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 1. Sector Performance, Problems, and Opportunities 
 
1. The Lao PDR Government has been engaged in a nearly decade-long effort to 
strengthen the soundness, efficiency, and commercial orientation of the financial sector. The 
steps taken by the authorities have included far-reaching changes in the legal environment and 
a major restructuring of state-owned commercial banks (SOCB’s). The reform process got off to 
a slow start, in part because some of the early efforts were overly ambitious in light of limited 
implementation capacity and insufficiently prioritized. However, refinements to the financial 
sector strategy that have been introduced since 2006, along with further training and experience, 
have helped achieve a better focus on the most critical—and doable—elements of the strategy 
and a stronger buy-in among the banks.  
 
2. Solid gains across a broad front. The restructuring and recapitalization of the SOCB’s 
resulted in the write off of a large stock of nonperforming loans (NPL’s). As a result, the NPL 
ratio for the banking sector as a whole has plunged from 13.9 percent at end-2005 to 1.8 
percent at end-2009. Similarly, the recapitalization of state banks by the Government, along with 
more profitable operating results at many banks, has dramatically boosted the ratio of regulatory 
capital to risk-weighted assets (CAR) from 3.3 percent in 2007 to 13.3 percent in 2009. The 
entry of new foreign and private banks has brought in technical skills, expanded access to 
banking services, and helped create a more commercially oriented and competitive banking 
sector that could help mobilize savings and channel them to the most efficient uses. The depth 
of the financial system, as measured by the stock of broad money or the stock of banking 
system credit relative to the size of GDP, has increased significantly. External auditing 
requirements have been introduced, and a depositor protection system has been established. 
As a result, and despite the gathering storm of a global financial crisis, the Lao banking sector 
has been significantly strengthened by the reforms. The improved functioning of the financial 
sector has, in turn, contributed to Lao PDR’s strong economic growth performance, which 
averaged 7.7 percent per annum during 2005-09.   
 
3. Banking dependent financial system. The Lao banking system currently comprises 24 
institutions, which together account for an estimated 98 percent of total financial sector assets. 
Three full-service SOCB’s1 together account for 73 percent of total bank deposits at end-2009. 
Two joint venture commercial banks owned by the Lao Government in partnership with French 
and Vietnamese banks have a market share of about 5 percent. There are seven privately held 
commercial banks with a current aggregate market share of 9 percent, and ten branches of 
foreign commercial banks2. These institutions have a current market share of 8 percent and 
tend to focus their business lines on serving trade and foreign investment customers from their 
home countries. Nonbank financial institutions (NBFI) regulated by the Bank of Lao PDR (BOL) 
comprise a postal saving institution, five deposit taking microfinance institutions (MFI), eight 
non-deposit taking NBFI’s, 13 credit cooperatives and saving deposit institutions, two savings 
fund, eight other non-deposit taking NBFI’s, and 22 pawnshops. There are three insurance 
companies, all of which are majority owned by foreign investors, and a small number of 

                                                 
1  The Banque Pour Le Commerce Exterieur (BCEL), the Lao Development Bank (LDB), and the Agriculture 
Promotion Bank (APB). 
2 From Australia, Korea, Malaysia, Thailand, Vietnam and a small participation of IFC 
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non-bank lenders3. There is no bond market and the newly opened stock market has only 2 
listings with a ½ day trading schedule. 
 
4. Understated banking sector risks. Financial soundness indicators for the banking 
system as a whole have improved significantly. With the large-scale write-offs of bad assets 
made possible by the recapitalization of the state banks, aggregate Nonperforming Loans 
(NPL’s) of the banking sector plunged from 13.9 percent of total assets at end-2005 to 1.8 
percent at end-2009, which is comparable to, or better than, comparator countries. The ratio of 
regulatory capital to risk-weighted assets increased sharply from 3.3 percent at end-2007 to 
13.3 percent at end-2009, bringing it close to the levels in regional comparators. As the size of 
the banking sector has increased, the extent of financial intermediation has also grown. Broad 
money as a share of GDP increased from 17.4 percent in 2000 to 31.9 percent in 2009, and the 
number of bank branches per thousand adults increased from 1.6 in 2005 to 2.4 in 2009.  
 
5. However, a number of risks have manifested themselves which have, in turn, given rise 
to un-quantified exposures. First, the banking sector is comprised of a relatively high number of 
banks given the limited size and development of the overall economy. This large growth in the 
number of banks is further exacerbated by the rapid growth in the level of lending in the banking 
system. Lending volume increased 101% in 2009 and 80% in 2008. While figures for 2010 were 
not provided by the BOL, a review of select bank data and discussions with select Lao banks 
indicates that a growth rate of near 100% is also likely in 2010 and into 2011. Further, there are 
large disparities in the performance of individual institutions. While the largest of the state 
owned banks has raised its regulatory capital adequacy ratio to 12 percent, the other two state 
banks remain mired in low or even negative capitalization. Finally, significant doubts remain 
about whether the accounting conventions established by the BOL present an accurate picture 
of a bank’s true financial condition. A fairly recent External Audit Report for one of the SOCB’s 
found that applying IAS 39 resulted in a tripling of loan loss reserves.  
 
6. Therefore, despite these impressive achievements, the building of a strong financial 
sector remains a work in progress. Some longstanding issues have not yet been fully 
addressed, while other new challenges have arisen, which will require the continued 
implementation of, and, in some cases, further refinements to, the financial reform strategy.  
 
7. Lack of transparency. A pervasive lack of transparency adversely affects the 
investment climate, reduces the effectiveness of donor intervention and remains an important 
constraint to financial sector development. Many banks do not disseminate their financial 
statements or annual reports to the public. For its part, the BOL provides very little information 
about the condition of the financial sector. Further, BOL’s unwillingness to provide certain key 
documentation, such as current operational standards and reports, as well as banking data to 
be used as the basis of case study have compromised the effectiveness of TA projects. Greater 
transparency is also needed concerning the deposit insurance system in terms of coverage and 
operational standards. 
 
8. Independence of the BOL. The BOL faces potentially conflicting pressures in carrying 
out its joint responsibilities: (i) to supervise the banking system (including state-owned banks); 
(ii) to conduct monetary policy so as to achieve the Government’s monetary policy targets; and 
(iii) to promote the achievement of the Government’s development objectives. In addition, the 

                                                 
3 The reason why these financial institutions developed so late in the economy is because there was no clear 
indication which ministry would be responsible to supervise them.  Additionally, there was no legal framework to 
regulate these institutions.   
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BOL provides extra-budgetary support directly to public projects and state enterprises and 
purchases problem assets directly from the financial institutions it regulates. These activities 
conflict with the BOL’s function as a banking regulator, cause market distortions and inhibits the 
development of market discipline. Direct lending provides excess liquidity to the banking system, 
has the potential to fuel an increase in inflation and prevents the development of a short-term 
money market.  
 
9. Limited technical capacity. The BOL’s technical ability and financial resources to carry 
out its supervisory duties are thinly stretched. Very rapid growth in banking assets and the 
continuing interest in licensing additional banks has reduced the resources than can be 
committed to any one examination. Even without rapid growth, compliance based solo entity 
examination methodologies coupled with an over-commitment to the examination of non-bank 
financial institutions have reduced the effectiveness of the overall supervision function. Closer 
collaboration with the home country supervisors of foreign banks operating in Lao PDR could 
help leverage the BOL’s resources while also providing an element of capacity building. Still, 
additional training to improve the skills and operating procedures of the BOL staff will be 
needed.  
 
10. Legal framework is still lacking. While the basic elements are in place, vital areas are 
missing and certain elements require expansion and clarification. The regulation of foreign 
currency exposures in the banking system requires significant improvements as banks 
commonly use multiple currencies in lending with large mismatches between the sources of 
bank funding and assets. No guidance exists governing the management of liquidity within the 
banking system and no comprehensive assessment of banking sector liquidity has been 
performed. Capital adequacy standards now in place do not conform to international standards 
per Basel 1 or the 1996 market risk amendment. The BOL now issues separate licenses for 
select additional activities of banks that include branching and opening ATM’s, but the licensing 
criteria is basic and does not allow for sufficient control over the rapidly growing banking. Finally, 
banks are not currently guided as to the minimum risk management standards and global best 
practices that they must implement. Rather, the BOL has imposed various formal and informal 
performance targets or ratios (a.k.a. benchmarks) on banks. These performance controls more 
closely resemble budget targets and are often in conflict with the primary role of bank 
supervisor.  
 
11. Limited credit information. The World Bank’s Doing Business database gives Lao 
PDR a rating of zero on its six point index of credit information. The lack of good credit 
information and the weakness of the ability to enforce contracts are among the factors that 
contribute to the high cost of financial services in Lao PDR, as reflected in large spread between 
bank lending rates and the yield on government bills. Lowering the costs of financial 
intermediation through the establishment of better information and stronger legal institutions 
would strengthen the efficiency of markets and facilitate the achievements of Lao PDR’s 
developmental objectives. 
 
 
 
 
 
 
 
 
 



4 

 2. Government’s Sector Strategy 
 
12. The Government has adopted a Financial Institution Development Strategy covering 
2009 to 20204. The primary focus of this strategy is to create favorable conditions to allow both 
banks non-bank financial institutions to mobilize funds efficiently and allocate these funds for 
socio-economic development through the use of varied products and services and modern 
technology. To strengthen and modernize the central bank, the Government will clearly 
separate the various objectives of the supervision function and improve the supervision 
infrastructure itself. In addition, new methodologies for staff selection will be introduced to 
emphasize the appropriate knowledge and ability. The existing data collection system will be 
modernized to improve its speed and efficiency while the data collected will be standardized and 
expanded to support the eventual creation of a credit bureau. The BOL will, in turn, create 
conditions to provide for the easy entry and exit of commercial banks and will liberalize the 
environment to allow many types of commercial banks and forms of ownership. At the same 
time, the BOL will create a fair and transparent business environment for the banking sector. 
 
13. The money market at present includes the foreign exchange inter-bank market and the 
T-bills secondary market. These markets are not active and require improvements to their 
infrastructure. To address these issues, the government will create a short-term money market, 
supported with modern technology, to enable a large number of participants to manage their 
liquidity. In addition, the Government will develop indirect monetary instruments and upgrade 
the standard of monetary policy instruments to be more efficient. Concurrently, the Government 
will encourage the formation of a domestic capital market by creating the basic conditions for 
the establishment of a stock market with the intent of strengthening the markets operations to 
support eventual integration into regional markets.  
 
14. Finally, the Government will develop an infrastructure that enables financial sector 
development. A legal environment will be created that will provide transparent, equal and fair 
rules, regulations and standards. National accounting standards will be adopted that ensure a 
concise and accurate presentation of financial transactions and businesses. The Government 
will Implement a modern payment system nationwide and expand participation in the Depositors 
Protection Fund. Finally, the Government will implement a human resource development policy 
backed by appropriate remuneration and incentives. Long and short term training will be 
coordinated between the financial sector and education sector to ensure an adequate supply of 
qualified staff is available to the industry. 
 
 3. ADB Sector Experience and Assistance Program 
 
15. The most recent Country Assistance Program Evaluation5 (CAPE) program rated the 
overall performance of the ADB’s engagement in the combined finance sector (finance, industry 
and small and medium-sized enterprises [SMEs], tourism, and trade) as successful, with scope 
for further improvement in the banking sub-sector. Overall, ADB programs, projects, and TA 
were found to be satisfactory in strategic positioning, relevant in their programs, effective in 

                                                 
4 The objectives of this strategy are to implement the contents of the resolutions of the VIII Party Congress and the 
Sixth Five Year Plan of the Government, aiming to develop the country for prosperity and to graduate from a least 
developed country in the year 2020, by developing financial institutions in a systematic and balanced approach for a 
strong and modernized expansion and to have balance in the economic system. The strategy was developed with the 
support of the World Bank.  
5 ADB. 2010. Country Assistance Program Evaluation Program, Lao People's Democratic Republic: Sustainable 
Growth and Integration. Manila. 
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achieving outcomes, less efficient in achieving outcomes and outputs, likely to be sustainable, 
and less satisfactory in terms of developmental impacts. The satisfactory aspects of the ADB’s 
engagement include the opening of the banking system for private sector participation, and the 
development of a foundation for the rural finance and microfinance sectors. On the other hand, 
the engagement was not successful in reforming the state-owned commercial bank (SOCB) 
sector. The strategy appears, in hindsight, to have had little prospect for success. The design of 
the reform program, which turned out to be over complex, was simply not commensurate with 
the country’s absorptive capacity. Instead, the CAPE noted that stronger measures should have 
been taken to strengthen the BOL’s capacity for more rigorous supervision and control of the 
banking system, which could in turn have helped to improve the financial positions of the 
SOCB’s. 
 
16. Overall, a common lesson identified in the evaluation was that inadequate capacity 
impeded progress in adopting and enforcing reform, properly implementing projects, and 
professionally managing institutions. Further, the CAPE noted that there is a need for capacity 
enhancement in the public and private sectors, particularly in regard to technical skills, language 
skills, and ICT knowledge development. With regard to financial sector development, the CAPE 
recommended that the ADB, together with the International Monetary Fund, the World Bank, 
and other development partners, needs to continue its ongoing dialogue with the government to 
build capacity and to ensure the BOL can properly supervise and control the finance sector. The 
CAPE also recommended that the ADB should encourage the development of a financial sector 
strategy, which includes the privatization of the SOCB’s, to ensure it can coordinate future 
support with that of other partners.  
 
17. The ongoing technical assistance project6 has incorporated these lessons learned and 
has prioritized capacity development of the financial regulators in the BOL. The impact of the TA 
will be improved financial soundness of the banking and microfinance sectors. The outcome of 
the TA will be improved BOL supervision of the banks and MFI’s, and enhanced monitoring of 
cash transactions. Outputs include; i) strengthened capacity for effective supervision of 
commercial banks, ii) strengthened institutional capacity of the microfinance supervision unit, 
and iii) enhanced capacity of staff at the Anti-Money Laundering Intelligence Unit. 
 
18. However, the overall effectiveness of the ongoing TA project has been somewhat 
diminished by a lack of transparency at the BOL as well as issues related to the BOL’s 
independence. Efforts to develop a sector assessment and to strengthen the bank supervision 
function were severely constrained by the BOL’s unwillingness to share critical information 
regarding the financial standing and operating condition of the banking sector. Further, the 
BOL’s independence appears to have been compromised by the practice of supporting 
government owned corporations through direct lending as well as the reported purchase of 
problem debt directly from banks. While the microfinance component has achieved progress, 
the anti-money laundering component remains largely unfinished due to reluctance by the BOL 
to address long standing weaknesses in the country’s anti-money laundering architecture. Given 
these impediments, ADB will pursue a limited engagement in the financial sector. Technical 
assistance will be provided to address potential financial sector stability issues, initiation of 
sustained capacity development in coordination with Bank Negara Malaysia, and the 
development of a financial sector master plan. Policy dialogue will continue in an effort to 
overcome issues related to transparency and cooperation. 

                                                 
6  ADB. 2010. LAO TA42224 Capacity Development Technical Assistance (CDTA), Enhancing Financial Sector 
Supervision. Manila. 
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Problem Tree for Finance Sector 
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Sector Results Framework (Financial Sector, 2012-2016) 
Country Sector Outcomes Country Sector Outputs ADB Sector Operations 

Sector Outcomes with  
ADB Contribution 

Indicators with 
Targets and 
Baselines 

Sector Outputs with 
ADB Contribution 

Indicators with 
Incremental 
Targets 

Planned and 
Ongoing ADB 
Interventions 

Main Outputs 
Expected from ADB 
Interventions 

Improved financial 
soundness and diversity 
of the financial and 
microfinance sectors 
 

M2 increases to 40% 
of GDP by 2016 (32% 
in 2009) 
 
Size of non-bank 
financial sector 
increases to exceed 
2% of GDP in 2016 
(0% in 2009)  
 
Gross banking sector 
NPLs decline to below 
5% by 2016 (14% in 
2008) 
 
 

Increased number of 
listed stocks  
 
 
Foundation for bond 
market established 
 
 
 
Increased availability 
of affordable funding 
 
 
 
Increase in number of 
households with 
access to institutional 
financial services  
credit  
 
MFIs offer more 
diversified loans, 
savings, and 
insurance products to 
the poor in rural areas 
 
Financial sector 
regulators 
strengthened 
 
 

Number of listed 
stocks to exceed 5 by 
2016 from 2 in 2010 
 
Financial sector 
development master 
plan developed and 
adopted 
 
Average lending rate 
per annum declines 
by at least 10% (24% 
in 2008) 
 
Increase to 20% by 
2016 from 10% in 
2008  
 
 
 
Only short-term loans 
and limited savings 
products available in 
2008 
 
 
Sustainable capacity 
development 
programs initiated  

Pipeline projects:  
2012 CDTA-Financial 
Sector Development 
and Stability ($1.5 
million) 
 
 
 
 
Ongoing projects:  
LAO TA7500  

 
Non-bank financial 
sub-sector increased and 
diversified 
 
Capacity of non-bank 
regulators and private 
sector strengthened 
 
Bank supervision 
capacity strengthened 
 
Microfinance supervision 
capacity strengthened 
 
AMLIU capacity 
enhanced 
 

AMLIU = Anti-Money Laundering Intelligence Unit, GDP = Gross Domestic Product, MFI = microfinance institution, M2 = Money Supply, NPL = non-performing loan.  
Source: Asian Development Bank. 
 
 
 
  


