
Northern Rural Infrastructure Development Sector Project (RRP LAO 42203) 

ECONOMIC AND FINANCIAL ANALYSIS 
 

1. In view of the sector lending modality of the Northern Rural Infrastructure Development 
Sector Project, an economic analysis has been carried out on the proposed grant based on 
Asian Development Bank (ADB) guidelines1. The proposed project is an investment grant, the 
funds from which will be applied to preselected and screened subprojects. Preselection was 
agreed with the government based on recent experiences with sector modality projects in the 
Lao People’s Democratic Republic (Lao PDR) where subprojects have not been pre-identified. 
The proposed project seeks to influence policy development and thereby qualifies as a sector 
grant as it will “systematize the present ad hoc approach to sector development through 
emphasis…on considerations in the development of the sector,”2 an ADB requirement for a 
sector loan. A more detailed analysis of one representative subproject to confirm economic 
viability and its contribution to sector development objectives is presented the web-linked 
document Feasibility Study: Nam Haad Irrigation Rehabilitation Subproject (Appendix 2). 
Further material on the sector and planning contexts for the sector are in the web-linked 
document Sector Assessment (Summary): Agriculture (Appendix 2). 
 
A. Rationale for Government Involvement 

2. The Lao PDR has abundant land resources and a strong agricultural background that 
has recommended it to neighboring countries as a potential supplier of agricultural goods, both 
food for consumption and raw materials for agro-processing. Strong demand for agricultural 
commodities has raised interest in contract farming and foreign direct investment that has 
intensified already significant demand for agricultural land, sometimes in inappropriate and 
environmentally sensitive areas. The government must adopt a leading role in managing these 
external influences as they have direct impact on its poverty-reduction objectives in areas where 
poverty rates have remained persistently high, while the Lao PDR must maintain 
competitiveness in the region through enhanced agricultural productivity. The development of 
higher-capacity transport corridors linking the People’s Republic of China and Thailand and of 
smaller transport routes east to Viet Nam have enabled the supply of agricultural produce from 
northern Lao PDR to its neighbors. 
 
3. Another part of the rationale for government involvement is the nature of rural 
infrastructure as largely a public good whose benefits are largely neither excludable nor 
subtractable. Infrastructure investments tend to require large capital resources, which preclude 
private investment because the means of recovering rents or user charges are not well 
developed in Lao PDR, despite some as yet unachieved policies in respect of irrigation 
management and transfer. Except for irrigation and water-supply facilities for which target 
beneficiaries can be clearly identified, benefits from public good investments are distributed over 
a large number of unidentifiable users, which reinforces the public nature of the investment. 
Similarly, the proposed support to producer associations and farmer groups is not something 
that would likely be done by the private sector. 
 
B. Goals of the Strategic Plan 

4. The government’s guiding document is the Seventh National Socio-Economic 
Development Plan, 2011–2015 currently under preparation. In addition to this, the Ministry of 
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Agriculture and Forestry is following its own strategic document that is consistent with the 
seventh plan and outlines four overall objectives to be achieved through 13 measures. The four 
strategic objectives are (i) increased food production and security, with annual food production 
equivalent to 3.3 million tons of rice increasing national average consumption to 350 kilograms 
per capita per year, including in poor districts, and other targets for protein; (ii) increased 
production of materials for domestic agro-processing to allow agriculture and forestry exports to 
increase to 30% of exports by value, or $1 billion in 2010; (iii) the stabilization of shifting 
cultivation, which is the main strategy of poverty reduction in the 47 poorest districts, which also 
provides environmental protection; and (iv) sustainable forest management and commercial 
plantations to increase forest cover from 9.5 million hectares in 2005 to 12 million hectares in 
2010. The Ministry of Agriculture and Fisheries is developing its own Rural Development Vision 
to 2020, which outlines its changing role to support increased commercialization in the sector. 
These plans are discussed more fully in the web-linked document Sector Assessment 
(Summary): Agriculture (Appendix 2). 
 
C. Government Plans 

5. Refer to the web-linked document Sector Assessment (Summary): Agriculture (Appendix 
2). 
 
D. Associated Economic Policies 

6. Two recent policy initiatives other than Vision 2020 that are likely to affect agriculture are 
(i) the policy on decentralizing the management of land resources and technical support 
services and (ii) the policy on maintaining irrigation infrastructure. The government has attached 
significant importance to kumban (village cluster) and district capacity to identify investments, 
though the funds for such investments are as yet essentially limited to initiatives financed 
bilaterally and multilaterally. Items identified at this level tend to be smaller public investments of 
immediate relevance to local communities. They tend not to have a broader economic 
development rationale or any appreciation of larger development issues such as connectivity 
with the broader intraregional road network. This has created an opportunity for coordination 
with these smaller investments to strengthen their impact. Linking village or kumban roads with 
a district road has far more potential for impact than isolated road alignments. 
 
7. The second policy is related to irrigation management and transfer. The government 
wishes to recover operation and maintenance (O&M) costs from immediate beneficiaries. Water 
user groups have been charged with responsibility for setting water service fees to recover O&M 
costs. For larger schemes, pricing policy does not provide for full cost recovery. In many cases, 
recovered user charges are insufficient to meet immediate O&M needs, as there remains a 
significant public need to maintain the operations of pumping equipment that rely on expensive 
electricity. Local authorities cannot afford to finance these works comprehensively as provincial 
budgetary allocations are limited, so inevitably assets deteriorate. Because of the limited 
resources available in districts and provinces for the O&M of irrigation facilities, particularly for 
the more expensive periodic maintenance, facilities are seldom maintained in sound working 
order. The project has addressed this issue by supporting the further development of O&M 
policy with technical and policy specialists provided under the project. 
 
E. Government and Local Consultant Capacity 

8. The government has demonstrated capacity to implement ADB-funded sector modality 
projects such as the recently completed Community Managed Irrigation Sector Project, Northern 
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Community Managed Sector Project, and Decentralized Irrigation Sector Management Project. 
The government has demonstrated its capacity to identify, prioritize, and prepare detailed 
designs for the implementation of these sector modality projects. The ADB-funded 
Decentralized Irrigation Sector Management Project was implemented through provincial project 
management units for which there was significant capacity building in subproject identification, 
design, works supervision, and general project management. While a recent review mission 
assessed that more capacity building was needed in safeguards and economic evaluation, the 
project has demonstrated that capacity to implement a sector modality project has been 
established. The Northern Community Managed Irrigation Sector Project was rated as ADB’s 
most successful project in the Lao PDR in 2009. 
 
F. Fiscal Impacts 

9. Most subprojects will be a mix of rural infrastructure together with associated 
investments in “soft” initiatives for farmer group support, technical extension services, and 
marketing initiatives. Most of the rehabilitated rural roads and irrigation works will be sufficiently 
small that communities will assume responsibility for their routine maintenance. The government 
is committed to charging water users to provide for O&M. Where it is possible to identify local 
beneficiaries, they will be able to contribute to O&M. For roads and other more public 
infrastructure, periodic maintenance will inevitably be the responsibility of districts and 
provinces. Because the capacity of rural provinces to raise revenue is limited, sustainability 
depends very much on central government budgetary allocations. Sustainability is more an 
issue of limited resources than of financial management. 
 
10. A review of the financial positions of the target provinces shows significant growth in 
financial activity and sources of funding, and the allocation of these funds to both capital and 
recurrent expenditure. Provinces continue their focus on capital investment, which accounts for, 
on average, 20% of provincial expenditure. Target provinces depend on the central 
government’s budget resources for an average of 85% of their revenues, as economic 
development opportunities are limited. The allocation of maintenance budgets continues to be a 
challenge facing poor provinces. Further, as their economies develop, provinces will need 
greater allocations for recurrent maintenance than for new infrastructure investment. The ADB 
grant will finance the taxes and duties that have caused difficulties for project implementation 
regarding counterpart allocations. 
 
G. Economic Risks 

13. The major economic risk to the successful outcome of the project is the need for periodic 
and routine maintenance to sustain benefits. The economic analysis in Annex 6 of the web-
linked document Feasibility Study: Nam Haad Irrigation Rehabilitation Subproject (Appendix 2) 
draws attention to the sensitivity of economic internal rates of return (EIRRs) for the 
representative subproject to the maintenance of irrigation systems. If the life of the subproject is 
reduced by 5 years from 25 years, the estimated EIRR is reduced from 15.6% to 14.8%; if 
reduced by 10 years, the EIRR falls to 13.3%. The sensitivity analysis of the Nam Haad 
Irrigation Rehabilitation Subproject suggests that the economic risk is tied to the effective 
command area of the subproject. As this investment has a relatively high unit cost, there is the 
risk that a reduced command area would have a significant impact on the anticipated EIRR. A 
20% reduction of the command area would reduce the EIRR to less than the opportunity cost of 
capital. 
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H. Government Commitment 

15. The commitment of the central and provincial governments was strong during project 
preparation. This was manifested by, among other things, the presence at workshops of deputy 
governors from the participating provinces. The provincial administrations see considerable 
merit in the scope and objectives of the project, as it has been developed in a participatory 
manner with numerous workshops and individual consultations. What they appreciate is the 
expectation that there will be greater management of contract farming and foreign direct 
investment, which are currently out of hand, and of their consequences for local communities’ 
access to land. Government commitment is clear in that it welcomes project objectives and will 
build local capacity where decisions are made. The provision of substantial funds not available 
in the past will allow the provinces to prioritize their development investments in a participatory 
manner. 
 
I. Coordination of Foreign Aid 

16. A number of international agencies and bilateral development partners (DP) work in rural 
development, as do limited state-funded initiatives.3 The government has promoted a broad-
based and sector-wide approach to coordinate rural development to improve impact from DP 
support, improve communication among DPs, and facilitate their adoption of a more unified 
approach under the government’s guidance. The formation of an upland sub-working group in 
the north of the country appears to be an effective means for coordinating DP support. The 
ADB-funded project has worked closely with this group during project preparation, as there are 
a number of policy-related topics that are common to both areas, particularly in respect of land 
tenure, concessions, and preserving the rights of traditional users of forest resources. 
 
J. Conditions Attached to the Loan 

17. Most conditions on the proposed project relate to subproject identification and have been 
incorporated in the preparatory phase with the screening of candidate subprojects.4 The project 
is intended to have national impact through policy development and improved rigor in 
investment appraisal with a focus on safeguard issues, in particular gender and the indigenous 
people that constitute the majority of the beneficiary population. It will influence the protection of 
user rights in traditional upland farming areas in irrigation catchment areas. The project will 
develop awareness of the need for safeguards when considering proposed investments. The 
criteria for subprojects will ensure that these aspects are considered in the selection process 
and will be confirmed in loan conditions.5 
 
K. Economic Analysis of Representative Subprojects 

18. Given the sector modality of the proposed project, one representative subproject was 
analyzed to determine its suitability. The subproject showed an EIRR of 15.6% based on 
identified net benefit flows. As additional benefits from the investment could not readily be 
quantified, estimates were considered to be conservative. Sensitivity tests of the main variables 
with potential to affect the findings included those on price declines, increases on capital costs, 
and reduction in utilization. Sensitivity to routine and periodic maintenance was also analyzed, 
with utilization declining to pre-rehabilitation levels after maintenance ceased. Benefits were 

                                                 
3 Development Coordination (Appendix 2). 
4 List of Prescreened and Eligible Subprojects (Appendix 2). 
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sensitive to changes in unit investment costs as they applied to the effective command area. 
The economic benefit from subproject investments are, in line with selection criteria, higher than 
the opportunity cost of capital and constitute sound economic investments without negative 
social and environmental impacts. Preliminary estimates for the rural access road in Phongsaly 
and irrigation rehabilitation in Luang Namtha suggest EIRRs of more than 12% based on 
quantified benefits. 


