related to unpaid work on family-run farms;
The predominance of women in low-skilled services (trade and hospitality, for example) that have been an important driver of employment growth recently in Lao P.D.R.
Lao PDR: Social Assistance Spending
(In percent of GDP)
Sources: IMF FAD Expenditure Assessment Tool (EAT), World Economic Outlook, ASPIRE, and IMF Pension Indicators.
Women are thus concentrated in low-skilled and low-productivity employment, a fact which reflects gender disparities in access to education, health and other services. This also leads to a concentration of women workers in the informal sectors. Raising human capital, especially among women and poorer households, and increasing connectivity through infrastructure investments, will thus be critical to promote sustainable and inclusive growth, improve productivity and promote diversification as Lao P.D.R. integrates into the larger ASEAN economy
27. Improving statistics. Weak data impose significant constraints on policymaking in Lao P.D.R., particularly in the external sector, fiscal accounts and banking system. The authorities have expressed an interest in joining the IMF’s Enhanced General Data Dissemination Standard (e-GDDS) and taken up technical assistance in balance of payments compilation, national accounts and fiscal accounting, and improvements are expected.
28. The authorities recognize the importance of improving the environment for private investment, and noted that the 8th National Socio-Economic Development Plan 2016–2020 (NSEDP) focuses on the non-resource private sector (especially SMEs), and improving human capital through education and health to compete more effectively within the gradual integration in the ASEAN Economic Community. They also noted that in 2018 there would be a focus on improving the financial performance of key state owned companies (including Electricite du Laos (EDL) and Lao Airlines) with possible equitization. Inclusive growth was also one of the main goals of the 8th NSEDP, which has explicitly integrated the SDGs (see Box 3) with specific targets set by the National Assembly for spending on health and education in 2018.
Box 3. Welfare and the Sustainable Development Goals
While per capita income has risen rapidly, a consumption equivalent welfare measure has not kept pace. This is due mainly to a focus on investment-led growth, lower life expectancy and the costs of deforestation. The authorities’ focus on integrating the SDGs into development planning augurs well for a correction of these trends going forward.
Lao P.D.R.’s focus on meeting the SDGs illustrates the authorities’ goal of improving economic welfare, social inclusion and environmental sustainability. Lao P.D.R. has integrated the SDGs into its 8th National Social Economic Development Plan (NSEDP for 2016–2020) through a consultative process, including academia, civil society, government agencies, the private sector and development partners. As a result, around 60 percent of the monitoring and evaluation indicators in the 8th NSEDP are explicitly linked to the SDGs, covering most areas of social wellbeing and environmental action. In addition, Laos has designated the removal of unexploded ordinance (UXO) as an additional goal.
Laos will present its voluntary national report (VNR) on progress in implementing the SDGs at the UN high-level political forum (HLPLF) in July 2018. This report will allow Laos to share its experiences, progress and challenges in implementing its SDGs, and will inform the overall review of progress on the Agenda 2030 for Sustainable Development.
A key challenge for Laos’s implementation of the SDGs is the quality of data to monitor progress. While data for basic economic analysis are adequate, many detailed indicators needed to monitor the full range of the SDGs are either of poor quality or do not exist. Data quality issues are compounded at the provincial level.
Table 1. Indicators of Welfare, 2014
1/ Sample of 150 countries.
2/ Consumption equivalent welfare calculations; Bannister and Mourmouras (2017).
As is well-known, the dimensions of well-being codified in the SDGs go well beyond GDP and are difficult to quantify with traditional economic statistics. For example, although Lao P.D.R. has enjoyed growth in real GDP per capita of over 5 percent per year in the last 20 years, inequality has risen and growth has been associated with the depletion of natural resources.
To quantify these trade-offs, staff use an index of consumption equivalent welfare.1 This index aggregates indicators linked to the SDGs in an economically consistent way by measuring their impact on consumption-equivalent welfare. The components of the index (life expectancy, real consumption, hours worked/leisure, inequality and green-house gas equivalent (GHG) emissions) encompass the core SDGs.
The index calculations reveal how the pattern of growth in Laos has had implications for welfare (Table 1). While per capita income in Laos has grown rapidly to reach 11 percent of the U.S. level in 2014, consumption equivalent welfare was only 2.5 percent of the U.S. level, as a result of lower life expectancy, lower consumption and leisure, and higher inequality and GHG emissions. Consumption in particular is not only low in proportion to US income (8 percent), but also in proportion to Laos’ own level of income (at 73 percent), a feature that Laos’ shares with some other ASEAN economies and China, reflecting a focus on capital intensive investment-led growth which limits the distribution of benefits. GHG equivalent emissions are also high in Laos relative to other countries, reflecting the cost of deforestation. The components of the index enter into the calculation in a multiplicative manner (Chart 1). Consumption and GHG emissions are the two elements that are most binding in the welfare calculation, followed by life expectancy.2
Table 1. Lao P.D.R.: Selected Economic and Financial Indicators, 2013–18
Sources: Data provided by the Lao P.D.R. authorities; and IMF staff estimates and projections.
1/ Includes off-budget investment expenditures.
2/ Net lending/borrowing excluding mining revenue.
3/ Includes Bank of Lao P.D.R. lending to state-owned enterprises and subnational levels of government.
Lao PDR: Components of the Welfare Index
The welfare calculation illustrates how structural reforms are necessary to secure more sustainable and inclusive growth in line with the SDGs. Reforms to promote diversification of the productive base and facilitate private economic activity will create opportunities for more productive employment and reduce rural/urban and gender inequality. These include infrastructure investments, reform to the business environment to promote SMEs, training and education, and investments in health, especially for children and women. In addition, the ongoing efforts of the authorities to more tightly regulate illegal logging and mining activities will help secure environmental sustainability.
1/ Charles I. Jones and Peter J. Klenow, “Beyond GDP? Welfare across Countries and Time” American Economic Review 2016, 106 (9) 2426–2457, and Geoffrey J. Bannister and Alexandros Mourmouras, “Welfare vs. Income Convergence and Environmental Externalities” (IMF working paper WP/17/271).
2/ A level of 1 represents the maximum attainable for each components and for the index.
29. Lao P.D.R. has charted a plan for reform to address its vulnerabilities and development challenges. Growth has slowed slightly, in part because the government has begun to address issues of illegal logging and rationalize public investment, but is expected to remain robust in the medium-term. Inflation remains low, anchored by the tightly managed exchange rate, even though there has been a moderate depreciation over the last 12 months. The government recognizes the high level of public debt as a key concern, and is moving to implement revenue and expenditure reforms. It has also moved to reduce vulnerabilities in the banking system through better regulation and supervision and recapitalization/restructuring of public banks. It has integrated the Sustainable Development Goals into its 8th five-year plan (2016–2020) to promote more inclusive and environmentally friendly growth.
30. A transition to more sustainable and inclusive growth will require further reforms to address risks. Under staff’s baseline scenario the economy continues to be subject to fiscal risks and potential debt distress, and a deterioration of the external environment could lead to tighter financial conditions, a slowdown in external financing, and lower growth that could put further pressure on debt sustainability. In addition, macro-financial feedback loops between lower growth, external shocks, the exchange rate, fiscal revenues and bank and corporate balance sheets, could exacerbate the impact on growth, financial conditions, public debt and poverty.
31. To remove the risk of debt distress, debt should be anchored on a ratio of 50 percent of GDP and a gradual fiscal consolidation resumed. Short-term revenue and expenditure policies and a reform of exemptions could begin to contain the fiscal deficit while a medium-term revenue strategy is designed, oriented at bringing the fiscal deficit down to an average of 2.6 percent of GDP over the next 5 years. At the same time, changing the mix of public expenditures towards investment and social spending would help improve health and education outcomes. A PIMA could help establish priorities for public investment reforms. Staff welcomes authorities’ efforts to settle past investment arrears, better manage public investment projects and debt under the new Public Debt Management Law and initiatives to reduce leakages and better administer the tax regime.
32. The external position is vulnerable, underscoring the need for fiscal consolidation and allowing greater exchange rate flexibility over the medium-term. In the near term, using the flexibility afforded under the 5-percent band will help regain competitiveness and accumulate reserves, and removing interest rate caps will improve the allocation of credit. Ongoing efforts to develop the payments system are welcome, but further reforms are needed to improve the functioning of the interbank and local debt markets. These are important steps in the process of moving towards an alternative anchor for inflation which, together with efforts to address currency mismatches in corporate and bank balance sheets, should allow greater exchange rate flexibility in the future.
33. Progress has been made in strengthening banking regulation and supervision, and reform of public banks, but vulnerabilities remain. The removal of doubtful loans related to cancelled infrastructure projects that amount to five percent of the loan book should help significantly strengthen bank balance sheets. However, further efforts are needed to reduce foreign currency lending risks, identify NPLs and strengthen capital buffers. Staff welcomes the new Central Bank Law and Commercial Bank Law that will put in place crisis management and prompt corrective action frameworks, and progress in developing the AML/CFT framework.
34. The gap between income per capita and welfare indicators illustrates the need to pursue policies for more inclusive and sustainable growth (Box 3). Promoting economic diversification and investing in human capital are key. Developing public infrastructure and putting in place better conditions for private investment will contribute to these ends. In addition, improving public education and health services, particularly for women and children, will help support growth while reducing regional and gender inequality. Finally, improving statistics will be important to support economic policy and attaining the SDGs. Staff welcomes the authorities interest in joining the e-GDDS.
35. It is recommended that the next Article IV consultation take place on the standard 12-month cycle.
Table 2. Lao P.D.R.: Balance of Payments, 2014–22
Sources: Data provided by the Lao P.D.R. authorities; and IMF staff estimates and projections.
1/ Includes repayment of private debt. FDI in the balance of payments includes both equity and debt, whereas only the nondebt portion is included in the debt sustainability analysis.
2/ Pertains to large mining and hydropower (resource) projects.
3/ Includes errors and omissions.
Table 3. Lao P.D.R.: General Government Operations, 2014–2022
Sources: Data provided by the Lao P.D.R. authorities; and IMF staff estimates and projections.
1/ Resource revenue comprises royalties, taxes, and dividends from the mining and hydropower sectors.
2/ Net lending/borrowing minus mining revenues.
3/ Data was revised to bring on budget grant-financed capital expenditure.
Table 4. Lao P.D.R.: Monetary Survey, 2015–18
Sources: Data provided by the Lao P.D.R. authorities; and IMF staff estimates.
1/ Defined as foreign assets of the Bank of the Lao P.D.R.
Table 5. Lao P.D.R.: Medium-Term Macroeconomic Framework, 2013–22
Sources: Data provided by the Lao P.D.R. authorities; and IMF staff estimates and projections.
1/ Includes off-budget investment expenditures.
2/ Net lending/borrowing minus mining revenue.
Lao PDR’s external position is assessed to be substantially weaker than implied by fundamentals and desirable policies, although several factors are mitigating risks. The vulnerable external position needs strengthening and building-up of buffers. The EBA-lite methodology estimates the real effective exchange rate to be overvalued by 44 to 49 percent at end-2016, and reserves are inadequate for precautionary needs.
1. High external debt raises vulnerability concerns. Lao PDR’s Net Foreign Asset position is estimated to be mostly composed of FDI liabilities which do not pose a major concern for external sustainability, and public and publicly guaranteed external debt. PPG external debt remains high at around 47 percent of GDP at end-2016, of which more than half is in U.S. dollars. It is estimated to have increased to 49 percent at end-2017. With this high level of foreign-currency denominated debt, and a small cushion of international reserves, the economy remains vulnerable to abrupt exchange rate depreciation.
External Balance Assessment (Lite)
Source: IMF staff estimates.
2. The current account deficit is weaker than implied by fundamentals and desirable policies. In 2016, Lao PDR’s current account deficit was estimated at 12 percent of GDP, a considerable improvement of 6 percentage points over 2015. This can mostly be explained by an increase in electricity exports, as well as a fall in import values on the back of lower commodity prices. Some of this improvement was reversed in 2017, with the current account deficit estimated at 13 percent of GDP. For end-2016, the current account approach under the EBA-lite methodology estimates a cyclically-adjusted current account deficit norm of -1.3 percent of GDP, implying a gap of -10.7 percent. The resulting current account gap translates into a REER overvaluation of 44 percent.
Nominal exchange rate developments
(Kip/Baht: LHS; Kip/Renminbi: RHS)
Sources: Haver; IMF staff calculations
3. The EBA-lite methodology estimates the real effective exchange rate to be strongly overvalued. The REER on average appreciated by 4 percent between 2015 and 2016. For end-2016, the IREER model under the EBA-lite methodology estimates an overvaluation of 49 percent compared to the underlying fundamentals and desirable policies. Given that the kip is pegged to the U.S. dollar, which strengthened considerably in 2016, and positive but narrowing inflation differentials with respect to its main trading partners (Thailand and China), the appreciation is mostly related to a nominal appreciation of the kip to the baht and renminbi. This nominal appreciation trend has reversed in 2017.
4. Trends in the balance of payments are consistent with an overvaluation of the kip. A significant proportion of Lao’s balance of payments is inelastic to price and exchange rate movements, particularly imports related to FDI projects, electricity exports under fixed price and quantity contracts, and natural resource exports (metals) priced in dollars. Nevertheless, as the overall current account deficit fell by 6 percentage points of GDP from 2015 to 2016, the non-resource current account deficit (which remains high at 8½ percent of GDP in 2016), only fell by three percentage points, mainly reflecting a slowdown in tourism. For 2017, it is estimated that the non-resource current account deficit fell half a percentage point.
5. Reserves continue to be inadequate for precautionary needs. Reserve coverage metrics are significantly lower than the level desirable for countries with a fixed exchange rate regime and highly dollarized financial sector, according to the Fund’s reserve adequacy metric. As of December 2016, reserves were equivalent to about 1 month of prospective imports of goods and services, 10 percent of broad money, 21 percent of foreign currency deposits and 5 percent of GDP. These reserve coverage levels are significantly below the recommended level of at least three months of prospective imports or up to 20 percent of broad money, respectively, and have further deteriorated compared to 2015. For 2017, reserve coverage levels are expected to remain broadly in line with their 2016 values. The authorities have an alternate accounting which excludes imports related to FDI and improves import cover to around 4 months.
Reserve Adequacy, 2016
Sources: IMF staff calculations
6. Staff’s overall assessment is that the external position is vulnerable to shocks and requires strengthening. Though several factors, such as the high FDI-cover of imports or recent depreciation of the U.S. dollar mitigate risks, build-up of buffers are needed to address vulnerabilities. Fiscal consolidation and a gradual depreciation of the exchange rate within the current regime would help reverse the trend appreciation and increase international reserves.
The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most likely to materialize in the view of IMF staff). The relative likelihood is the staff’s subjective assessment of the risks surrounding the baseline (“low” is meant to indicate a probability below 10 percent, “medium” a probability between 10 and 30 percent, and “high” a probability between 30 and 50 percent). The RAM reflects staff views on the source of risks and overall level of concern as of the time of discussions with the authorities. Non-mutually exclusive risks may interact and materialize jointly. “Short term (ST)” and “medium term (MT)” are meant to indicate that the risk could materialize within 1 year and 3 years, respectively.
1. Dollarization, the domestic use of foreign currencies, has been relatively prevalent in Lao PDR, both in currency and assets. Relatively low levels of domestic currency in circulation suggest high levels of currency substitution, the use of foreign currency as a means of payment and unit of account. Similarly, financial dollarization, which involves banks taking deposits and lending in more than only the local currency, has remained high.
2. Financial dollarization in Lao PDR has been on a declining trend, but has remained at around 50 percent of both deposits and credit over recent years (Figure 1). Compared to other countries in the region, this is a much higher ratio than Vietnam which has managed to successfully de-dollarize to around 10 percent deposit and 8 percent credit dollarization. Financial dollarization in Cambodia, on the other hand, remains high at over 90 percent. Yet in all three countries, foreign currency deposits have been rising. A fall in the deposit dollarization ratio is therefore mostly related to faster growth of local currency deposits and local currency in circulation than that of foreign currency deposits, possibly due to financial deepening.
3. Some de-dollarization is desirable for Lao PDR. While there are benefits to dollarization, such as support of financial development, or facilitation of foreign investment via lower transaction costs and exchange rate risk, adverse effects on macroeconomic policies and financial stability make lower dollarization levels desirable. In Lao PDR, the corporate and banking sectors have been exposed to large risks through currency mismatches, and balance sheet vulnerabilities to foreign exchange risks can make exchange rate flexibility costly. The limited ability of the BOL to provide funding in foreign currency could increase the likelihood of a liquidity crisis.
4. Analytical work on the drivers of financial de-dollarization for Lao PDR and Vietnam shows the importance of macroeconomic stabilization policies and adequate financial policies. Vietnam has successfully de-dollarized on the back of credible macroeconomic policies, prudential measures, a well-functioning foreign exchange market, and domestic financial market development. The empirical results for both countries suggest that well anchored inflation, and exchange rate policy that allows for more volatility and low parallel market premia support de-dollarization; as dollarization is very persistent, further measures such as domestic financial market development and prudential regulation encourage the shift to local currency-denominated products.
Multi-Year Strategic Surveillance and TA Matrix: Lao PDR
Key: X, new topic; F, follow up on previous year
1. The Lao Statistics Bureau (LBS) released rebased GDP numbers for 2012 – 2016, which are based on industry sector weights from 2012, and show nominal GDP to be around 14 percent larger in nominal terms than previously estimated. By incorporating real estate and education sectors, the rebasing has increased the share of service sector activity in total GDP from 43 to 48 percent. The share of agriculture has declined from 25 to 20 percent. The revised series shows that real GDP growth was 0.2 percent lower in 2014 and 2015 compared to the old GDP based series, but 0.1 higher in 2016.
Sectoral shared under 2002 base
(In percent, FY2016)
Sectoral shared under 2012 base
(In percent, FY2016)
Level of GDP under rebasing
(In U.S million dollars)
Real GDP growth under new and old base
(In percent, y/y change)
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Lao P.D.R. faces a high risk of debt distress, based on an assessment of public external debt.2 The assessment of high risk is reinforced by vulnerabilities related to the existence of currency mismatches and private external debt. Public external debt distress indicators are less elevated than in the 2016 DSA due to the rebasing of GDP, but the debt service-to-revenue ratio breaches its respective threshold in 2019, and remains well above this mark for the full projection period. In addition, several threshold breaches under stress tests reinforce the importance of building buffers for adverse shocks. The present value (PV) of the total public debt-to-GDP ratio also breaches its benchmark. Given the high share of foreign-currency-denominated debt, a large and sudden exchange rate depreciation could raise the level of several indicators significantly, including private external debt, placing debt dynamics on an unsustainable path. Though revenues from large resource projects and U.S. dollar returns of the exporting sectors are expected to mitigate risks over the long term, external borrowing should remain on concessional terms to reduce the debt service burden. There remains an urgent need to recalibrate fiscal policy to rebuild fiscal buffers, adopt clear guidelines for the issuance of sovereign debt and guarantees to help contain debt related risks, and improve debt management, including by developing a comprehensive medium-term debt management strategy and regularly performing a debt sustainability analysis to inform borrowing decisions.
1. The 2016 Debt Sustainability Analysis (DSA) classified Lao P.D.R.’s risk of debt distress as high, worsening from the 2014 DSA which assessed risk as moderate, but on the borderline of high risk.
Lao P.D.R.: External Public Debt Indicators
Sources: Lao P.D.R. authorities; and IMF and World Bank estimates.
2. This DSA keeps the risk of debt distress at high. The indicative debt distress thresholds remain unchanged from the 2016 DSA, since the classification of Lao P.D.R.’s policy performance, according to the Country Policy and Institutional Assessment (CPIA) index, remains moderate. Under the baseline scenario of the current DSA, one of the external and public debt distress indicators, the debt service-to-revenue ratio, breaches the policy-dependent indicative threshold in a substantial and prolonged fashion. All other indicators remain below their respective thresholds under the baseline, an improvement compared to the last DSA, mainly due to a rebasing of GDP in 2017. Overall, the net present value (PV) of external debt follows a downward trend. Under the alternative scenarios, some indicators breach the thresholds for some periods, and the strongest breaches occurred under a one-time depreciation shock.
Lao P.D.R. Debt-to-DP Ratio under Rebased GDP
Sources: Lao P.D.R. authorities; and IMF and World Bank staff estimates.
3. Lao P.D.R.’s external public and publicly guaranteed (PPG) debt has risen for the past few years. The nominal stock of PPG external debt increased from US$6.5 billion at end-2015 to about US$7.4 billion at end-2016, due mainly to higher borrowing from Thailand and China and sovereign bond issuance in the Thai market. The rise in debt was in part driven by heavy investment in power generation projects, part of the strategy to use the country’s abundant hydropower resources to export energy to the rapidly growing neighborhood.3 In addition, the government has continued issuing bonds on the Thai market to support the budget. The PPG external debt ratio increased from 45.4 percent of GDP at end-2015 to 46.6 percent of GDP at end-2016. The corresponding net present value (PV) of PPG external debt stands at 33.1 percent at-end 2016, well below the 40 percent indicative threshold.
Lao P.D.R.: Stock of External PPG Debt at End-2016
Sources: Lao P.D.R. authorities; and IMF and World Bank staff estimates.
1/ Commercial debt includes Thai bond issuance.
Box 1. Section of the Kunming – Singapore Railway Line
The project involves the construction of a 420-kilometer single track electrified rail line from Vientiane to the northern border with China. Around 60 percent of the railway line will go through tunnels or on bridges. The railway line is a section of the proposed Kunming – Singapore Trans Asian Railway corridor. Construction activities started in 2017 and are expected to be completed in 2021.
The Lao P.D.R. section project cost has been estimated at US$6.7 billion, of which 30 percent will be provided by a joint venture company formed between Lao P.D.R. and China. Lao P.D.R. will contribute 30 percent of the capital of this company (or around US$700 million) in annual installments over the medium term. Of this, US$480 million is borrowed from China while the remaining funds will be provided by the Budget. The Lao P.D.R. Ministry of Finance has noted that no sovereign guarantee will be provided. Per the 2012 Feasibility Study, the IRR is 4.56 percent and the repayment period of investment is 23 years.
4. Bilateral creditors have been a greater source of loans than multilateral creditors in 2016, and this trend is expected to continue over the projection period. Bilateral creditors—mainly China, Thailand, Japan, and Korea—accounted for 63.7 percent of total external PPG debt at end-2016. Multilateral creditors consist mainly of the Asian Development Bank (ADB—11.1 percent of total external PPG debt), and the International Development Association (IDA—7.6 percent of total external PPG debt). Sovereign bonds have also been issued in the Thai capital market starting in May 2013. In 2016, bonds equaling around US$334 million were issued, and US$426 million in 2017. The outstanding sovereign bond debt at end-2016 was US$1,114 million, 15.1 percent of total external PPG debt. The issuance of bonds with different maturities indicates the authorities’ goal to establish a yield curve. Most recently, the authorities could push the curve to 15 years. A credit rating agency based in Thailand (TRIS Rating Co., Ltd) provided an investment grade rating of BBB+ for the Lao government bonds in the Thai market. This rating is based on strong growth, Lao’s abundance of natural resources, rising government revenue from hydropower, and the government’s commitment to modernize the economy and alleviate poverty.
5. About 57 percent of total external PPG outstanding debt is contracted in U.S. dollars. The rest consists of SDR (17 percent), yuan (12 percent), baht (8 percent), euro, yen (each 2 percent) and others. The currency composition of the portfolio has changed slightly between end-2015 and end-2016, mostly due to possible issues in the recording of the original currency and eventual shifts in the currency of exposure.
6. The high, though declining, concessionality of official borrowing helps to reduce the external debt service burden. The PPG external debt service-to-exports ratio is expected to remain below the policy-dependent indicative threshold throughout the projection period in the baseline scenario. However, the PPG external debt service-to-revenue ratio is expected to exceed the threshold for most of the projection period, due to relatively weak tax revenues. Furthermore, given a high share of U.S. dollars in the currency composition of outstanding external debt and declining concessionality of new borrowing under the current DSA assumptions, these debt service ratios are sensitive to large sudden currency depreciation shocks.
7. Even though the PV of external debt-to-GDP ratio remains below its indicative threshold, the high debt service-to-revenue ratio and vulnerability to stress tests underscore the need to strengthen debt management capacity, including drawing up a comprehensive medium-term debt management strategy. When contracting new debt, debt sustainability considerations should be taken into account, particularly because the country is expected to shift gradually from concessional to more market-based terms. Additional near-term external borrowing, for example to finance large projects, could move the debt burden indicators again closer or over indicative thresholds, potentially undermining debt sustainability. A mitigating factor for Lao P.D.R.’s external debt burden lies in the prospective returns on the hydropower projects that have been financed in part by external PPG debt. The long-term power purchase agreements for these projects and the resulting government revenues in the form of royalties, dividends, and profit tax payments should help to reduce the risk of debt distress in the long run.
Currency Composition of External PPG Debt
(Percent of total)
Sources: Lao P.D.R. authorities; and IMF and World
8. Recorded domestic PPG debt fell from 14.1 percent of GDP at end-2015 to about 11.9 percent of GDP at end-2016 on the back of higher GDP due to rebasing. Domestic debt consists of bond/T-bill holdings and the legacy debt of Bank of Lao P.D.R.’s direct lending to local government’s off-budget infrastructure projects in the past. The resolution of domestic payment arrears related to public infrastructure projects is underway and is expected to add around 2 percent of GDP to domestic debt in 2018. Given higher costs of domestic borrowing, the share of domestic PPG debt remains relatively small. Going forward, as domestic financial markets deepen, the share of domestic public debt is likely to increase. Total domestic and external PPG debt stood at 58.5 percent of GDP at end-2016, compared to 57.7 percent at end-2015.
9. The medium-term macroeconomic assumptions underlying the DSA are summarized in Box 2. The baseline scenario—which is based on current policies and consistent with the macroeconomic framework presented in the staff report—projects annual Sources: Lao P.D.R. authorities; and IMF and World Bank staff estimates. GDP growth to moderate to 6.8 percent in both 2017 and 2018. Average real GDP growth over the projected period (2017–37) is expected to be 6.4 percent, marginally higher than in the 2016 DSA, reflecting robust energy exports and a more favorable external environment, including higher growth in China and a rebound in prices of key exports such as commodities and food. GDP deflator growth (in USD terms) is projected to be about 1.8 percent, slightly lower than in the 2016 DSA, in line with lower global inflation. The non-interest current account deficit is projected to fall to 7.3 percent of GDP due to higher electricity exports and rebased GDP. While, on the fiscal side, the primary deficit is expected to remain at its historical average of 2.8 percent of GDP.
Lao P.D.R. Macroeconomic Assumptions Comparison with previous DSA
(Average over the 20 years projection period)
Box 2. Baseline Scenario—Underlying Assumptions (2017–37)
Real GDP growth is projected to average 6.9 percent during 2017–22. Growth in 2017 at 6.8 percent reflects robust energy exports and a favorable external environment, including higher growth in China and a rebound in commodity prices. Real GDP is expected to moderate to 6.4 percent on average during 2017–37, as production in the resource sector reaches maturity but, partially, will be offset by strong electricity exports. Graduation from Least Developed Country (LDC) status is projected around the early-2020s.
Inflation (measured by GDP deflator in USD terms) is projected to average about 1.8 percent in 2017–37, slightly lower than in the 2016 DSA, in line with lower global inflation.
The balance of payments continues to be driven by developments in the resource sector, which has an important bearing both on the current account and the capital and financial accounts. The non-interest current account deficit is estimated to have narrowed to about 10.4 percent of GDP in 2017 from 18.1 percent during 2014, but is expected to widen over the medium term, as the railway project is implemented, before it declines to 7.3 percent of GDP on average in the longer term, as the resource balance improves due to the coming on-line of large-scale power projects. FDI inflows are assumed to be robust, driven by growing investment inflows into both resource and non-resource sectors.
External financing is assumed to remain largely on concessional terms in the near term. In the longer-run, however, the degree of concessional financing decreases with economic development, while the new disbursement schedule will shift from multilateral to commercial and bilateral creditors.
Multilateral Creditors: Projected loan disbursements in the medium term are relatively higher than the authorities’ projections. New disbursements from IDA are expected to register US$60–70 million a year. Over the longer term, the share of multilateral loans in total disbursements is expected to decline.
Bilateral and Commercial Creditors: Over the medium and longer terms, project loan disbursements are expected to increase, as creditors provide support to the government’s development agenda. As Lao P.D.R. exits from low income country status, a larger share of external borrowing is expected to come from bilateral and commercial creditors, with a lower degree of concessionality. This DSA incorporates historical and projected sovereign bond issuance in the Thai market and assumes their continuous roll-over and new bond issuances in the medium term.
Fiscal policy is projected to be neutral in the medium-term. The primary deficit is projected to peak at 3.7 percent of GDP in 2016 and is projected to slightly fall to 2.8 percent over the medium term. Over the long-term the average primary deficit is expected to remain at around 2.8 percent, as modest improvements in non-mining revenue collection come on line, while capital expenditure is expected to ease and other expenditure categories are viewed to remain constant as a percent of GDP.
Domestic debt is expected to increase over the long-term as the country relies more on domestic funding. Going forward, as global interest rates are projected to rise and domestic financial markets deepen, a larger share of financing needs is likely to be satisfied by domestic creditors.
10. A higher level of financing is assumed than in the 2016 DSA. To meet the country’s financing needs, a higher level of new borrowing is projected to finance investment that would support the country’s ambition to graduate from LDC status by 2020. External financing is assumed to remain partially on concessional terms, though with declining grant elements, in the near future, save for sovereign bond issuance on the Thai market. Going forward, however, the new disbursement schedule is assumed to rely less on multilateral creditors, and more on bilateral and commercial creditors. Multilateral assistance will slowly shift from concessional financing to credit-based conditions, and the ADB and the World Bank Group are expected to remain the principal suppliers of multilateral credit, with IDA slowly phasing out and being replaced by IBRD loans with less concessional terms. The level of grant financing is projected to decline over the projection period, adding to the higher projected borrowing needs. As the domestic financial market deepens, the private sector is assumed to rely more on domestic sources of financing, lowering the need for foreign borrowing in the long term.
11. Under the baseline scenario, the three solvency indicators remain below their respective policy dependent indicative thresholds. The PV of external debt-to-GDP ratio, PV of external debt-to-exports ratio and the PV of external debt-to-revenue ratio are projected to remain below respective policy dependent indicative thresholds and decline in the medium term (Figure 1). The change from the previous DSA is driven primarily by higher GDP following rebasing.
Figure 1. Lao P.D.R.: Indicators of Public and Publicly Guaranteed External Debt under Alternative Scenarios, 2017–37 1/
Sources: Country authorities; and staff estimates and projections.
1/ The most extreme stress test is the test that yields the highest ratio on or before 2027. In figure b. it corresponds to a One-time depreciation shock; in c. to a Exports shock; in d. to a One-time depreciation shock; in e. to a Exports shock and in figure f. to a One-time depreciation shock
12. The current DSA breaches the policy dependent indicative threshold for the debt service-to-revenue ratio. This breach is prolonged and substantial, providing grounds for the high-risk assessment. The other debt service indicator, the debt service-to-exports ratio, remains well below the policy-dependent indicative threshold during the entire forecast period under the baseline scenario. A mitigating factor for the breach in the debt service to revenue ratio is the expected diversification in the public revenue base in Lao P.D.R. due to returns on the hydropower projects that have been financed in part by the external PPG debt, and the long-term power purchase agreements for these projects in U.S. dollars.
13. Under the historical scenario, in which key variables are set at their 10-year historic average, debt dynamics become unsustainable for almost all debt indicators. The historical scenario for Lao P.D.R. builds in more adverse conditions for the current account deficit, real GDP growth, and growth of exports of goods and services than assumed under the baseline scenario, leading to higher debt accumulation rates and placing debt dynamics on an unsustainable path. As shown in Figure 1, under the historical scenario, all debt indicators except the debt service-to-exports ratio are projected to breach the respective policy dependent indicative thresholds.
14. Moreover, debt dynamics are markedly worse under stress test scenarios, with exchange rate depreciation risk having the largest impact. An abrupt exchange rate depreciation remains the most important risk to sustainability, given a large share of foreign currency debt and a very thin international reserves cushion. As shown in Figure 1, a one-off 30 percent depreciation shock would cause the breach of the indicative threshold of the PV of debt-to-GDP ratio, the PV of debt-to-revenue ratio, and debt service-to-revenue ratio over a prolonged period.
15. The PV of public sector debt in percent of GDP is projected to breach the benchmark for several years and decline over the long run under the baseline scenario. Current public sector debt dynamics show an improved short-term situation compared to the 2016 DSA, but a worsening of long-run developments. The PV of public sector debt was estimated at 45.0 percent of GDP in 2016 and is expected to increase to around 65 percent before falling to around 54 percent in the long-term under the baseline scenario, below the public debt benchmark of 56 percent. Public sector debt is estimated at 58.5 percent at end-2016, compared to 57.7 percent of GDP at end-2015 in the previous DSA, and is expected to rise to 74.6 percent of GDP by 2026 before declining over the long run.
16. The PV of public sector debt remains sensitive to a large, abrupt exchange rate depreciation and the realization of contingent liabilities. Owing to significant reliance on external borrowing, a sudden 30-percent depreciation of the kip against the U.S. dollar would immediately raise the PV of public sector debt-to-GDP in the medium-term, with unfavorable implications for debt sustainability. Also, given the fragile public banks, recapitalization costs for three banks, which are estimated to be at least about US$250 million (1.8 percent of GDP), could add to the debt burden. Finally, while growing electricity exports are expected to mitigate the risks of public debt sustainability, these will only materialize if markets are secured for the rapidly expanding production at above-cost recovery prices.
17. The above threshold levels and susceptibility to shocks under stress test scenarios highlight risks and the importance of fiscal consolidation over the medium term. As shown in Figure 2 for the fixed primary balance scenario, which assumes an unchanged primary balance from 2017 for the entire projection period, the PV of the debt-to-GDP, debt-to-revenue, and debt service-to-GDP ratios would be higher than the baseline over the projection period.
Figure 2. Lao P.D.R.: Indicators of Public Debt Under Alternative Scenarios, 2017–37 1/
Sources: Country authorities; and staff estimates and projections.
1/ The most extreme stress test is the test that yields the highest ratio on or before 2027.
2/ Revenues are defined inclusive of grants.
18. The authorities broadly agree with the overall assessment, recognizing the need to take further measures to reduce the debt burden. The government has taken steps to limit its borrowing and limit the contracting of additional debt to concessional borrowing. The government has taken measures to maintain its fiscal deficit and economize budget expenditure, but sees the need for growth supporting spending measures and increased social sector spending; implementing further measures and new legal rules takes time. A new Procurement Law has been implemented, the new Debt Management Law is being prepared, and the Ministry of Finance is in the process of reorganization to merge the management of all debt (domestic and foreign) in one department.
19. The authorities highlight that a significant part of the external debt is related to large, commercially viable hydroelectric projects and do not foresee difficulties in servicing debt. They project that energy projects will generate high and stable economic returns upon completion and will supply enough foreign exchange to service debt. A relatively long maturity profile of loans, as well as U.S. dollar returns of the exporting sectors, would help mitigate the risks of debt distress.
20. Lao P.D.R.’s risk of external debt distress remains high, suggesting the urgent need to tighten fiscal policy, strengthen public financial management, and develop a comprehensive medium-term debt management strategy. The PV of the debt service-to-revenue ratio breaches the respective policy-dependent indicative thresholds in the external DSA, and the PV of debt-to-GDP ratio exceeds its benchmark in the public DSA. Both external and public debt indicators are susceptible to shocks, particularly a sudden depreciation of the kip/U.S. dollar exchange rate. Currency mismatches on bank balance sheet and the high level of private external debt reinforce these vulnerabilities. The higher debt stock at end-2016 undermines fiscal space for countercyclical needs and potential banking sector or other contingent costs. Given the considerable share of foreign currency denominated debt, a large sudden exchange rate depreciation could significantly raise the level of those indicators, putting debt dynamics on an unsustainable path. To reduce the debt burden, external borrowing should be contracted on concessional terms as much as possible. The authorities should recalibrate fiscal policy to rebuild fiscal buffers through stronger revenue mobilization efforts and expenditure rationalization, adopt clear guidelines for the issuance of sovereign debt and guarantees, and accelerate the strengthening of the debt management functions including developing a comprehensive medium-term debt management strategy and a regular debt sustainability analysis to inform borrowing decisions.
Table 1. Lao P.D.R.: External Debt Sustainability Framework, Baseline Scenario, 2014–37 1/
(Percent of GDP, unless otherwise indicated)
Sources: Country authorities; and staff estimates and projections.
1/ Includes both public and private sector external debt.
2/ Derived as [r – g – ρ(1+g)]/(1+g+ρ+gρ) times previous period debt ratio, with r = nominal interest rate; g = real GDP growth rate, and ρ = growth rate of GDP deflator in U.S. dollar terms.
3/ Includes exceptional financing (i.e., changes in arrears and debt relief); changes in gross foreign assets; and valuation adjustments. For projections also includes contribution from price and exchange rate changes.
4/ Assumes that PV of private sector debt is equivalent to its face value.
5/ Current-year interest payments divided by previous period debt stock.
6/ Historical averages and standard deviations are generally derived over the past 10 years, subject to data availability.
7/ Defined as grants, concessional loans, and debt relief.
8/ Grant-equivalent financing includes grants provided directly to the government and through new borrowing (difference between the face value and the PV of new debt).
Table 2. Lao P.D.R.: Public Sector Debt Sustainability Framework, Baseline Scenario, 2014–37
(Percent of GDP, unless otherwise indicated)
Sources: Country authorities; and staff estimates and projections.
1/ Public sector debt statistics cover the central government gross debt.
2/ Gross financing need is defined as the primary deficit plus debt service plus the stock of short-term debt at the end of the last period.
3/ Revenues excluding grants.
4/ Debt service is defined as the sum of interest and amortization of medium and long-term debt.
5/ Historical averages and standard deviations are generally derived over the past 10 years, subject to data availability.
Table 3. Lao P.D.R.: Sensitivity Analysis for Key Indicators of Public and Publicly Guaranteed External Debt, 2017–37
(Percent)
Sources: Country authorities; and staff estimates and projections.
1/ Variables include real GDP growth, growth of GDP deflator (in U.S. dollar terms), non-interest current account in percent of GDP, and non-debt creating flows.
2/ Assumes that the interest rate on new borrowing is by 2 percentage points higher than in the baseline., while grace and maturity periods are the same as in the baseline.
3/ Exports values are assumed to remain permanently at the lower level, but the current account as a share of GDP is assumed to return to its baseline level after the shock (implicitly assuming an offsetting adjustment in import levels).
4/ Includes official and private transfers and FDI.
5/ Depreciation is defined as percentage decline in dollar/local currency rate, such that it never exceeds 100 percent.
6/ Applies to all stress scenarios except for A2 (less favorable financing) in which the terms on all new financing are as specified in footnote 2.
Table 4. Lao P.D.R.: Sensitivity Analysis for Key Indicators of Public Debt 2017–2037
Sources: Country authorities; and staff estimates and projections.
1/ Assumes that real GDP growth is at baseline minus one standard deviation divided by the square root of the length of the projection period.
2/ Revenues are defined inclusive of grants.
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The de jure arrangement is a managed float. Since September 2016, the kip has followed a depreciating trend against the U.S. dollar. Therefore, the de facto exchange rate arrangement was reclassified to a crawl-like arrangement from a stabilized arrangement, effective September 2, 2016. The authorities’ objective is to limit currency fluctuations vis-à-vis major currencies, including the U.S. dollar and Thai baht, within ±5 percent per annum. The Bank of the Lao P.D.R. (BOL) sets a daily official reference rate, which is calculated as a weighted average of the previous day’s interbank rates. Commercial banks and foreign exchange bureaus are required to maintain their buying and selling rates within ±0.25 percent of the BOL’s previous daily reference rate for the U.S. dollar. For the euro and baht, the buying and selling rates may not exceed a margin of 0.5 percent. For other currencies, a margin of 2 percent applies.
Lao P.D.R. has accepted the obligations under Article VIII, Sections 2(a), 3 and 4 and maintains an exchange system free of restrictions on the making of payments and transfers on current international transactions, except for restrictions imposed solely for security reasons and notified to the Fund under the Decision No. 144-(52/51).
The last Article IV consultation discussions were held in Vientiane during September 19–30, 2016 and were concluded by the Executive Board on January 30, 2017. The staff report (Country Report No. 17/53) was published February 2017.
Over the past five years, Lao P.D.R. has received technical assistance in the areas of: banking supervision and interbank market development; monetary operations; customs administration; tax and natural resource revenue administration; tax policy; public financial management; macroeconomic management; price statistics; external sector statistics; government finance statistics; and the national accounts. A Bangkok-based IMF office, TAOLAM, was set up in September 2012 to facilitate technical assistance to Lao P.D.R. (as well as Cambodia, Myanmar and Vietnam) and has provided technical assistance in macroeconomic analysis and forecasting, monetary operations, government finance statistics, external sector statistics, and public financial management.
Jonathan Dunn assumed the Resident Representative post for Vietnam and Lao P.D.R., based in Hanoi, on October 16, 2015.
The World Bank and the IMF country teams for Lao P.D.R. met on December 4, 2017 to discuss economic issues and outlook and to coordinate the two teams’ work for FY2018. The teams were led by Mr. Evgenij Najdov (Senior Country Economist, Macro and Fiscal Management Global Practice, World Bank), and Mr. Geoffrey Bannister (IMF Mission Chief for Lao P.D.R.).
The teams agreed that although Lao P.D.R. has made progress on macroeconomic stabilization, significant vulnerabilities remain. More efforts could be made to reduce external vulnerabilities and restore fiscal sustainability. Improved tax base, tighter fiscal, a more flexible exchange rate and strengthened banking supervision will be needed to build international reserves and ensure macrofinancial stability. In the longer run, a key challenge is to promote inclusive growth and poverty reduction through more diversification into non-resource sectors, non-electricity sector, and sustainable development of natural resources. Progress has been made in recent years on product and labor market openness and poverty reduction. Further trade integration will improve the business climate, and promote private investment and institutional reform. Upgrading health and education infrastructure and improving outcomes will raise the growth potential and help reduce inequality. IMF-World Bank collaboration remains good with frequent and productive consultations and engagement between the teams.
Table 1. Lao P.D.R.: World Bank Group and Fund Planned Activities in Macro-Critical Structural Reform Areas, November 2017–December 2018
The Asian Development Bank (ADB) country partnership strategy (CPS), 2017–2020 for the Lao People’s Democratic Republic is in line with strategic directions of the government’s eighth National Socio-Economic Development Plan 2016–2020. It will support inclusive and sustainable growth through three strategic priorities: (i) infrastructure and private sector development to support employment and income generation, (ii) enhanced human development, and (iii) sustainable natural resource management and climate resilience. Gender equity and governance are crosscutting themes. The focus will shift from sector selectivity toward more value added strategic interventions that build synergies across operations. The CPS aims to maximize efficiency and sustainability through larger operations implemented over a longer period; maximize synergies with the implementation of Greater Mekong Subregion (GMS) strategic framework 2012–22; and also increase responsiveness to emerging issues in a rapidly changing economy. The biannual allocation for 2017–2018 is $236.6 million grant, including $89.0 million from regional set aside and $9.36 million from Disaster Risk Reduction Fund.
As of end-2017, active loans/grants were worth US$769.972 million, of which US$291.951 million had been disbursed. During 2017, contract awards totaled US$95.971 million and disbursement was US$64.506 million. ADB approved two new loan projects and three new technical assistance (TA) projects for a total of US$45.6 million and US$3.8 million in 2017 respectively, including Northern Rural Infrastructure Development Project (additional financing), Trade Facilitation: Improved Sanitary and Phytosanitary Handling in Greater Mekong Subregion Trade Project (additional financing); TA projects related GMS Northern Cross-Border Power Trade and Distribution, Sustainable Rural Infrastructure and Watershed Management Sector Project and Support Economic Policy for Enhancing Productivity and Employment.
Lao P.D.R.: Asian Development Bank Commitments and Disbursements 2005–2017 1/
(In millions of U.S. dollars)
Source: Data provided by the Asian Development Bank.
1/ Starting from 2006, the commitments and disbursements included both loans and grants.
2/ The commitment and disbursements were estmiated for 2017.
(As of January 17, 2018)
Lao P.D.R.—Table of Common Indicators Required for Surveillance
(As of December 29, 2017)
1 Daily (D); weekly (W); monthly (M); quarterly (Q); annually (A); irregular (I); and not available (NA).
2 Any reserve assets that are pledged of otherwise encumbered should be specified separately. Also, data should comprise short-term liabilities linked to a foreign currency, but settled by other means as well as the notional values of financial derivatives to pay and to receive foreign currency, including those linked to a foreign currency, but settled by other means.
3 Both market-based and officially determined, including discount rates, money market rates, and rates on treasury bills, notes and bonds.
4 Foreign and domestic bank, nonbank financing.
5 The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local governments.
6 Including currency and maturity composition.
7 Includes external gross financial asset and liability positions vis-à-vis nonresidents.
Press Release No. 18/103 FOR IMMEDIATE RELEASE February 23, 2018 | International Monetary Fund 700 19th Street, NW Washington, D. C. 20431 USA |
Washington, D.C. 20431 • Telephone 202-623-7100 • Fax 202-623-6772 • www.imf.org
On February 26, 2018, the Executive Board of the International Monetary Fund (IMF) concluded the Article IV Consultation with Lao P.D.R.1
Lao P.D.R.’s economy continues to perform well, supported by a favorable external environment and strong flows of foreign direct investment from its dynamic neighbors. Growth in 2017 was supported by the expansion of electricity exports, construction activity and financial services, but moderated to 6.8 percent as a result of the prohibition on illegal logging, tighter credit conditions and fewer tourist arrivals. Inflation remained low at 0.2 percent in December 2017, reflecting a stable exchange rate and a decline in food prices. Private sector credit growth was robust at 17 percent year-on-year in 2017, a pace consistent with dynamic economic activity and moderate financial deepening. The current account deficit was high at 13 percent of GDP in 2017, although it is estimated that about half the deficit reflected imports related to large foreign direct investment projects, including the Kunming-Vientiane railway project, which is part of China’s Belt and Road Initiative. Nevertheless, gross international reserves remain low at about 1 month of prospective imports.
The authorities have developed a reform agenda to address some of the vulnerabilities in the economy, with the goal of supporting stable and sustainable growth to graduate from Least Developed Country (LDC) status. Aware of the challenges presented by high public debt and deficits, they are moving to put in place a gradual fiscal consolidation mainly through tax policy and administration reforms. They are also moving to strengthen the banking system by recapitalizing and restructuring public banks, restructuring loans related to infrastructure projects and improving regulation and supervision. The authorities have also focused on integrating the Sustainable Development Goals (SDGs) into their 5-year development plan to promote inclusion and environmental sustainability.
Looking ahead, the outlook is positive, with growth on the order of 7 percent per year, and gradual economic diversification matched by integration with ASEAN and China. Downside risks stem from high public debt and deficits, pockets of weakness and high dollarization in the banking sector, and a vulnerable external position with low gross international reserves. Addressing these risks and successfully implementing the authorities’ reform agenda will help ensure sustainable and inclusive growth and graduation from LDC status.
Executive Directors welcomed Lao P.D.R.’s good record of high growth and stable inflation. However, they noted vulnerabilities in key areas, in particular, a high fiscal deficit and public debt, a weak external sector and low external reserves, and a highly-dollarized banking system. While the outlook is for continued high growth, risks could materialize if government finances do not improve, or if external conditions deteriorate, which could be amplified in the domestic economy through negative macro-financial feedback loops. Directors encouraged the authorities to continue to address these risks.
Directors stressed the importance of a gradual fiscal consolidation to bring the public debt on a credible but realistic downward path over the medium term. They agreed that this could best be done by improving fiscal revenue, and welcomed the authorities’ interest in developing a medium-term revenue strategy. They noted that there is also scope to rationalize expenditures and reorient spending to improve health and education outcomes, and welcomed efforts to contain the wage bill. Directors recommended stronger debt management and a more rigorous selection of public investment projects.
Directors welcomed the progress in strengthening banking regulation and supervision and the reform of public banks, but noted that further efforts are needed to reduce foreign currency lending risks, identify non-performing loans, and strengthen capital buffers. They took positive note of the prospects for putting in place crisis management and prompt corrective action frameworks, and the progress in developing the AML/CFT regime.
While noting that external sector vulnerabilities are being ameliorated, Directors considered that the overvaluation of the exchange rate and the high current account deficit call for a further accumulation of international reserves. They welcomed the gradual depreciation of the exchange rate and recommended letting the exchange rate move gradually within the official band to support competitiveness and help accumulate reserves. They agreed that a cautious approach is warranted, given possible currency mismatches in the non-bank private sector. They noted that further reforms to improve the functioning of the interbank and domestic debt markets are important steps to put in place the preconditions for greater exchange rate flexibility in the medium term. A number of Directors urged removal of the interest rate caps.
Directors noted that the gap between income per capita and welfare indicators points to the need to pursue more inclusive and sustainable growth. To promote economic diversification, developing public infrastructure and improving conditions for private investment will be critical. Improvements in human capital will also be important, in particular through workforce training, public education, and health services, particularly for women and children. This will help reduce regional and gender disparities.
Directors called for improvements in economic statistics and welcomed the authorities’ interest in joining the General Data Dissemination System.
Lao P.D.R.: Selected Economic and Financial Indicators, 2013–19
Sources: Data provided by the Lao P.D.R. authorities; and IMF staff estimates and projections.
1/ Includes off-budget investment expenditures.
2/ Net lending/borrowing excluding mining revenue.
3/ Includes Bank of Lao P.D.R. lending to state-owned enterprises and subnational levels of government.
1. The authorities would like to express their appreciation to the IMF mission team for the constructive policy discussions and comprehensive assessment during the 2017 Article IV consultation. They broadly agree with the staff appraisal and will thoughtfully consider staff’s recommendations in steering policy measures to preserve macroeconomic stability.
2. The Lao economy continues to expand at a sustained and high annual average growth rate above 7 percent over the past decade, which has translated into commendable progress in poverty reduction, increased employment and favorable investment climate. Notwithstanding these encouraging developments, the authorities note that external and domestic challenges to the economic outlook remain, requiring continued commitment to fiscal consolidation, prudent monetary policy, financial stability and structural reforms. The implementation of such policy measures will ensure strong and sustainable growth and graduation from the least developed country status as set out in the National Socio-Economic Development Plan for 2016–2020.
3. In 2017, growth registered at 6.8 percent underpinned by continued hydropower generation, construction and the ongoing Lao-China railway project. This was marginally below the growth target of 7 percent due to lower commodity exports, tourist receipts and government measures towards sustainability such as the suspension of log export and expenditure restraint. Inflation in 2017 was 0.8 percent reflecting the decline in food prices and moderation of domestic demand. Higher electricity and manufacturing exports helped narrow current account deficit to 13 percent of GDP while FDI remained healthy in natural resource sector and special economic zones. Reserves at the end of 2017 stood around USD 1 billion and covered 4.5 months of imports, representing an adequate buffer to external shocks.
4. Looking at 2018, the authorities have set the minimum growth target of 7 percent, supported by expected electricity output from new capacity coming on stream and tourism activities stemming from “Visit Lao” initiative. Inflation is projected to be manageable at below 5 percent. Continued efforts will be made in mobilizing revenue, improving the legal framework, enhancing tax compliance and strengthening fiscal discipline. In this connection, the authorities target the fiscal deficit to be less than 5 percent of GDP. The current account deficit is projected to narrow further with the increase in exports and tourism receipts. The authorities also remain positive about FDI inflows and are determined to enhance the business environment which will support economic diversification and strengthen reserves. The medium-term outlook will remain broadly positive on the back of gradual improvements in the macroeconomic framework but the authorities note that uncertainties in the regional and global contexts could affect external demand and investments.
5. Tax administration has been strengthened with technical support from the Fund and development partners. Precisely, the authorities have completed an organizational restructure by putting the local tax authorities under the Tax Department in headquarter. The enterprise survey is also underway to explore the scope for broadening the tax base. Point of Sale (POS) technology has also been rolled out into strategic retail stores to improve intelligence and tax compliance. Building on the recent success in requiring road tax payment via the banking system, a similar modernization approach will be further expanded. On customs revenue, rigorous measures have been put in place to counter smuggling and stem revenue leakage. At the same time, the authorities have also been working with custom authorities in neighboring countries to closely monitor import activities. Exemptions will also continue to be strictly implemented according to items listed under the Law on Investment Promotion.
6. Besides ongoing measures to discontinue off-budget expenditure, the authorities will strictly enforce the Prime Minister’s Order on economizing and eliminating non-essential outlays. They will also continue to prioritize investment projects with credible and highest rates of return while improving the existing management framework. At the same time, current expenditure will be controlled through civil service reform to lower recruitment quota. In the medium term, the authorities target a reduction in the wage bill from 55 percent to 40 percent of total spending.
7. Public debt level remains high but most of the debt is long-term and concessional and therefore manageable. To ensure the sustainability and appropriate management of public debt, the Law on Public Debt Management will be tabled at the National Assembly (NA) in 2018. Its core elements are the statutory public debt ceiling of 65 percent of GDP and a requirement for NA approval of investment projects with value above USD 50 million. While commercial loans remain restricted to financing hydropower projects with FX income, the authorities emphasized that further borrowings will be pursued on concessional terms to support necessary investments.
8. The authorities agree with staff on the importance of establishing a public debt anchor but have reservations about the target level of 50 percent of GDP and deficit requirement of 2.6 percent of GDP in medium term. They recognize that adequate time is required for fiscal adjustments to yield desirable results as significant needs remain in financing poverty reduction. The authorities therefore consider that a medium-term debt target of 55 percent to GDP to be more realistic in reducing the risk of debt distress and strengthening the external position.
9. The stable exchange rate has served as an effective anchor for inflation and has restored confidence in the local currency. The authorities see merit in staff’s recommendation of allowing gradual depreciation of the exchange rate in the near term but are concerned that the depreciation could raise inflationary pressures and currency substitution may arise, as experienced in the past. Nevertheless, the currently low inflation environment has allowed the authorities to relax the exchange rate movement in line with market forces and within the target band. While believing that the current managed-float regime remains appropriate and supportive to a stable macroeconomic environment, the authorities also agree with staff that a more flexible regime is desirable when preconditions are in place to support the transition.
10. While remaining supportive of market-based interest rates, the Bank of Lao PDR (BoL) noted with concern on 2015 surge in lending rates into the double-digits, stemming from competition amongst banks to mobilize deposits. Interim measures were introduced to guide commercial banks in lowering interest rates to more appropriate levels with the objective of reducing borrowing costs and promoting access to finance for SMEs. Going forward, the authorities will closely monitor credit developments and with an eye to reversing the measure when market conditions permit.
11. Recognizing that a high degree of dollarization limits the ability to implement effective monetary policy, the authorities have constantly endeavored to promote greater use of the local currency (kip). In addition to inflation and exchange rate stabilization, the authorities have employed a multipronged strategy ranging from a kip promotional campaign, the introduction of deposit insurance, raising FX reserve requirements as well as legal enforcement on domestic transactions to be based in kip. As a result, dollarization, as measured by foreign currency deposit to broad money, has gradually declined from its peak of 80 percent in late 1990s to 42.4 percent in 2016. To move forward in de-dollarization, the authorities will promote the ease of mobile banking services and payments to play a greater role in kip transactions as well as reducing cash in the economy.
12. Overall, the banking sector remains sound and stable as the system-wide capital adequacy ratio is maintained above 15 percent and NPLs are around 3 percent. The undercapitalized state-owned commercial banks are now undergoing internal restructuring while the BoL is carefully considering options for privatization. Beginning from 2017, the authorities have tightened due diligence and prudential requirements, leading to the recent decline in credit dollarization, however FX loan remains available to entities with FX earnings and strategic imports.
13. The Regulatory framework is regularly reviewed and updated to better align with current developments and international best practices. This includes the Laws on Commercial Banks and the Central Bank, which are being revised in consultation with the World Bank. The Regulation on Loan Classification and Provisions issued in 2011 remains an effective tool to accurately capture the problematic loans. Banks’ stress testing will be conducted with a key focus on liquidity and credit risk while an early warning exercise will be devised as part of the development of crisis management framework. To this end, the authorities are also implementing Fund and World Bank advice in improving Financial Soundness Indicators to effectively monitor the health of the banking system.
14. Significant progress has been made in transforming the supervisory framework towards risk-based supervision and Basel II compliance. The authorities have been appreciative of MCM technical assistance in migrating from compliance-based to risk-based supervision as well as developing manuals for onsite examination and offsite supervision. On Basel II, a Master Plan has been recently adopted to guide institutional set up during the transition period. A key task in 2018 will be requiring all banks to complete their internal gap analysis to comply with the new minimum capital requirement. The target for full-fledged Basel II compliance will hinge upon the progress in addressing the identified gaps.
15. The authorities are aware of the country’s narrow domestic production and export base and note that structural reform is necessary to move towards more broad-based growth. Despite the gradual expansion in the services sector and commercialization of agricultural products, crucial tasks remain in creating a sound business environment and promoting the role of the SME sector to enhance its capacity to manufacture and export. Given this background, the authorities are determined to streamline business and property registration, enhance legal enforcement and create a level playing field. In a similar vein, any administrative bottlenecks that create additional cost for starting and doing business will be addressed. To press ahead with these reforms, the Prime Minister, earlier this month issued an executive order, calling on line ministries to address deficiencies identified in the World Bank’s Ease of Doing Business indicators. The Law on Investment Promotion has also been amended to create more favorable incentives for projects invested in strategic zones.
16. As approved by the government, the authorities are currently drafting the Strategic Plan on Restructuring SOEs. Key reform areas will include equitization, employing professional management, and improving accounting standards, which aim at enhancing profitability, transparency and minimizing the burden to the government’s balance sheet. The plan will also identify targeted SOEs with a clear strategy for restructuring process while aiming at lowering the number of SOEs and government’s shares to a more appropriate level in medium term.
17. The authorities will continue to focus on the improvement of the health and education sectors and social protection to enhance progress in poverty reduction and strengthen productivity and capacity. Greater attention will be directed to people in rural areas to make growth more inclusive. In this regard, the authorities have announced a plan to gradually increase budget allocation in coming years to develop necessary infrastructure and capacity in the health and education sectors. Building on the progress made in achieving the Millennium Development Goals (MDGs), the authorities are committed to achieving Sustainable Development Goals (SDGs) especially with regards to the social and environmental aspects of the country’s development.
18. The authorities are mindful of the considerable challenges to achieving targeted growth and sustainable development. While acknowledging the likelihood of lower growth prospects, the authorities emphasize the need to address structural weaknesses and create a solid foundation to support development goals going forward. It is also equally important for the authorities to improve people’s living standard and to graduate from least-developed country status by 2020. In the near term, growth will be supported by continued fiscal consolidation, well-grounded monetary and exchange rate management and financial stability as well as greater competitiveness for SOEs. In this regard, the authorities extend their appreciation to Fund staff for continuous engagement through various technical assistance projects and invaluable policy advice. All recommendations will be carefully considered and appropriately implemented and sequenced to achieve desired policy outcomes.
1 Lao P.D.R.’s aspiration, as stated in 8th National Socio-Economic Development Plan (NSEDP), is to graduate from LDC status by 2020. An upcoming Triennial Least Developed Countries (LDC) Review, to be held in 2018 by the UN Committee for Development Policy (CDP) will determine how close Lao P.D.R. is to reaching the threshold for graduation.
2 The de jure exchange rate arrangement is a managed float, but the de facto classification has been changed from a “stabilized arrangement” to a “crawl-like” arrangement in late 2016 and 2017 as the kip has followed a depreciating trend (by about 2 percent in total) with respect to the U.S. dollar.
3 The authorities exclude a measure of FDI-related imports from the calculation which results in an estimated reserve adequacy of about 4 months of non-FDI-related imports.
4 Under this alternative scenario, the domestic debt to GDP ratio remains broadly stable (in line with the authorities’ intention to develop the local debt market) and the external public and publicly guaranteed (PPG) debt is reduced, resulting in an overall public debt ratio of 50 percent of GDP. The reduction of PPG external debt would lead to a low risk of debt distress with all debt indicators below their relevant thresholds, including under stress tests. For an overall debt target of 55 percent of GDP some indicators would breach the indicative threshold under the most extreme stress test.
5 This table is based on information gathered from recent technical assistance on tax policy reform. Due to a lack of data, staff is unable to make precise estimates of revenue gains from these reforms. Current technical assistance in tax administration, as well as a medium-term revenue strategy (MTRS) mentioned below, would aim to quantify the gains from these reforms and others.
6 This is compared to a scenario where the public wage bill remains constant as a percent of GDP.
7 Mismatches are currently estimated conservatively at around 4.5–5 percent of GDP for the bank and non-bank private sectors.
1 Prepared by Anne Oeking.
2 This assessment is prepared with the latest annual data available for the EBA-lite methodology, which is for 2016.
1 Prepared by Anne Oeking.
1 Prepared by Reach Long.
1 This DSA has been prepared by IMF and World Bank staff, in consultation with the Lao P.D.R. authorities.
2 The low-income country debt sustainability framework (LIC DSF) recognizes that better policies and institutions allow countries to manage higher levels of debt, and thus the threshold levels for debt indicators are policy-dependent. In the LIC-DSF, the quality of a country’s policies and institutions is measured by the World Bank’s Country Policy and Institutional Assessment (CPIA) index and classified into three categories: strong, medium, and weak. Lao P.D.R.’s policies and institutions, as measured by the CPIA, averaged 3.29 over the past three years. Since its average CPIA index has been above 3.25, but less than 3.75 for three years in a row, Lao P.D.R.’s policy performance remains classified as medium according to the “Staff Guidance Note on the Application of the Joint Fund-Bank Debt Sustainability Framework for Low-income Countries” (http://www.imf.org/external/np/pp/eng/2013/110513.pdf). Therefore, the relevant indicative thresholds for this category are: 40 percent for the PV of debt-to-GDP ratio, 150 percent for the PV of debt-to-exports ratio, 250 percent for the PV of debt-to-revenue ratio, 20 percent for the debt service-to-exports ratio, and 20 percent for the debt service-to-revenue ratio. These thresholds are applicable to public and publicly guaranteed external debt.
3 The installed capacity in Lao P.D.R.’s power system increased from around 600MW in early 2000 to above 6,000MW most recently with most of the generated electricity is exported to Thailand. The installed capacity is expected to reach above 10,000MW by 2020.
1 Extended Credit Facility (ECF), formerly PRGF.
2 When a member has overdue financial obligations outstanding for more than three months, the amount of such arrears will be shown in this section.
3 FY 2017, May 2016 – April 2017.
1 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.
2 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 to the country’s authorities. An explanation of any qualifiers used in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.