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Executive Summary

This Systematic Country Diagnostic (SCD) updates the analytical work of the 2017 SCD in
the light of new evidence. In 2017, the World Bank Group (WBG) published the first SCD for the
Lao PDR, which comprehensively assessed the binding constraints to economic growth, inclusion,
and sustainability. This SCD uses recent evidence to describe developments since 2017, revisit
the previous pathways and priorities for achieving the twin goals of ending extreme poverty and
boosting shared prosperity, and update knowledge and data gaps. It identifies the most pressing
development challenges supported by new data and analytical work and emerging opportunities.

Recent evidence suggests that poverty has been reduced but income inequality is increasing.
The economy continued to grow strongly between 2017 and 2019 at an average of 6.2 percent
per year, albeit at a slower pace than in the preceding three years. Economic growth declined
dramatically to 0.5 percent in 2020 owing to the COVID-19 pandemic. The national poverty rate
fell from 24.6 percent in 2012 to 18.3 percent in 2018. The standard of living has also improved,
with notable gains in access to basic services, education, and health outcomes. However, poverty
remains high compared to regional peers and is concentrated among subsistence farmers and
minority ethno-linguistic groups. Inequality continues to rise as rapid growth has been jobless. The
Gini index increased from 36.0 to 38.8 between 2012 and 2018, and the shared prosperity premium
was negative (consumption per capita among the bottom 40 percent grew by 1.9 percent per year
compared to 3.3 percent for the total population).

While significant development progress has been achieved, several challenges have become
more prominent since 2017 and amplified by the COVID-19 pandemic. Key risks identified in the
2017 SCD to macroeconomic stability, the inclusiveness of growth, and environmental degradation
have materialized. Macroeconomic vulnerabilities have intensified, especially owing to an
unsustainable public debt burden constraining fiscal space, exerting pressure on the exchange rate,
and jeopardizing banking sector stability. While economic growth had been strong before COVID-19,
recent evidence shows it was mostly jobless. Environmental concerns and vulnerability to shocks
have also escalated due to intensifying climate-related risks and environmental degradation
caused by both natural and human factors. These challenges, which have been exacerbated by the
impacts of COVID-19, undermine sustained, inclusive, and resilient economic growth.

High public debt levels are fueling macroeconomic instability and threatening development
prospects. Laos is facing both liquidity and solvency challenges owing to a high debt burden, poor
revenue collection, limited financing options, and low foreign currency reserves, which have edged
the country toward sovereign debt distress. Public and publicly guaranteed debt was estimated at
89 percent of GDP in 2021, one of the highest in the region. High debt service obligations contributed
to a rapid exchange rate depreciation in 2021, which has compounded the external debt burden.
Publicdebt challenges exacerbate existing financial sector weaknesses, partly through the exposure
of state-owned banks to government debt. Rising debt service obligations are crowding out social
spending. Public spending on health and education is estimated to have declined from 4.4 to 3.1
percent of GDP between 2016 and 2021, likely undermining service delivery. With revenue steadily
declining over the years, an expenditure-driven fiscal consolidation, coupled with growing interest
payments, has squeezed the fiscal space available for critical development expenditures, including
health and education. Hence, there is a need to balance debt management and fiscal consolidation
with critical public spending for long-term economic growth.

The current growth model is showing its limitations, particularly through its inability to
support job creation. While GDP growth averaged about 7 percent between 2003-2019, it had been
decelerating before COVID-19 and steadily declined from 8 percent in 2013 to 5.5 percent in 2019.
This trend exposes the limitations of a growth pattern that has been capital-intensive, resource-
driven, and debt-fueled. The emerging domestic private sector has been hampered by an
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unfavorable business environment, particularly through a lack of competition and transparency. The
financial sector is dominated by state-owned banks, and there has been limited credit flow to the
private sector, partly because large government financing needs are crowding out credit to the private
sector. Economic growth has been jobless and unemployment rose from 4.1 to 15.7 percent during
2012-2018 while inequality increased. Migration has increased during the last decade with a sharp
rise from 2015 onward, with a high incidence of migration observed in provinces where non-farm
employment declined significantly. Remittances helped partially make up for lost non-farm income.
Looking forward, a more inclusive growth pattern is required to improve development outcomes.

The depletion of natural capital stocks and high vulnerability to shocks raises sustainability
concerns. Economic growth has relied on natural resources, particularly through mining,
hydropower generation, and agricultural activities. This has resulted in natural resource depletion
and environmental degradation while also contributing to social tensions. The Mekong River fell to
record low levelsin 2020 due to reduced rainfall and the operation of hydropower dams. In 2018, the
collapse of a hydropower dam in Attapeu Province caused the worst flooding in decades, displacing
over 6,000 people. In addition to natural disasters, development progress is highly vulnerable to
health shocks (e.g., global pandemics) and economic shocks (e.g., commodity price fluctuations
and exchange rate depreciation). Amore sustainable, greener, and resilient growth model is needed
to consolidate development gains.

COVID-19 brought unprecedented and cascading shocks with a profound impact on households
and firms. While COVID-19 was declared a health crisis, its impact has been experienced in multiple
dimensions. Laos has been largely successful in containing the spread of the virus, yet the pandemic
and response measures have affected households and firms, especially vulnerable groups. The
pandemichas caused majordisruptionsto business operations with SMEs having disproportionately
suffered. It has also worsened pre-existing structural problems in the domestic labor market with
the unemployment rate estimated to have increased to 23.4 in 2020 amid the pandemic. An influx
of returning migrant workers resulted in the loss of remittances. Supply chain disruptions and
exchange rate depreciation drove up prices. Income shocks induced by COVID-19 and rising living
costs have hurt vulnerable households. The pandemic has also exposed weaknesses in the health,
education, and social protection systems. Informal workers were insufficiently protected by COVID-
induced job losses, while learning loss was greater among disadvantaged students. Limited fiscal
space has constrained the government’s capacity to deliver a fiscal stimulus to protect households
and firms from the impacts of COVID-19. Looking forward, policies to improve human capital and
promote private-sector job creation need to consider the damage induced by COVID-19, especially
regarding vulnerable groups.

The regional context plays a key role in shaping opportunities for trade, investment, and
migration. Trade has grown considerably overthe past decade. Thailand, China,and Vietnam are the
largest destination markets, mainly receiving commodity exports. Electricity exports to Thailand are
growing in importance. Foreign direct investment has also grown over the last decade, particularly
in hydropower, transport, and mining. China, Thailand, Vietnam, and Japan are the largest sources
of foreign direct investment (FDI), with China accounting for a significant share. The Laos-China
railway represents an important investment in regional connective infrastructure, although there
are others linking the domestic market to Thailand (power transmission) and Vietnam (planned
Vientiane-Hanoi Expressway and Vung Ang Port). A significant portion of these investments has
been backed by large loans (sometimes publicly guaranteed), particularly from Chinese banks.
There was also large-scale migration to Thailand before the COVID-19 pandemic that supported
workers’ remittances. The Regional Comprehensive Economic Partnership (RCEP), which became
effective in January 2022, offers opportunities to deepen regional integration. Increased regional
integration, cooperation, and coordination will be necessary to leverage emerging opportunities.

This SCD presents three pathways that address the most pressing development challenges facing
Laos in the context of fostering an inclusive, sustainable and resilient recovery from COVID-19.
Recent evidence suggests there have been improvements in socioeconomic outcomes, such as
rising average income levels and poverty reduction. However, there remain significant constraints
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to inclusive, resilient, and sustainable development. In particular, three challenges have become
more salient since 2017: (i) increasing macroeconomic instability; (ii) jobless growth with rising
inequality; and (iii) growing vulnerability to climate change, environmental degradation, and
shocks (e.g., economic, health, and natural). Meanwhile, governance and institutional weaknesses
remain as pertinent as they were about five years ago. The three pathways identified in this SCD
are critical for promoting inclusive, resilient, and sustainable growth (Figure E.1). The Stabilize
pathway is a precondition for accelerating economic growth and protecting people’s well-being;
the Share pathway is crucial for enhancing inclusion and social cohesion; and the Sustain pathway
is essential for strengthening economic, social, and environmental resilience. The cross-cutting
theme outlines the institutional strengthening and governance practices needed for the effective
implementation of the three pathways.

Figure E.1: SCD framework

Weak governance and institutions

Vulnerability to

CHALLENGES Increasing Jobless growth with cllm-ate change,
macroeconomic rising inequalit environmental
instability gineq y degradation and

shocks

PATHWAYS
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Inclusive, resilient, and sustained growth for reducing poverty

and promoting shared prosperity

Source: World Bank staff.

The Stabilize pathway emphasizes the urgency of restoring macroeconomic stability.
Macroeconomic instability has become a critical concern hampering progress toward poverty
reduction and shared prosperity by threatening living standards through high inflation, economic
recessions, and reductions in social spending. Unsustainable public debt levels, limited fiscal
space, declining reserve buffers, and growing financial sector risks are all challenges that have
been exacerbated by the COVID-19 pandemic and underscore the need for urgent reforms.
Securing macroeconomic stability will require measures to address macro-financial risks, such
as: (i) improving debt transparency and management, through improved debt reporting, limits
on non-concessional borrowing, and debt restructuring; (ii) creating fiscal space, predominately
by enhancing domestic resource mobilization; and (iii) undertaking key financial sector reforms,
including strengthened prudential regulation and supervision. Structural reforms will also be
needed to support the economic recovery, especially in the non-resource sector amid heightened
global risks and uncertainty.

The Share pathway highlights the need for a more inclusive growth process, which could
deliver stronger benefits for the poor and the most vulnerable. Fostering inclusive growth will
require improving the labor incomes of vulnerable households. This will entail building human
capital and creating more and better employment opportunities. Human capital is the main asset of
the population, especially for the poor and vulnerable who generally lack access to financial assets.
While education leads to higher productivity and wages, returns to human capital are expected to
be higher for healthy workers. Investing in quality education and health care services to provide
equitable access for all will help reverse human capital losses caused by COVID-19 and thus lay the
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foundation for inclusive growth. Job creation connects growth to economic inclusion since for
many households the labor market is the primary means of participating in and benefiting from
economic growth. Most Lao workers are trapped in low-paid, low-quality jobs as self-employed
workers or unpaid family workers, especially in agriculture. To escape from poverty, the poor need
productive jobs that lead to higher incomes. Strong employment creation will require measures
to improve the business environment, connective infrastructure, and a well-functioning labor
market, particularly to leverage the potential of regional integration. A predictable business
environment, critical regulatory reforms, and a stable and inclusive financial sector are essential
to creating an enabling environment for the competitive and job-creating private sector. In the
short run, workers and firms need support to help them recover from COVID-19 losses and equip
them with the knowledge and skills needed in the post-COVID world. Owing to significant gender
gaps in Laos, especially in the areas of maternal and reproductive health and labor market
participation, closing the gender gaps is a component of this pathway.

The Sustain pathway envisages the promotion of green growth and improved resilience to
shocks. Green and sustainable development will require better institutions and processes to
sustainably manage natural resources and enhance action on climate change. There is also a
need to sustain a clean, stable, and affordable energy mix. To safeguard household livelihoods
against intensifying disaster risks and external shocks, measures need to be taken to mitigate
the risks posed by environmental disasters and improve agricultural productivity and resilience.
At the same time, an adaptive social protection system and an inclusive financial system are
essential for protecting livelihoods against intensifying shocks. COVID-19 is a case in point.

The cross-cutting theme aims to ensure that governance arrangements and institutions
support policy implementation. Good governance and institutions are critical to support
macroeconomic stability, private sector development, public service delivery, and natural
resource management. Hence, strengthening governance and institutions is a critical cross-
cutting challenge that affects progress in each of the three pathways presented above.
Macroeconomic stability (Stabilize) is hampered by weak institutions, systems, and processes.
Lack of internal controls, unclear legal frameworks, poor rule enforcement, and lack of checks
and balances lead to a sub-optimal allocation and management of public resources. Inclusive
growth (Share) ought to be underpinned by accountability, whereby stakeholders have a stronger
voice and are involved in decision making, and the rights of citizens and firms are protected by
an independent judiciary. Strong legal and market institutions are needed to support the role of
the private sector in promoting job creation, competitiveness, and productivity growth. Curbing
corruption contributes to a more accountable public sector. A more sustainable growth model
(Sustain) requires robust management of natural resources, which requires better enforcement
of rules, coordination among institutions, and increased stakeholder involvement. Finally,
improving institutional quality and the efficiency of public service delivery is key to achieving
progress in all identified priority areas.

A reassessment of the challenges and opportunities facing Laos led to the identification of
three High-Level Outcomes (HLO) and sixteen development objectives. This SCD reevaluated
the main constraints to ending extreme poverty and boosting shared prosperity in Laos.
Sustainable debt levels, increased fiscal space, and a stable financial sector are essential to ensure
that living standards are protected from macroeconomic risks such as high inflation, economic
recessions, and reductions in social spending (HLO-1) (Figure E.2). A dynamic private sector and
improved connective infrastructure are crucial to boosting job creation, while a well-functioning
labor market, reduced stunting, enhanced learning outcomes, and equitable access to quality
health services are all critical to enabling access to job opportunities. Progress in these areas
will contribute to improving labor incomes of vulnerable households (HLO-2). Finally, improved
management of natural resources, action on climate change, and well-managed urbanization
can support green growth, while comprehensive social protection, improved financial inclusion,
and improved agricultural productivity would support resilient livelihoods. These would in turn
increase human resilience to shocks (HLO-3). Given the importance of the cross-cutting theme, a
specific development objective was identified: strengthened governance and institutions.
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Development objectives were prioritized in line with new evidence, providing insights that
can inform the formulation of the upcoming Country Partnership Framework (CPF). This SCD
highlights several development objectives pertinent to achieving the World Bank Group’s (WBG) twin
goals butthereis aneed to prioritize them. This SCD revisited the prioritization exercise undertakenin
the 2017 SCD and updated it based on new evidence and the evolving country context. Three criteria
were used to update priorities. First, preference was given to objectives with a significant impact on
poverty and inequality. This criterion was given the highest importance. Second, areas that create
strong complementarities across different dimensions or are a precondition for the achievement of
other objectives were given more weight. Last, the time horizon of theirimpact is also an important
factor when prioritizing by balancing actions with short-term impacts and actions whose impacts
emerge over time. Feasibility is not a criterion used for prioritization since an assessment of the
political viability and implementation capacity should be undertaken at the CPF stage.

Figure E.2: SCD framework and objectives
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Sustainable debt levels and increased fiscal space were identified as top priorities under the
Stabilize pathway as they require immediate attention. Debt sustainability has become a more
pressing concern since 2017, with a growing debt burden severely threatening macroeconomic
stability and eroding fiscal space for development spending. Left unchecked, macroeconomic
instability can significantly affect the purchasing power of households through a depreciating
exchange rate and higher inflation. During COVID-19, more than half of the surveyed households
considered inflation the most important issue confronting their community, and inflation is the issue
that citizens believe the government should address first. By constraining fiscal space and deterring
private sector investment, macroeconomic instability also harms long-term growth and job creation.
Increased fiscal space is a top priority, as tax collection is faltering when stronger investments in
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human capital are crucial. Limited fiscal space has constrained the government’s ability to expand
spending on education, health and social protection, even in the time of COVID-19, leaving many
people at risk of falling into poverty.

Table E.1: Prioritization

Top | High | Medium

Sustainable debt levels Stable financial sector Well-functioning labor market

Increased fiscal space Improved connective Well-managed urbanization
infrastructure

Dynamic private sector Reduced stunting Improved financial inclusion

Enhanced learning outcomes | Equitable access to quality
health services

Improved management of Action on disaster risk and
natural resources climate change

Increased agricultural Comprehensive social
productivity protection

Strengthened governance and institutions

Source: World Bank staff.

A dynamic private sector and enhanced learning outcomes were identified as top priorities
under the Share pathway owing to the importance of reversing the trend of jobless growth.
Recentevidence confirmsthat much of the recent growth experience hasbeen jobless,aphenomenon
not documented in the 2017 SCD and which has been worsened by COVID-19. Jobless growth has
slowed poverty reduction and increased inequality in recent years. Therefore, a more dynamic
domestic non-resource private sector is crucial to generating sufficient good job opportunities. Given
that progress in education has slowed in recent years aggravated by learning loss from COVID-19,
enhanced learning outcomes are needed to support learning recovery and ensure that prospective
workers have the required skills and boost entrepreneurship. Although stunting significantly
declined between 2011 and 2017, it remains prevalent and recent evidence shows that the situation
might have worsened since 2017. Equitable access to quality health services continues to be vital
to ensure healthy and productive workers, and to effectively respond to the pandemic. Connective
infrastructure (comprising both transport and digital dimensions) remains important to supporting
spatial development and to ensuring equal access to markets and public services, especially given
that the new Laos-China railway will only reach the northern part of the country.

Improved management of natural resources and enhanced agricultural productivity were
identified as top priorities under the Sustain pathway. Given that the livelihoods of most poor
and vulnerable groups rely heavily on natural resources and agriculture, improving the management
of natural resources remains critical to ensuring that resources are used in a sustainable manner
while delivering adequate benefits to the population. Agriculture has been the main driver of poverty
reduction. The sector also acts as a buffer for households during crises such as COVID-19. Improving
agricultural productivity and resilience thus warrants top priority. Action on disaster risk and climate
changeisincreasingly important and requires joint efforts to mainstream climate change into sectoral
policies. Comprehensive social protection is also needed to safeguard people against cascading
shocks stemming from pandemics, macro instability and climate and weather-related disasters.
However, it is not an easy task given the weak social protection system in Laos and the increase in risk
levels is why the objective has been elevated to a high priority when compared to the previous SCD.

Consultations informed the selection of policy areas and the prioritization process. The
consultation process solicited views on what has changed since the last SCD (e.g., emerging
constraints) and whether the policy areas identified were relevant. External consultations engaged
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a broad group of stakeholders through three virtual sessions that grouped: (i) government agencies
and academics, (ii) the private sector, and (iii) civil society, citizens, and development partners. The
government session offered many endorsements of the analyses and policy areas, including the
proposed HLOs, development objectives, and pathways. Agriculture, education, small and medium
businesses, and the environment were cited as priority sectors. The private sector session featured
searching questions on how to address key macroeconomic challenges and the need for a more
skilled workforce, all of which are highlighted in this SCD. At the final session, a theme raised several
times and very often in messages through the World Bank’s public channels, is the lack of access to
credit for small-scale farmers, which this SCD emphasizes as a critical issue that needs to be tackled
for achieving the development objective of increasing agricultural productivity.

This SCD revisited the data gaps identified in the 2017 SCD, noting some improvements but
also some persistent challenges. The analytical content of SCDs depends partly on the availability
of data and other information. The 2017 SCD identified several data gaps that have been reassessed.
Hence, some recurrent and new knowledge gaps were identified during the preparation of this SCD.
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