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Abstract: Lao PDR has shown a strong record of economic growth and poverty
alleviation since the early 1990s. Yet, the pace of economic development has varied
significantly between different parts of the country — the rate of growth was initially
faster in more developed areas, but after the mid-1990s growth has been stronger in
poorer rural areas. Here it is shown that this pattern of regional development has been
driven by the nature of market integration. This is highlighted in three case studies
covering: (i) the effect of transport infrastructure and local institutions on domestic
consumer good markets; (ii) the process of regional integration with neighboring
countries; and (iii) the ability of Lao producers to compete on the world market for

coffee.
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INTRODUCTION

Since the launch of market reforms during the late 1980s, Lao PDR has shown a
strong record of economic growth and poverty alleviation (Andersson, Engvall and
Kokko, 2006). Yet, the pace of economic development has varied significantly across
different parts of the country — the rate of economic development was initially faster

in the Mekong valley, but after the mid 1990s growth has been stronger in the North.

The purpose of this report is to identify the patterns and analyze some of the drivers of
regional development in Lao PDR. The effects of domestic and international market
integration on regional development are of particular interest. This is of importance
since the country’s geographic character creates special challenges for the creation of

an integrated national market as well as for integration with international markets.

Both international and domestic integration have long been hampered by limiting
natural conditions and inadequate infrastructure. The benefits of integration with
international markets have not dissipated throughout the Lao economy, as domestic
market integration remains low. Lao PDR is a mountainous country with a weakly
developed national transport system. The low level of domestic market integration is
evident from the large variation in prices of goods and services across the country, as
well as the difficulty in accessing some products in more remote areas. Yet,
investments in infrastructure have improved the efficiency in transferring of products

to and from local markets.

A land-locked country such as Lao PDR is dependent on neighboring countries for
access to international markets. As links to the outside world have gradually
developed, parts of Lao PDR have benefited from integration with regional and
international markets. This is manifested in the growth of Lao exports and imports of
consumer goods. Yet, it also creates a dependence on efficient transit routes through
Thailand and Vietnam to reach the global markets.

Taken together, the character and development of international and domestic market
integration are important factors for understanding the patterns of regional
development in Lao PDR. This report contributes by providing some insights into the
diverse experiences of different regions and the necessary measures needed for

successful regional development in Lao PDR. The report is separated into six main
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sections. The first section introduces the concept of market integration and its
relevance for Lao PDR, while the second section provides a description of recent
regional developments in Lao PDR using recently published data from household
surveys. The third section provides a study of the domestic market system using
regionally disaggregated price data for a homogenous good produced and marketed in
Lao PDR: beer Lao. The fourth section provides a picture of recent developments in
the northern parts of Lao PDR and the north-south economic corridor. The fifth
section discusses how changes to the character of coffee markets have affected the
southern parts of the country. A final section concludes and discusses policy

implications.

Method and Data

The empirical parts of the present study are based on a micro-level dataset on Lao
households, the Lao Expenditure and Consumption Survey from 2002/03. This
survey, known as LECS 3, provides detailed data on the expenditure and consumption
patterns of rural households. It covers all provinces, with each provincial sample
stratified into urban areas, rural villages with road access, and rural villages without
wet season road access. The number of villages (Primary Sampling Units) in the
sample is 540. Andersson et al (2005) provide a detailed overview of the methodology
and sampling frame for LECS 3.

The survey provides sufficient information to measure household income and
consumption, and to construct price indices that capture differences in the cost of
living within and between urban and rural areas. Apart from household data, the
surveys include data from village questionnaires, providing information about local
market infrastructure, transport infrastructure, number of households in the village,
average wage rates, and local market prices for the 197 items comprising the
Consumer Price Index. The data also allow us to identify what district the village
belongs to, but there is no information about the exact location of the village within
the district. When using the data in the subsequent analysis, we will aggregate the
villages and provinces into three geographical regions — North, Central, and South —

plus Vientiane Municipality.



Background: Trends in Lao regional development

There is a lack of reliable indicators for studying trends and levels in provincial and
regional economies in Lao PRD. However, the geographic pattern of economic
growth can to some extent be studied using the national Living Standard and
Expenditure Surveys conducted by the National Statistics Center. Three such
household surveys have been conducted, in 1992/93, 1997/98, and 2002/03, which
enables some comparisons of developments during the two five year periods covered
by the surveys. Although the surveys do not include data on provincial or regional
GDP, they provide detailed data on consumption expenditure, which can be used to
proxy regional living standards and development levels. Table 1 summarizes some
data on the changes in per capita consumption across the three living standard
surveys, and shows that there has been a large variation in consumption growth across
regions in Lao PDR. When studying the full ten year period, it is clear that rural
households have fared relatively well in the North, the South and Vientiane.
Developments in the Central region have been less encouraging. Including urban
households as well, the pattern is less clear and the differences between regions are

smaller.

Table 1: Yearly Growth Rates of Per Capita Consumption.

All Households Rural Households

92/93-97/98 97/98-02/03 92/93-97/98 97/98-02/03
North 2.7% 1.2% 3.0% 0.9%
Central 0.9% 0.5% 0.8% 0.2%
South 1.1% 1.7% 2.3% 1.9%
Vientiane M 7.9% -0.4% 9.0% 0.8%
Lao PDR 2.5% 0.8% 2.3% 0.7%

Source: Authors calculations based on LECS-data.

It can be noted that overall growth in consumption was stronger during the first
period, from 1992/3 to 1997/8, presumably because developments in the late 1990s
were disturbed by the Asian financial crisis. At a regional basis, including all
households, the first period saw the strongest growth in Vientiane Municipality,
which is the richest area of the country, with Central and South growing slower.
Among rural households, the performance of Southern farmers was somewhat better,

leaving the Central region with the weakest performance..



The development after 1997/98 was more sluggish in almost all regions. At the
beginning of this period, Lao PDR experienced a bout of very high inflation as a
result of the Asian crisis, resulting, in particular, in a collapse of economic growth in
Vientiane municipality. Urban households in the South were the only group to

experience higher growth during the second period.
Table 2: Poverty Incidence 1992-2003, by Region and Province.

Province LECS11992/93  LECS21997/98  LECS32002/03  Cnange 92/93to  Change 97/98 to

97/98 02/03
Northern Region 51.6 47.3 37.9 -4.3 -9.3
Oudomxay 45.8 66.1 45.1 20.3 -21.0
Luangnamtha 40.5 51.1 22.8 10.6 -28.3
Huaphanh 71.3 71.3 515 0.0 -19.8
Phongsaly 72.0 57.9 50.8 -14.1 -7.2
Luangprabang 58.5 40.8 395 -17.7 -1.4
Xayabury 224 17.7 25.0 -4.6 7.3
Bokeo 42.4 38.9 21.1 -3.4 -17.8
Central Region 45.0 394 35.4 -5.6 -4.0
Borikhamxay 16.6 27.9 28.7 11.3 0.8
Khammuane 47.1 445 33.7 -2.6 -10.8
Vientiane Province 30.7 27.8 19.0 -2.9 -8.8
Savannakhet 53.1 41.9 43.1 -11.2 1.2
Xiengkhuang 63.0 42.9 41.6 -20.2 -1.3
Xaysomboun SR - 62.8 30.6 - -32.1
Southern Region 45.7 39.8 32.6 -5.9 -7.2
Saravane 43.6 39.2 54.3 -4.4 15.1
Champasack 41.4 374 184 -4.0 -19.0
Sekong 67.0 49.7 41.8 -17.2 -7.9
Attapeu 60.5 48.0 44.0 -12.4 -4.0
Vientiane Municipality 33.6 13.5 16.7 -20.0 3.2
Lao PDR 46.0 39.1 33.5 -6.9 -5.6

Source: Authors calculations based on LECS-data.

Data on the incidence of poverty can be used to estimate the levels of welfare in
different parts of the country (see Table 2 for poverty rates across regions and
provinces). At the time of the latest nationwide household survey in 2002/03, the
regional differences in poverty incidence were large. The figures indicate that
Vientiane Municipality had the lowest levels of poverty, followed by the South and
Central, with the North being the poorest region. Changes in poverty rates have also
varied across provinces. The most remarkable observation is probably the very rapid
reduction in poverty experienced in the northernmost provinces Oudomxay,
Luangnamtha, Huaphan, and Bokeo. Although the overall growth performance of the
South was stronger, the average impact on poverty incidence was substantially weaker
than in the far North.



To evaluate patterns in consumption growth across groups, we apply the methodology
of growth incidence curves (GIC) developed by Ravallion and Chen (2003). This
enables an evaluation of how aggregate growth was distributed among rich and poor
groups and spatially between and within regions. The growth incidence curves shows
how the growth rate for a given quintile varies across quintiles ranked by income or
consumption. Comparing two periods, the growth incidence curve plots the
cumulative share of households (on the x-axis) against the income growth rate by
quintiles (on the y-axis) when the analysis units are ranked in ascending order of their

consumption.

Our calculations are based on growth rates in consumption from a comparison
between LECS 2 (1997/98) and LECS 3 (2002/03) based on regions North, Central,
South and Vientiane Municipality as illustrated in Figure 1 to 4. Between 1997/98 and
2002/03, the growth in consumption differed substantially between the four regions
and there are large differences between the regions and within the regions in respect

to how the growth rates are distributed among the rich and poor households.

Figure 1: Growth Incidence Curve, North 1997/8-2002/3:
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Source: Authors calculations based on LECS-data.

Figure 1 clearly illustrates the falling inequality in the Northern region. Households in

the poorest quintiles benefit from the highest growth rates whereas households in the



richer quintiles experience negative growth rates. As poor households benefit more

from growth the gap between the rich and poor decrease.

The pattern of growth in the Central region is not as distinct. All households except
the very rich households experience positive growth with a larger benefit for middle

and upper quintiles.

Figure 2: Growth Incidence Curve, Central 1997/98-2002/03.
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Source: Authors calculations based on LECS-data.

In the South (Figure 3) all groups experienced growth in consumption but with a
reversed pattern compared to the North. High growth mainly accrued to richer
households, while poorer groups experienced growth in consumption at considerably

lower rates.



Figure 3: Growth Incidence Curve, South 1997/98-2002/03.
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Source: Authors calculations based on LECS-data.

The patterns observed in Vientiane Municipality (as illustrated in Figure 4) are
different from the rest of the country as all quintiles experience a decrease in
consumption during the observed period. The rate of consumption fall is lower among
the poor with a large fall in consumption among the richer households.

Figure 4: Growth Incidence Curve, Vientiane Municipality 1997/98-2002/03.
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Source: Authors calculations based on LECS-data.



Taken together, these figures present a picture of highly divergent patterns of growth
and poverty reduction. It is challenging to try to bring these trends together to paint a
consistent picture of determinants of provincial growth in Lao PDR. Aggregate
statistics alone are not sufficient to identify the causes for the divergent patterns of
regional development. The remainder of this report will therefore explore a few
different case studies in order to shed light on what has been driving development in
the different parts of the country.

A particular focus will be put on domestic and international market integration. This
choice is motivated by the view that borders are important for understanding the
spread of welfare in Lao PDR; both the real border between Lao and neighboring
countries, and the invisible ones separating remote areas without market access from

the national economy.

Analyzing Market Integration

In an integrated market prices of homogenous goods will tend to converge, and the
economic law of one price will hold: competition will drive down consumer prices to
production cost plus necessary transaction costs. Transaction costs — including
transport costs and costs for retrieving information about prices and market conditions
— are at the center of any discussion about market integration. Geographical factors
such as location, distance to markets, and transport linkages naturally have a
significant impact on transaction costs. High transaction cost will lead to market
fragmentation and limited competition at the local level. Policies for market
integration strive to minimize transactions costs e.g. through investments in
infrastructure, information diffusion, and measures to reduce man-made barriers to

entry and competition.

Investments in infrastructure and transport services can raise productivity and
incomes by raising the production potential of an economy or region (Aschauer, 1989;
Munnel, 1992). The traditional theoretical view suggests that a transport improvement
that reduces transport costs (through shorter transport times and lower vehicle
operating costs) enables firms to sell their products at lower price. This stimulates
greater demand, providing enhanced economies of scale and initiating a process of
cost reductions and sales growth as the market area expands. In addition, the

reduction in transactions costs lowers barriers to entry in sales and distribution, which
9



tends to raise the number of market actors, raising competition and lowering mark-
ups, with further reductions in consumer prices as a result. This implicitly assumes
rational economic agents in a economic system where market supply and demand
determine prices and a transport service sector providing efficient, effective and

predictable services.

The interrelation between transport infrastructure, market integration, and economic
development have been discussed for a long time. The focus in this discussion has
often been on the increased efficiency in a market system that follows from lowering
transport costs, together with a higher degree of connectivity between geographically
scattered local and provincial markets.

It should also be noted that market integration is particularly important in developing
countries where a large share of the population is involved in agriculture. Access to
well functioning markets is crucial for farmers’ opportunities to increase household
income by participating in the market economy by selling their output. At the same
time, well functioning markets are also important for providing the incentive goods
that encourage farmers to specialize and shift from a subsistence economy into a

market-based economy.

Lao PDR Market Reforms

Economic reforms in Lao PDR started at a major scale in November 1986, when the
New Economic Mechanism (NEM) was adopted and major steps towards a transition
from a centrally planned economy to a market economy were taken. Under NEM, the
Lao government announced measures to promote the development of a private sector,
it deregulated price and production controls, and granted managerial and financial
autonomy to state-owned enterprises. Some of the reforms implemented under NEM

are particularly relevant for a discussion of market integration, for example:
— Price liberalization. Complete liberalization except for some key utility prices.

— Agricultural reform. Liberalization of agricultural prices, including abolition

of the state monopoly for rice marketing.

— Public enterprise reform. Increased autonomy for public enterprises and
privatization of selected public enterprises.
10



— Trade reform. Liberalization of trade through simplification of tariff codes and

elimination of most quantitative restrictions.
— Exchange rate reform. Unification of the multiple exchange rate system.

— Foreign investment policy reform aiming to attract increasing amounts of

foreign direct investment.

These reforms, together with AFTA (ASEAN Free Trade Area) and WTO
membership, have created a less complicated environment for export and import
activities (Bourdet 2000) and improved the possibilities for Lao firms to become
active participants in the world market. However, as we will show, further reforms are

needed to achieve stronger integration with the international economy.

The economic reforms since the late 1980s have strengthened the economy
significantly, but the Lao economy remains heavily dependent on agriculture. Despite
public initiatives to promote industry, agriculture accounts for almost half of GDP
(ADB 2005). The government has tried to upgrade the sector with special emphasis
on production technology, infrastructure, and human resources development (ADB,
2001) but the majority of households rely on simple agricultural activities with low
productivity and value added, and many parts of the country remain weakly integrated

with the national market, let alone the regional or global market (NSC 2004).

There are four key elements affecting market integration in Lao PDR:
landlockedness creating a dependency on transit routes through neighboring
countries; a geographically scattered population; high dependence on subsistence
agriculture; and an insufficient transport infrastructure impeding integration of
scattered local and provincial markets. To alleviate the negative impact of these
characteristics on economic development, large investments in transport infrastructure

have been carried out.

Several earlier studies have examined the links between market integration and
transportation in Lao PDR. For instance, Andersson et al (2005) study the Lao rice
market using provincial production data and farm gate prices collected from LECS 3,
and find that farm gate prices of glutinous paddy rice follow yield patterns, with high

prices in the northern parts of the country and in Vientiane Municipality. The lowest
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prices are found in the more productive central and southern parts of the country with
access to the Mekong River, relatively developed road networks, and relatively easy
access to markets in Thailand. Furthermore, the pattern of prices and yield on rice
clearly indicate fragmented markets even at the provincial level. Similarly, van der
Welde (2006) analyses prices of four agricultural commodities - rice, vegetables,
meat, and fish - using prices from the LECS 3, and finds large spatial price variation
across the country. Urban areas enjoy higher levels of market integration, giving
lower transactions costs in terms of lower transportation costs and higher competition
between traders, resulting in lower prices. Rural villages typically exhibit higher
prices, although the price variations are large, even between villages that are located
relatively close to each other. There are also differences between products for the
degree of spatial price variation, presumably related to storability, transport costs, and

supply conditions.

Andersson et al (2006) point to some other geographically determined differences in
the consumption possibilities of rural households. The spatial distribution of fertile
land is uneven, which has strong implications for households dependent on
agricultural production. Access to foreign markets is also uneven, Owning a
household business seems to contribute most to household consumption in the South.
A higher reliance on cash crops as well as better access to the Thai market may

improve opportunities for various kinds of business operations.

This report will examine three different cases of market integration in Lao PDR,
highlighting some of the different processes linking internationalization and domestic
market integration with regional and national development. Three levels of integration
are studied: (i) national market integration for domestically produced consumer
goods, (ii) integration with neighboring markets, focusing on the northern region
neighboring Thailand, China and Myanmar, and (iii) integration with the world
market, illustrated by the development of Lao coffee exports.

DOMESTIC MARKET INTEGRATION

Lao PDR has experienced market reforms covering a wide range of areas, from the
liberalization of international and domestic trade to the abolishment of a government

marketing monopoly for rice — the main staple good in the country. Large investments
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in the national road transport system have been undertaken since the early 1980s in an
effort to increase the integration of the very fragmented provincial markets.

The efficiency of the market system is important for sales of industrial goods, but also
for sales of handicrafts produced by local households, and for the households’ ability
to access consumer products at local markets (Sadoulet & de Janvry 1995). Access to
infrastructure in the form of transportation and markets is therefore a crucial part in
the process where households start to interact with emerging local and regional
markets, exchanging handicrafts and agricultural goods for manufactured products
(IFAD 2001). This process is of special relevance in countries where large parts of the
population are involved in self-sufficiency agriculture and where the individual
household’s production capacity determines the level of consumption (Ali & Pernia
2003; Deaton 1997). Efficient distribution systems with low transaction costs are
expected to transfer goods produced elsewhere to the local consumer at a competitive
price, at the same time as local producers can get a competitive price for their
commodities (Carter & Ferrin 1995; Pelton et al 2002). Geographical factors such as
location, distance to markets, and road accessibility naturally have a significant
impact on the costs of intermediate and final goods (Christaller 1933; Hoover 1948;
Berry 1967; Gramlich 1994). This means that transaction costs — including transport
costs and costs for retrieving information about prices and market conditions — can
have a direct effect on households’ opportunities to increase their income by
participating in the market economy (Arrow 1969; Wen 1997; Gannon & Liu 1997;
Banister & Berechman 2001).

This section studies the relationship between access to market infrastructure and
spatial price variations of beer in Lao PDR. Data on pricing patterns and consumption
of domestically manufactured retail products in local village markets in Lao PDR are
collected from LECS 3.

Transferring retail products through a complex market system does not only require a
transport network but also individual traders who are willing to accept the risks
associated with trading on distant markets. A complex network of retail markets is
emerging in Lao PDR, despite high transport costs and substantial uncertainty due to
the low quality of existing transport infrastructure and the shortage of transport

services. These emerging retail markets supply a wide variety of products to rural
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areas. The relationship between markets can be studied through a mapping of price
patterns. If the market system is integrated and works well, prices on individual
markets should tend to converge, and differ mainly because of transport costs
(including other costs of trading). In weakly integrated market, the dispersion of
prices can be expected to be larger because of differences in local market
characteristics, for example the nature of competition at the local level, population
size, and income levels of the households in the area covered by the market
(Christaller 1933; Badiane & Shively 1998). It markets are well integrated, these
differences will tend to disappear as a result of arbitrage.

To examine the integration of the domestic market in Lao PRD, we will examine the
spatial variation in beer prices. More specifically, we examine the local prices per 640
ml bottle of Beer Lao, which, at the time, was a homogenous product manufactured
on in one location in Lao PDR. The rationale behind using a manufactured retail
product as the study object is that the production of the good is not dependent on the
local context where is it consumed. The pricing of locally produced agricultural goods
sold in local markets is dependent on various local factors such as fertility of land,
climate, access to irrigation, usage of pesticides and fertilizers, and the quality of
products (Deaton, 1988). Focusing on a homogenous manufactured retail product
manufactured allows us to abstract from many of these local determinants and

concentrate on the impact of transport costs and market conditions.

The following paragraps present the data and descriptive statistics used in the
analysis. The analysis of prices distinguishes between several geographical areas. As
discussed earlier, we look separately at four regions — South, Central, North, and
Vientiane Municipality. In addition, we separate between urban and rural prices, and
take into account village characteristics such as road access, quality of road access,
markets, and transport services as possible determinants of price differences.
Thereafter, the analytical methodology is presented, and determinants of market
access, price levels, and price variations are analyzed. The final section covers the

main findings and implications.

Market Access, Road Access and Price Levels

Mapping the variation of prices between village markets based on survey data can

provide an overview of the integration/fragmentation of the domestic market. The
14



interaction between markets and the distribution of goods for sale in local markets are
dependent on both physical transportation networks and transport service providers.
Here we present descriptive data on village access to markets and characteristics of

road access at the national and regional level.

National level analysis

Table 3: Market Access Characteristics.

Region Village Markets, Share of Villages
Daily Daily or occasional

Vientiane 271.2 29.2

Central 7.3 9.6

North 8.4 12.8

South 7.4 10.2

Lao PDR 9.5 12.7

Source: Authors Calculations Based on LECSS3.

Market access is one of the factors influencing price levels. Only 9.5% of the villages
at the national level in the sample from LECS3 report having a regular daily market in
the village. The figure rises to 12.7% if occasional markets are included. Villages
located in Vientiane Municipality are well covered by markets, which can be
explained by the area’s urban structure . The other regions report significantly lower
coverage of daily markets. When expanding the definition of market access to also
account for occasional markets, there is a slightly higher coverage across the board.
Occasional markets seem to have a larger importance in the North than in other parts

of the country.

The variability in the quality of the road infrastructure, over time and space, is an
importand determinant of spatial price differences. Poor quality and seasonal
differences in road access have direct effects on transport costs and time required to
reach the villages, and will therefore raise prices of retail products. The road
conditions in Lao PDR differ according to seasonal changes in weather, as seen in
Table 4. Road access during the dry season is considerably higher in all regions. At
the national level, 61% of the villages in the studied sample have all season access to
a road. Another 14% of villages have dry season access only. Unsurprisingly, road
access is best in Vientiane Municipality and the Central region, and weakest in the
North.

15



Table 4: Road Access Characteristics.

Region Road Access, Share of Villages
Dry season All Seasons
Vientiane 100 100
Central 88.2 70.2
North 54.7 43.8
South 77.8 61.1
Lao PDR 74.5 61.1

Source: Authors calculations based on LECS3.

The regional differences between villages regarding access to roads are significantly
higher than the regional differences between villages regarding access to markets.
Access to markets can still be considered a rare facility in large parts of Lao PDR.
Yet, it is important to note that the absence of a market does not mean a fully self-
sufficient livelihood, as very basic retail products are marketed by small individual
village shops. The market can be seen as an agglomeration of suppliers that provides a
larger variety of marketed products. The larger number of suppliers is also likely to
provide competition and lower prices, since it tends to reduce the market power (and

profit margins) of the individual suppliers or traders.

To examine spatial price variations, we study the price of a domestically
manufactured retail product, namely a 640 ml glass bottle of Beer Lao. This product is
only produced at one location in Vientiane Municipality and transported and sold to
all parts of Lao PDR. The market for beer in Lao PDR at the time of the LECS
surveys could be characterized as a monopoly market with only one marketed beer
brand. The company had specially assigned dealers in 15 provinces that provided

distribution to the whole country.

The first step in the analysis is to compare the price per bottle of Beer Lao in the
provincial capitals, as presented in Figure 5. The lowest prices are found in Vientiane
Municipality, Luangphrabang, Phongphong (which is the provincial capital of
Vientiane Province) and Sekong in the South, which all exhibit a price per bottle of

approximately 5000 Kip.
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Figure 5 Price of Beer in Provincial Capitals, Kip per Bottle.
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