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Abstract

International trade is the main driving force behieconomic development of many
countries. It is a significant source of foreignrremcy and national income, which can be
used to support a country’s economic growth. Mamgvetbping economies have
implemented trade liberalization by participatimgviarious Free Trade Agreements (FTAS)

in order to improve market access and increaseregpdormance.

This research aims to analyze the progress of tiaeelization and looks at various types of
trade costs encountered by Lao exporters. It \gt aentify the determinants of Lao exports
in its relationship with major trading partners, iglhemerge as a consequence of already
implemented FTAs. In this process the panel Gravibdel will be used. For this purpose,
20 major Lao’s trading partners have been selantédte period of 2005-2012.

The findings suggest that trade liberalization played a crucial role in stimulating exports
of Laos to major trading partners, as indicatedh®y tremendous increase in the country’s
export, from $US330 million in the year 2000 to $2269 million in 2012. Major export
goods include mineral products; garment and adticail products, all of which combined
accounted for 74.31% of the total exports in 201dv trading partners of Lao PDR are
Thailand, Australia and Vietham. These three coemtaccount for two-thirds of Lao’s total
export. The result of the Gravity model suggestd trading partners’ income, geographical
distance and common border should be considerebetsignificant factors affecting a
country’s exports. While the FTAs implementatiorrntl out to have either ambiguous
impacts, or negative effects on exports, the ldakxport diversification and the low capacity
of domestic producers might be significant factassing less preferential tariff utilization.
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The Impact of Trade Cost and Trade Facilitation
on Export of Lao PDR

1. Introduction

The experiences of many developed and developingtdes demonstrated in the past that
trade can be an engine for growth that can legubterty reduction, which is a priority for
development progress of many countries. Hence, rdamgloping countries, including Lao
People’s Democratic Republic (Lao PDR), have exgm@stheir intention to pursue trade
liberalization by increasing their integration inttee world economy. Lao PDR has opened its
doors by participating in the global economy andodiucing the New Economic Mechanism
(NEM) in 1986, under which the transformation francentrally planned economy to a

market mechanism is the initial step of economicrra in Laos.

The economic growth of Lao PDR was acceleratingratfte country became an ASEAN
member in 1997, which was followed by the impleraéioh of the ASEAN Free Trade Area
(AFTA) in 1998.Under the AFTA Common Effective Reedntial Tariff (CEPT) scheme,
Laos is eligible to export to ASEAN markets witletesely low import tariffs ranging from 0
to 5%, and it is expected that all tariff barriemSASEAN will be completely eliminated by
2015. Currently, Laos has extended its trade oelatto more than 50 countries, and it has
concluded Bilateral Trade Agreements (BTAs) withcbuntries These agreements provide

a great opportunity for market access of Lao’s etgpwith low import tariffs (MolC, 2013).

Furthermore, Laos can export to ASEAN’s Dialoguetriias with low import tariffs as a
consequence of Free Trade Agreements (FTAS), naimelxSEAN-China FTA in 2005, the
ASEAN-South Korea FTA in 2007, the ASEAN-Japan Feamrk Agreement for
Comprehensive Economic Partnership in 2009, and8teAN-Australia-New Zealand FTA

in 2010. In addition, under the Asia-Pacific Tratlgreement (APTA) Laos is eligible to
export some products to China, South Korea, InSia,Lanka and Bangladesh with low
preferential tariffs. An increase in both bilateaald multilateral trade agreements might be a
significant factor for the rapid export growth fradpS 324.88 million in the year 2000 to
$US 1.69 billion in 2011.Major Lao’s trading pantsere Thailand, Vietnam and Australia.

These three countries accounted for 70 % of Laosa export in 201%.

! They are Argentina, Belarus, Bulgaria, Cambodidan&Hhndonesia, India, South Korea, Kuwait, Malaysi
Mongolia, Myanmar, the Philippines, Russia, Thailafiurkey, America and Vietnam.
2 The author’s calculation base on the Ministryrafustry and Commerce (MolC) database, 2012.
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However, transaction costs of trade are often fotmdbe important determinants of the
volume of trade. Most studies show that economiegratio can reduce costs of
transportation in particular and of other infrasttwme services in general. The common
objective of economic integration is to reduce clirand indirect trade barriers. Strong
evidence shows that tariff barriers are now lowniost countries, on average less than 5% for
developed countries, and on average between 1020%0for developing countries, with a
few exceptions (Anderson and Van Wincoop, 2004)il&#he world has witnessed a drastic
fall in tariffs over the last two decades, a lothairriers still remain and do have a negative
impact on trade, which can be distinguished int'sarid ‘hard’ barriers. ‘Soft’ barriers are
dealt with through trade and business facilitatie@asures. The ‘hard’ set of trade barriers,
which are often encountered as physical or infuastire barriers, are addressed through

transport facilitation measures.

Improving trade facilitation is vital to supportiige exports of Laos, and it has become a
significant factor stimulating the country’'s exmortAccording to a World Bank’s survey,
export supported by the Lao Government policiesrade facilitation has improved slightly.
This is shown in the results of ‘the Ease of DoBugsinesses Index’ where Lao raised six
places in the rank, from 165n the Year 2012 to 189in 2014. In addition, numbers of
documents and time needed to export were reduoed I2 documents and 55 days in 2006
to 10 documents and 23 days in 2014. However,rimsaction costs in order to export have
increased from $US 1,420 per container in 2006U48 4,950 per container in 2014 (World
Bank, 2014). Thus, the question remains: whetherrtiprovement of trade facilitation can
reduce various types of trade costs and stimuldtescountry’s export. This important

guestion still needs to be addressed.

This research expects to provide a deeper unddistaof the causes and effects of various
transaction costs of trade between Laos and ilinygpartners. The findings from this study
will contribute to some policy implications, whidan be applied to improve the country’s

international trade policy.

% Economic integration refers to at least two cdesthave agreement to reduce import tariff and taoiff-
barriers in order to promote trade among countriembers.
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1.1. Research Objective

This paper provides an overview of trade costs @etgrminants of exports in Laos. The

specific objectives of this paper are:

1. to analyze the progress of trade liberalization amadous types of trade costs
encountered by Lao exporters

2. to estimate the determinants of exports of maplitrg partners as a consequence of
FTAs and various trade transaction costs.

1.2. Problem Statement

There are several types of trade transaction castsuntered by Lao’s exporters, which
include the documentation process for exports, kighsport costs, exchange rate volatility,

and import tariffs. Therefore, it is important toduv:

= What is the statistical significance of exportingsts encountered by major Laos’s
exporters?
= Does trade liberalization, by participating in wars FTAs and improving trade

facilitation, stimulate Lao’s exports?
1.3. Scope and Limitation

This research focuses on estimating trade costshwiglate to the bilateral exports between
Laos and its 20major trading partners, namely &hndi| Vietnam, Singapore, China, Japan,
South Korea, Australia, New Zealand, the UnitedieStaCanada, France, Germany, Italy,
Denmark, Switzerland, the Netherlands, Spain, theed Kingdom, Sweden, and Belgium.

This study expects to capture the effects of varitypes of trade costs. The panel data

analysis will be applied for the period of 2006-201
2. Review of the Conceptual Framework

Trade costs are directly inferred from observalilgtdral and international (domestic) trade
data, showing how much more expensive bilaterdktia relative to intra-national trade. In
order to understand the concept of comprehensadetcosts, an example of the flow of

exports from Laos to its trading partners is predidh Fig. 1.
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Figure 1: Trade Cost in Export Flows from Laosttolirading Partners

2.1. Theoretical Framework

This section will review some trade theories andvigus empirical studies in order to

highlight various types of trade transaction cestsountered by exporters.

2.1.1. Definition of Trade Facilitation

There are several organizations and researchetbetalefinition of the principal trade
facilities such as:

“Trade Facilitation plays an important role in theconomic development, as it enhances
countries’ competitiveness, allowing them to tradeds and services on time and with low
transaction costs(World Bank, 2003). Many developing countries nmay be able to take
advantage of those opportunities unless they cétenmvestments to develop their trading
capacities such as in ports and roads improvememgroved efficiency in customs
administration

Meanwhile, Wilson (2003) highlighted thdTrade costs associated with transportation

charges, documentation requirements and delay éaraelhce at a national border are as
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important as traditional border measures such asffaand quantitative restrictions”In
addition, Woo and Wilson (2000) explained more ‘trade facilitation referred to a
reduction of the logistics of moving goods throygiits or the documentation requirements
at a customs post at the bordeore recently, the definition has broadened tude the
environment in which trade transactions take pladesre domestic policies and institutional

structures play an important role.

In general, trade facilitate is reduction in redammcly costs and transaction trade and makes
seller ensure processes and activities conducteith wificiency, transparency and

predictability in the basis of a tradition whichshiaeen recognized by the international.

2.1.2. Tariffs

Tariffs, which are taxes on imports into a courdryregion, belong to the oldest forms of
government intervention in economic activities. Yhare implemented for two clear
economic purposes. First, they provide revenuehergovernment. Second, they improve
economic returns to firms and suppliers of resaurte domestic industry that face
competition from foreign imports. Tariffs are wiglelised to protect domestic producers’
incomes from foreign competition. This protectiommes at an economic cost to domestic
consumers who pay higher prices for import-compgegioods and to the economy as a whole
through the inefficient allocation of resourcedgfte import-competing domestic industry.

Three measures of tariff barriers are used:

1. Bilateral tariffs represent the simple averagefftaate country i applies on imports
from country j.

2. Import resistance represents a country's averagertntariff. We calculated this as
the average across all trading partners.

3. Export resistance represents the average tarifdfdmy a country’'s exports. We
calculated it as the weighted average import tahiét trading partners of country |
(the exporter) impose on imports from j. Weighte given by country i's share in
country j's total exports. (Baier, 2001).

2.1.3. Non-Tariff Barriers
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Non-Tariff Barriers (NTBs) refer to restrictionsathresult from prohibitions, conditions, or
specific market requirements that make importatiownexportation of products difficult
and/or costly. NTBs also include unjustified andiowproper application of Non-Tariff
Measures (NTMs) such as Sanitary and Phyto-San(&y) measures and other Technical
Barriers to Trade (TBT).NTBs arise from differeneasures taken by governments and
authorities in the form of government laws, regolad, policies, conditions, restrictions or
specific requirements, and private sector busipeastices, or prohibitions that protect the
domestic industries from foreign competition (WoBdnk, 2004).

Non-Tariff Barriers to trade can arise from:

= Import bans and general or product-specific quotas

=  Complex/discriminatory Rules of Origin

= Quality conditions imposed by the importing courdrythe exporting countries
= Unjustified Sanitary and Phyto-Sanitary conditions

= Unreasonable/unjustified packaging, labeling, povdtandards\

= Complex regulatory environment

= Additional trade documents (Certificate of OrigimdaCertificate of Authenticity)
= QOccupational safety and health regulations

= Employment law

= Import licenses, export subsidies, and productdiaation

= Multiplicity and Controls of foreign exchange matrke

» Inadequate infrastructure

= Corrupt and/or lengthy customs procedures

2.1.4. Absolute Advantage

Absolute advantage is the simplest measure of esmnperformance. It is the ability to
produce a good at a lower cost, in terms of reabueces, than does another country.
Absolute Advantage is neither necessary nor sefiicfor a country to export a good. In
other words, a country has an absolute advantaggostcally over another, in a particular
good, when it can produce that good more cheaply @an produce more of the good than
can another country, with the same amount of ressurn fact, absolute advantage appears
when multiple products are being considered. Famgte, if Country “A” has an economic
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advantage over Country “B” at producing Product ,d¢hd Country “A” has an economic
advantage against Country “B” at producing Prod¥€¢t so “A” has an absolute advantage

against “B” with respect to products X and Y.

In fact, a country has an absolute advantage asdrading partners if it is able to produce

more of a good with the same amount of resourcéseosame amount of a good with fewer
resources. For example, Zambia has an absolutentadea over many countries in the

production of copper because of the existence sdrues of copper ore or bauxite. So in
terms of the production of goods, there are obvigaiss from specialization and trade, if

Zambia produces copper and exports it to thosetdearthat specialize in the production of

other goods or services. In other words, some casnhave an absolute advantage in the
production of many goods relative to their tradipgrtners. Some have an absolute
disadvantage. They are inefficient in producingyles of goods. The theory of comparative
costs argues that it is better for a country thanefficient at producing a good or service to
specialize in the production of the good it is taasfficient at, compared with the production

of other goods (Liu, 2009).

2.1.5. Comparative Advantage

Comparative advantage is a theory based upon af sssumptions, which is an abstraction
from the complexities of the real world. This thgexplains why the two countries (regions)
can be beneficial from trade, even though one efmtimay be able to produce every item
more cheaply than the other. As a result, the paitty a comparative advantage can produce
a particular good or service by giving up less galu other goods or services that he could
otherwise produce with his labor and resources tharother parties would have to give up

in producing that same good or service.

Comparative advantage measures efficiency in t@fmslative magnitudes. Since countries
have limited resources and level of technology ttend to produce goods or services in
which they have a comparative advantage. Comparatilvantage implies an opportunity
cost associated with the production of one goodpared to another. However, the theory
has some limitations because it is based on assumsptFor example, a firm’s costs are
based not only on factor costs, such as wages atdrials, but also on the volume of

production. Another limitation is that it ignoresopuct and program differentiation;
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specifically, the ability to compete in nationalinternational markets is only determined by
its cost position. The actual product, programedéhtiation and the effectiveness of the

company are more important to offer a competitifferong (Paul R. Krugman, 2003).

In conclusion, comparative advantage always detexsiithe direction of trade, but both
competitive and absolute advantage affect resoafleation, trade patterns and trade
volumes. Absolute advantage in the sense of amumifall in home costs tends to raise home
output in all sectors but also leads both countteespecialize less in accordance with

comparative advantage.
2.1.6. Strategy of Trade Facilitation Developmentrém 2011-2015

The Lao PDR Trade Facilitation Strategy from 20bhl 2015 was validated by the
government of Lao PDR. The purpose of the stratetyy improve the environment for doing
business in Lao PDR. It may also link the countryetlgional and international integration by
making trade procedures shorter, easier, more daaest, faster, more convenient, and
systematic and meet international standards. Fumihve, a facilitation strategy also
contributes to the National Socio Economic Develeptmfor the country, especially in
regard to the improvement of the livelihood for treople. There are 6 strategies in the Trade

Facilitation, which include:

1. Enhancement of trade facilitation among concermedrhinistries

2. Improvement of trade and customs procedures to e mimplified, transparent,
streamlined, and harmonized.

3. Implementation of obligations under bilateral, sefional, regional, and
international frameworks.
Improvement of trade operations and compliancegaolations.
Provision of equipment and facilities in streamiinenanagement of trade and
customs procedures.

6. Establishment of a National Trade Facilitation $&miat. In order to implement this
strategy, it is necessary to establish a detaitdidra plan to assign responsibility to

the concerned agencies (MolC, 2012)
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2.2. Review of Related Literatures

Trade costs have become a topic of attention inintexnational trade context during the
2000s. Many studies have estimated trade costaralgized the impacts of such costs on the
trade, both among countries and regions. Wongpit32 explains that the trade facilitation
factor has had an impact on manufacturing expartdhailand and has become more
important in the country’s manufacturing trade cdste results of this study are robust and
exhibit consistency with previous studies that hdwand that improvement of trade
facilitation enhances exports of manufacturing golog Thailand.

Ramos et al. (2011) applied disaggregate trade@SBtandard for International Trade
Classification) at the 1-digit level to compare #itects between tariff and non-tariff barriers
on trade flows in the context of the gravity mods}, selecting thirteen exporting countries,
which are developed and developing economies,dryéar 2000. The main results indicate
that trade barriers related to the number of dagsdocuments and technological innovation
had a stronger negative effect on trade than tdudffriers, both at the aggregate and
disaggregate levels. In addition, differentiated aapital-intensive goods tended to have

more benefits from an improvement of trade fadilita compared to homogenous goods.

De (2006b) provided evidence that transaction caststatistically significant and important
in explaining variations in trade in Asia. De foutitht port efficiency and infrastructure
quality are two important determinants of tradet€o$he higher the transaction costs, the
lower are the volume of trade. The finding showsegative relationship between transaction
costs and imports in the context of 15 Asian ecarerfor the year 2004. This relationship

clearly points to the fact that trade transactiosts do influence trade.

The infrastructure variables have explanatory powepredicting the trade volume. Limao
and Venables (2001) emphasized the dependencad# tosts on infrastructure where by
infrastructure is measured as an average of thsitgesf the road network, the paved road
network, the rail network and the number of teleghmain lines per person. A deterioration
of infrastructure from the median to the 75% oftihegions raises transport costs by 12%.
The median landlocked country has transport cosishware 55% higher than the median

coastal economy. A country’'s comparative advantalge depends upon the quality of
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infrastructure. Yeaple and Golub (2002) found tHdterences in the quality of public
infrastructure between countries can explain déffees in total factor productivity.

Anderson and van Wincoop (2004) found that theeguivalent of representative trade costs
for rich countries is 170%. This includes all traod, border-related and local distribution
costs from a foreign producer to the final usethim domestic country. Trade costs are greatly
linked to economic policy. Direct policy instrumerttariffs, the tariff equivalents of quotas
and trade barriers associated with the exchangessaitem) are less important than other
policies (transport infrastructure investment, lamforcement and related property rights

institutions, informational institutions, regulatidanguage).

Menon and Warr (2008) examine the impacts of roaghrovement in Lao People’s
Democratic Republic (Lao PDR), a poor, land-locksxintry. Lao PDR has a rugged,
mountainous terrain and generally low quality roddse poorest people often reside far from
urban centers and belong to the most disadvantpged of society caused by the high
transport costs that come as a result of bad nuiaastructure. Over the past two decades Lao
PDR has made substantial progress in removing Eghbdministrative obstacles to market-
based development and in opening up to trade \Wi&houtside world, but these reforms in
soft infrastructure may be of limited value for gugers facing very high transport costs
arising from inadequate market access due to phlysifrastructure constraints. Inadequate
or substandard roads remain a stubborn obstaclealwing the potential benefits from

international trade for rural residents.

John S. Wilson, Catherine L. Mannand/Tsunehiro/KIt$2003) analyzes the relationship
between trade facilitation, trade flows, and GDP gaita in the Asia- Pacific region for the
goods-producing sector. These are constructed igourgpecific data for: port efficiency,
customs environment, regulatory environment, andb@siness usage. The relationship
between these indicators and trade flows is estidhasing a gravity model. The results also
suggest that improvements in customs and greatmrsieess applications significantly
expands trade, but to a lesser degree than thet effgports or regulations. Then the model
estimates the benefits of specific trade facilwatiefforts by quantifying differential
improvements by members of the Asia Pacific Ecowo@ooperation (APEC) in these four
areas. Based on a scenario in which below aver&djeCAmembers improve capacity half-
way to meet all members, we find that intra-APE&I& could increase by $254billion. This
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represents approximately a 21% increase in intrB@Rrade flows; about half of that
increase coming from improved port efficienciestie region. Using Dollar and Kraay’s
estimation of the effect of trade on per capita GDlese improvements in trade facilitation

suggest an increase on APEC average per capitacb®DB%.

APEC (1999) also uses a CGE analysis. The “shoeluction in trade costs from trade
facilitation efforts differs by members of the gpoul percent of import prices ... for the
industrial countries and the newly industrializinguntries of Korea, Chinese Taipei and
Singapore, and 2% for the other developing couwsitri#he Report estimates that APEC
merchandise exports would increase by 3.3% frontrdue facilitation effort to reduce costs.
In comparison, the long - run increase in merchamttiade from completing Uruguay Round
commitments is estimated in this model to lead 8EL merchandise export growth by
7.9%.

Hausmann, Hwang and Rodirk’'s (2007) measure themecearned from exports. The
analysis then turns to the impact of trade fatibtaon export competitiveness. It shows that
trade facilitation, captured by the four indicatangated by Portugal, Perez and Wilson
(2010), and significantly bolsters a key sourceaipetitiveness, total-factor productivity.
This is being achieved through a transaction effieat the production effect in which trade
facilitation reallocates resources to more prodecsectors, proxies by the impact on the
income level of exports, is less sensitive. White tquality and quantity of physical
infrastructure is robust across specifications, theults suggest that trade facilitation
measures are best adopted as part of a holistie pralicy aimed at creating an environment

conducive to the diversification of African expottsensure long run export competitiveness.
3. Research Methodology

3.1. Empirical Model and Data Collection

Various approaches have been applied in order asune the effect of trade costs and capital
flows. The gravity model is considered to be on¢hef most successful methods, which can
be utilized to analyze the patterns of internatidreede including commodity shipping, labor
migration and foreign direct investment. The models first introduced by Tinbergen in

1962. The basic concept of the gravity model igpegpd to measure the bilateral trade flows
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between two countries based on economic sizes (GiDE) geographical distance. The

formula can be written as:

F =C——L 1)

Where, Fis trade flow from countries i to j, or it can repent total trade volume, #nd ¥
refer to the relevant economic sizes of countriesd j, and [p is the distance between
countries i and j. In order to capture various kiraf trade phenomena, previous studies
(Dell’ Ariccia, 1998; Elliot and Ikemoto, 2004; Kieand Hashimoto, 2005; Hapsari and
Mamgunsong, 2006; and Tumbarelo, 2007) includetwartypes of trade costs and some
common characteristics such as a shared bordemenon language, a joint currency, and a

preferential trade agreement.

In order to capture the international trade flovedaeen Laos and its major trading partners,
this study followed Liu (2009), Baier and Bergstd@801), and Wongpit (2013).In so doing
the natural logarithm of equation 1, combines thi@mon factors and includes various types

of trade costs. Thus, the gravity equation can bigen as:

logEX;j1 = Bo + B1logYy + By logY; + BslogD;j + BalogEj;
+ BslogT. + B¢ logdocj: + B Dpray, + Ps D_border;; + e,

The subscript i and j refer to exporting and impaytcountries and t refers to time. X

the real bilateral export value of country i to nby j at time t. ¥; and Yare the real gross
domestic product of countries i and j at time spectively; [} is the average distance
between capital cities of countries i and j; 5 the real bilateral exchange rate between
countries i and j at time t;;Tis an average MFN import tariff based on the Wbhmitment
;Docjt is a summation of a number of documents requinedxport procedures of Laos at

time t; DFTAUtis the binary variable, which is equal to 1 if twountries are involved in a

bilateral free trade agreement or regional freederaagreement at time t and O
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otherwiseD_border;; is the binary variable, which is equal to 1 if twountries share a
common border and 0 otherwiBglang;;is the binary variable, which is equal to 1 if two
countries have a common language and O othenliggs;,. is a dummy variable, which is

equal to 1 when the country i faced Asian financradis during 1997-1999, and 0 otherwise,
and @s the error term.

This research utilizes various data sources: lbdhtexport data are derived from the
Direction of Trade database and the Ministry ofuistdial and Commerce (MoIC), whereas
the data related to the distance between two desntare taken from the website:
www.timeandate.com, gross domestic product for leafborting and importing countries and
exchange rate data were gained from the UNCTADs$t online database, MFN import
tariff data come from the Integrated Database (IDWjtifications, WTO. The data

concerning the number of documents required fooexprocedures were obtained from the
World Bank’s “Doing business survey”, FTAs from Myl the UNESCAP Free Trade

Agreement database and the Asia Regional Integr&emter, ADB database.
3.2. Expected Research Outcome and Policy Relevance

This research sets out to identify major issuekelinto trade costs between Laos and its
trading partners, and it will provide recommendasido further enhance the trade policy
implications to ensure the effective contributioh international trades. Moreover, this
research aims to provide a deep understandingrajugatypes of trade-related costs, which
is considered to be important for policy makergmsuring that the country will benefit from
improving trade facilities. In addition, this resgais supposed to be a significant source for
the government in improving the country’s tradeigoturing the process of preparation for
the ASEAN Economic Community in 2015. Finally, thethors hope that the outputs from
this research will address the country’s internaldrade priorities, which can contribute to
the objectives of the Seventh Five-Year Nationati&&conomic Development Plan (2011-
2015).
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4. Empirical Results of the Study

4.1. The Overview of Trade Development in the LaoPR

The Lao PDR has gradually been integrated into glodal economy since 1986. The
economic reform process has greatly accelerated ¢ country joined the Association of
Southeast Asian Nations (ASEAN) in July 1997 anglemented the ASEAN Free Trade
Area (AFTA) in 1998 based on the agreement of tben@on Effective Preferential Tariff
(CEPT). As a consequence, Laos’s export has rapidhgased from $US330 million in 2000
to $US 2,269 million in 2012. At the same time, ortg have tremendously increased as well
from $ US$ 535 million in 2000 to $US 2,467 millian 2012. The monetary value of
imports surpasses the exports by far causing anchrtoade deficit, which on average
accounted for $US 242.34 million during the perd@001-2012.

3,000
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2,000 /

1,500

$US Millions

1,000 L

500 -

O T T T T T T T T T T T 1
2001 2002 200320042005 2006 2007/2008,.20092010 2011 2012

-500

-1,000

=o—Exports =#~Imports Trade deficit

Figure 2: The Overall Lao’s Trade during 2000-2012
Source: Ministry of Industry and Commerce (MolQ)13

Focusing on export product categories, we found é&xports of mineral products have
strongly increased from $US 11.37 million in 20@6&US 1,187 million in 2012, which
accounted for 55.10% of the total exports of thenty. A recent investment liberalization

allows foreign investors to invest in mining prdgdeading to in totalapproved111l FDI-
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projects ($US 2.81 billion) during the period of0801010, which ranks this sector only
second to the hydropower projects (MPI, 2012).A¢ #ame time, the share of garment
exports tended to decline from 24.82% in 2005 t@1% in 2012.Partially this was caused
by the financial crisis and recession in some Eeaopcountries reducing the demand for
garment products from Laos. (See Table 1)

The export of electricity showed a rapid increasenf $US 97.36 million in 2005 to $US 289
million in the year 2010. In the years after 2080ihe export value of electricity declined
again down to $US 171 million, which accounted 7®3% share in the total exports of Lao
PDR. In the previous two years, Laos was confrontét various natural disasters which
included droughts and tropical storms (Haima andckiNben in 2011).This could be

considered a significant factor causing the capatitelectricity production and export to be
reduced significantly. However, exports of agriatdl and livestock products and industrial
products have a high potential for growth, as isienavident by a20-fold export increase for
products of these two sectors during the periochf&D05-2012, reaching a height of $US
178.90 million and $US 160.90 million in 2012, winiaccounted for 8.34% and 7.46% of
total export, respectively.

Table 1: Major Export Products of Lao PDR durin@22012

No Categories($ millions) 2005 2006 2007 2008 2009 2010 2011 2012

1  Wood products 67.05 96.60 72.50 59.31 46.01 37.15 51.32 72.04
% to total export 19.01 11.00 7.82 4.53 4.09 2.07 592 3.34

2  Mineral products 11.37 393 243 4190 523.60 1,049 1,079 1,187
% to total export 3.22 44.8 26.3 3.22 46.56 58.664.60 55.10

3 Agricultural and livestock  8.86 29 42.80 44 70.66 98.80 68.50 178.90
products
% to total export 251 3.034 4.62 3.36 6.28 5,52 463. 8.34

4  Coffee 1091  9.71 25 154 13.89 19.9 67.2  66.26
% to total export 3.09 1.13 2.69 1.17 1.23 1.11 93.3 3.07

5  Handicraft products 12.49 1.12 3.7 0.39 0.47 0.39 0.94 0.38
% to total export 3.54 0.12 0.39 0.02 0.04 0.02 040. 0.01

6  Garment products 87.11 126 123 255 141.7 167 142 234.2
% to total export 24.82 14.42 13.3 19.5 12.64 9.337.18 10.87

7  electricity 97.36 101 92 97.1 274.6 289 178 171.00
% to total export 27.61 11.52 9.94 7.42 24.42 36.2 9.00 7.93
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No Categories($ millions) 2005 2006 2007 2008 2009 2010 2011 2012
8  Industrial products 7.16 17.9 9.41 26.12 26.12 114 120 160.9
% to total export 203 200 100 1.99 2.32 6.37 076. 7.46

Source: MolC, 2012

1,400
= 2000
2 1,200
S = 2001
E 1,000 = 2002
3 800 = 2003
= 2004
600
® 2005
400 | 2006
200 . = 2007
S & & o > & N O & = 2009
I & S M N N = 2010
&NQ’ 4\ é&\ ?ﬁ Q) .{,(\2
e = 2011

Figure 3: Major Trading Partners of Lao PDR
Source: MolC, 2012

Note: EU(16) consist of Austria, Belgium, Denmdfigland, France, Germany, Greece, Holland, Icel&aty,

Norway, Poland, Portugal, Spain, Sweden and Uridiagdom.

Based on Fig. 3, the most important trading partriidraos is Thailand, and, the total value
of Lao exports to Thailand has increased from $46.43 million in 2000 to $US 936.75
million in 2011, which accounted for 44.43% of aioéxports during the period 2000-2011.
This increase has been facilitated by the shanegl bmrder between the both countries and a
similar cultural and traditional faith. Laos’ expeito Australia have reached a peak of $US
489.31 million in 2010, which was more than hdltiee total Laos’ exports to the EU (16)
making Australia the second most important traduagtner of Laos. Vietham and China
were ranked fourth and fifth in the list of the atny’s most important trading partners. The

total exports to those two countries amounted t8 $@4.90 million and $US 70.63 million,
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which accounted for a share of 8.53% and 3.45%aufsL total exports in the year 2011.
Besides that, the United States of America, JapdrSauth Korea with their high purchasing
power will be potential markets for Lao exportsuture, but currently only, account for 2%

of total exports.
4.2. Trade Costs and Trade Facility in Laos

Lao PDR has implemented several projects in ormlemprove trade facility and reduction
transaction costs, and stimulate the country’s gxptie Prime Minister’'s order No. 24/2004
announced a reduction of bureaucratic and timetgoigy technical certifications and
facilitation of import and export procedures in @rdo make the movements of goods across
the country easier. The order further addressedthiEementation of single-window services
at border checkpoints, which includes customs, cernen and other technical regulatory
authorities' This is a significant progress of trade reformd.@s in order to remove trade

barriers and support trade growth rapidly.

Currently, the government has succeeded in estafdisand approving some legislation with
regard to international trade, such as (a) impmwastom law No 05/NP, dated on May 20,
2005, to ensure compliance with WTO regulations; the Prime Minister Decree No
228/PM, dated on April 11, 2010, concerning thes rod origins for exports and imports of
goods; (c) the Prime Minster Decree No 180/PM, dlate July 7, 2010, in regard to
procedures of importing goods; (d) a structuralomef reducing government units on
international borders from %o 3 units, namely customs, immigration and quoimne
(CIQ). Some government projects have initially exed in order to support trade and
custom facilitation, in particular the establishmen the automated Systems for Customs
Data (ASYCUDA), the creation of a trade and infotima center through an electronic
system and the development of logistic parts (MdQ11) fall into this category. These
projects will be vital factors to improve tradeifaation in Laos and reduce transaction costs,
as made evident by the “Ease of Doing Businessxiihde which Laos has risen by 6 ranks

among the overall 189 countries between 2012 afdd.2@ addition, most indicators related

* Traders’ manual for least developed countries, RBR, the United Nations, 2005.

® The 15 government units are Immigration, Customm@erce, Food and Drug, Quarantine, Fiscal, Public
Health, Insurance, Narcotic Control, Post, Touri§imrestry, Tax, International Relation, and Comroation
and Transport.
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to government services have shown improvementschwigs demonstrated by in better
international rankings in the year 2014 compared®2. For example: Starting a Business
(up 8 ranks), Getting Credit (up 6 ranks), Payirxds (up 3 ranks), Trading Across Borders

(up 1 rank) and Enforcing Contracts (up 9 ranks).

There are on the other hand, some indicators whace PDR performed in 2014 worse
compared to 2 years ago, especially in the catetipegling with Construction Permits” Lao
PDR went downby16 ranks, in “Getting Electricity"daop by 9 ranks is noticeable, and in
“Registering Property”, “Protecting Investors” afiRlesolving Insolvency” Lao PDR lost 5,
3, and 4 ranks, respectively (see table 2). Thezetcaos needs to continue improving some
trade and investment laws in order to further enbahe trade facilitation and promotion of

the country’s exports.

Table 2: Indicators of Doing Business in Laos

Indicators Doing business result (ranlk) Change
2014 2013 2012| 2014 to 2012

Ease of Doing Business Index 159 16B 165 -6
Starting a Business g5 81 93 -8
Dealing with Contruction Permits D6~ 87 80 +16
Getting Electricity 140 138 131 +9
Registering Property 16 74 71( +5
Getting Credit 159 167 165 -6
Protecting Investors 187 184 184 +3
Paying Taxes 119 126 122 -3
Trading Across Borders 161 160 162 -1
Enforcing Contracts 104 114 113 -9
Resolving Insolvency 189 185 185 +4

Source: World Bank, 2014

Focusing on cross-border trade, we could identiye bureaucratic barriers related to trade,
which have slowly improved, as made evident byrddhiction of the number of necessary
documents for exports and imports from 12 and 1&udents in 2005 to 10 documents in
2013. Furthermore, time consumption for export angdort procedures has been shortened
by 29 and 39 days during the period of 2005-2018wéier, transaction costs for

transportation are still considered to be a serimssie for most entrepreneurs, a fact

confirmed by the quick rise of transportation cdstsexports and imports from $US 1,420
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per container and $US 1,690 per container in 2008XS 2,140 per container and $US 2,125
per container in 2013. Laos is a landlocked couatrg weak infrastructural development is

considered to be an important obstacle causingp@tation costs to increase.

Table 3: Border Trade of Laos Compared to Some A$EAuntries

® ©
Border Trade § g cé é E E

5 5 ° g g ¢

2005 2013 2013
Document to Export (Numbers) 12 10 9 8 4 5 6
Time to Export (Days) 55 26 22 21 17 14 21
Cost to Export (3US per container) 1,420 2,140 79580 644 585 610
Document to Import (Numbers) 15 10 10 5 7 5 8
Time to Import (Days) 65 26 26 24 23 13 21

Cost to Import (3US per container) 1,690 2,125 90015 660 750 600

Source: World Bank, 2013

Despite Lao PDR making good progress in tradedibtion in terms of documentation and
time needed for export and import procedures, theme still serious shortfalls. . In
comparison with neighbouring countries, we fourat the number of documents for exports
to Laos still amounted to 10 documents, whereas odia (1 document), China (2
documents), Thailand (5 documents) and Vietnam @tuohents) required far less
bureaucratic documentations in 2013. In additiom,average the transportation costs for
exports were relatively high with $US 2,140 pertedmer compared to Cambodia with $US
755 per container, China with $US 580 per contaifbailand with $US 585 per container
and Vietnam with $US 610 per container in 2013.HHiginsportation costs are considered to
be a significant issue making major Lao’s exportess competitive compared to other

countries in the region.
4.3. Determinants of Lao Export to Major Trading Patners

This section will analyze the main results of thewiy model in order to identify the factors
that have influenced Lao exports to its major tngdpartners. In order to ensure the
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consistency of the empirical results, at first steistical description will be introduced (see
Appendix 1). Then, the results of the Gravity Moddl be discussed.

Moreover, the correlation matrix of the bilaterapert is applied whose findings suggest that
time to export (dex) has a high correlation wittalrencome in Laos. The estimated
coefficient is 0.93. Therefore, the time to expatiable will be omitted from the model (for
more detail see Appendix 1). The main independarniailes will be divided into 3 groups:
(1) trade costs, which might relate to the distabeéwveen two countries, real bilateral
exchange rate, import tariff and number of expaduwinents; (2) macro variables including
the real income of Laos and her major trading mastnand (3) FTAs and common factor,
which refer to the effectiveness of Free Trade Agrents and the common border variable.

For more detail see below:

Table 4: Determinants of Lao Export to Major Traglartners

Meaning of Variables Variables Export t-statistic

Constant (s -3.728
Trade costs

-0.33

Distance d -0.821 -2.070**

Real bilateral exchange rate e 0.183 0.14

Trade partners’ import tax t -0.096 -0.29

Number of documentation for Export doc 1.462 0.48

Macro-Variables

Real income of Laos y 1.165 0.65

Real income of Trading Partners yf 0.907 5.900***
FTAs and Common Factors

Dummy variable for Free Trade d_fta -0.697 -3.160***

Agreement

Dummy variable for common border d_border 1.701 3@*1*

Sample size 160

F(9, 150) 14.93

R? 0.44

Root MSE 0.79832
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Note: **and** refer to significance &9%and95%, respectively.

Based on the Table 4, trading partners’ incomg (¥s a strong positive effect on real
export, the elasticity of real partners’ incomethe real export is 0.90. The finding is
consistent with the fact that Laos is highly demertidon external markets in order to
stimulate the growth of her exports; these markeigse a high purchasing power, in
particular this is true for developed countries &@tdna. In contrast, domestic income (Y)
turns out to have positive effects on real expobist is statistically insignificant. Most
domestic producers are classified as small and unedinterprises (SMEs), which account
for 90% of the total number of enterprises in LddRP Those SMEs still lack production
capacity and face a shortage of capital for pratyagoods for exports. Major exporting
firms highly depend on foreign capital sources lideo to support their export performance
and improve technical production. This might be ohthe reasons why the above mentioned

last result appears to be insignificant.

Among the types of trade-related transaction castly, geographical distance (D) exerts has
a significant negative effect on exports. The fiigdisuggests that a 1% point rise in the
distance between Laos and her trading partners tentave a negative effect on export on
average of 0.82%, this result is consistent withngft (2013) and Shepherd and Wilson
(2008) who found that a great distance betweenréxpand their trading partners tended to
have a negative effect on exports, which rangeavdmt 0.40%-1.33%. In addition, the

transportation costs have increased fast from U8%01per container in 2005 to US$ 2,140
per container in 2013, a significant increase caysi decline in Lao PDR exports to major

trading partners.

A depreciation of real exchange rate (e) turnstoutave a positive effect on exports, but it
does not show any significance. An appreciatiordaiestic currency from 10,655 Kip/1
$US in 2005 to 8,007 Kip/ 1 $US in 2011 might beimportant factor letting the domestic
production costs increase as described. That caesdly led to export reduction. In addition,
intervention to the exchange market of the Bankad PDR (BOL) aiming to maintain a
stability of exchange-rate movements might be apomant factor in order to reduce

unintended impacts of exchange-rate changes ontexymbers.
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The import tariff (f) reveals to have a negativéeeff on exports, but it is statistically
insignificant. This might be caused by the factt timany important trading partners of Lao
PDR have made relatively slow progress in redudiregr import tariffs under the WTO

commitment, especially this is true for import tareductions in Thailand, Australia and
European countries with tariff declines of lessithi&o during the period 2005-2012. A small

import tariff reduction like that might not haveyasignificant effect on exports of Laos.

In addition, a small reduction of the number of @tpdocuments does not have any
significant effect on exports as well. The timeetgort has shown a great reduction from 55
days in 2006 to 26 days in 2013, but the numbeegfiired documents has slowly declined
from 12 in 2006 to 10 in 2008 and stayed in theyéhat followed at that level until 2013

(see Fig. 4). That slow progress of trade facibtain terms of export documentation might

be a significant factor, but in the end the retutted out to be insignificant.
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Figure 4: Documentation Process and Duration oBExp
Source: World Bank, 2014

Our findings suggest that Free Trade Areas betwken_Lao PDR and her trade partners
(d_fta) turned out to have a negative effect arel datistically of high significance at a
calculated value of 1% .Although Lao PDR has alygaatticipated in many FTAs including
the Normal Trade relationship with the USA in 200SEAN-China FTA in 2005, ASEAN-
Korea FTA in 2007, ASEAN-Japan CEP in 2009, and ASEAustralia and New Zealand in
2010, the capacity of applying the preferentiaifttarf several FTAs is relatively low, the
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main reasons are: (1) a lack of export productrdifieation and the quality of exported

products is relatively low; (2) a lack of quality caw material in order to comply with

international standards; (3) a high cost and carafgd procedure to apply for the certificate
of origin; and (4) the information of preferentialiff is not yet being well known to Lao

exporters, especially in the case of SMEs. Thesbl@ms could be significant factors
causing the Free Trade Agreements to have negzfteets on Lao exports.

Finally, the common border (d_border) has a pasigéfect on export and is statistically
significant at a calculated value of 1%. The firgdirare consistent with the fact that Laos has
a lot of trade with neighboring countries, in pautar with Thailand, China and Vietnam.
Those three countries account for nearly 70% otdked exports of Lao PDR. Moreover, Lao
PDR shares similar cultural values with neighboraagintries, and this fact might help to

increase foreign trade between Lao and neighb@ongtries.

5. Conclusion and Recommendations

5.1. Conclusion

Laos has implemented various rounds of economiormes hoping to improve export

performance. The country has seen huge economigge® after joining ASEAN in 1997and

the implementation of AFTA in 1998. In addition,dsahas advanced her trade relations to
more than 50 countries, and Bilateral Trade Agreem@TAS) were negotiated and signed
with 15 countries. These agreements provide a gngabrtunity to improve market access
and export performance of Lao exporters. In addjtitrade costs are often cited as the
important determinants of the volume of trade presistudies showed that such kind of

integration could reduce trade costs by increasame volumes among members.

This research looked at four types of trade cosfisich include transportation costs,
exchange rate movements, import tariffs and thebaunof documents needed to exports.
Additionally, the research included several FTAswhich Laos is being involved in order to
estimate whether these factors have influenced exquorts. The panel Gravity model has
been applied, which included 20 major countriesLab PDR’s most important trading

partners over a period of 2005-2013.
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The export of Laos has increased rapidly from $W083dlion in 2000 to $US 2,269 million

in 2012. Major export goods were mineral produetsich accounted for 55.10% of the total
exports; it was followed by garment products, agtical and livestock products and
electricity, which covered 10.87%, 8.34% and 7.468spectively in 2012. Major important
trading partners of Laos were Thailand, Austrafid &ietham, which accounted for 70.55%
of the total Lao exports. The United States of AneerJapan, South Korea and China are
potential huge markets for Lao exports, becaussetibeuntries have a broad consumer base

with a large purchasing power.

The government has made great efforts to impraaetfacilitation. A legislation responding
to the existing international trade regime wasldistiaed. This process included a structural
reform of government units on international bordexducing those government entities from
15 to 3 fundamental units, and the establishmenthef ASYCUDA. These projects are
considered to have made a significant progressdardo improve trade facilitation in Laos,
as made evident by the Ease of Doing Business Imdexe Laos has improved by up to 6
ranks among the overall rated 189 countries betv2€d@2 and 2014. In addition, the number
of documents and time needed for undergoing theréxpocedures has greatly improved by
being reduced from 12 documents in 55 days in da 2005 to 10 documents and 26 days
in 2013. However, the transportation costs haveeased continuously, and this became a

serious concern for the majority of Lao exporters.

The empirical results of the Gravity model suggedteat the trading partners’ income and
distance need to be considered as being signiffeaitirs which have effects on the exports
of Lao PDR. The findings can be interpreted inaythat a 1% point of increase in partners’
income would stimulate Lao export growth on averéage0.90%. On the other hand, a
greater distance between Laos and her tradinggyartmould generate higher transportation
costs, and dampened export. In addition, we alsaddhat Laos tended to trade more with
neighboring countries due to geographical proxiraitg cultural similarity. It was also found

that the FTAs between Laos and major trading pestrevealed to have adverse effects on
Lao’s exports, because there is a lack of experrdification and quality of raw materials to

comply with international standards and requireseand the capacity of local producers is

still relatively low. These points are the mainuiss which make it difficult for most Lao

24 |



The Impact of Trade Cost and Trade Facilitation
on Export of Lao PDR

exporters to benefit from preferential tariff wtdtion as much as they could under other
circumstances.

5.2. Recommendations

In order to improve trade facilitation and maintdéine country’s export growth smoothly,

some policies implications are given:

1. Transportation costs are an important risk-factor exports; therefore, the
government should trade more with neighboring coesit especially with Thailand
and China in order to reduce transportation costs.

2. Anincrease in partners’ income is a vital facirhprove Lao’s exports, so the Lao
government should continue to expand trade relshims with a wide range of

countries in order to improve market access andrdification of trading partners.

Although FTAs have shown adverse effects on Lagsods in the past, the government
should continue to organize regular technical ings in promoting preferential utilization
for entrepreneurs. Those trainings should be falbwp by regular evaluation programs in
order to ensure the effectiveness of FTAs utilaati
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Appendix 1

Table 1A: Statistic description of the empirical cebd

Variable Obs Mean Std. Dev. Min Max
Ex ($US) 160 566,577.10 1,414,736.00 26.80 10,000,000.00
Y (Mil US$) 160 3,614.64 630.80 2,716.80 4,649.30
Y (Mil USS) 160 1,866,685 2,867,997.00 52,917.30 13,600,000.00
D (Km) 160  7,310.29 3,735.80 481.90 13,686.20
E( kip/$US) 160 8303.34 1496.41 5577.02 12137.85
T (%) 160 5.69 4.34 0.00 19.28
d_fta 160 0.33 0.47 0 1
d_border 160 0.15 0.35 0 1
Doc (numbers) 160 10.75 0.97 10 12

Table 1B: The correlation Matrix of dependent amdkjpendent variables

ex y yf d e t doc dex d_fta d_border
ex 1
y -0.010 1
yf 0.216 0.034 1
d -0.350 0.000 0.478 1
e 0.095 -0.859 -0.213 -0.254 1
t 0.449 -0.040 0.112 -0.448 0.199 1
doc 0.021 -0.842 -0.027 0.000 0.785 0.036 1
dex 0.001 -0.936 -0.034 0.000 0.801 0.034 0.739 1
d_fta 0.198 0.177 -0.088 -0.639 0.015 0.221 -0.134 - 1

0.149

d_borde 0.516 0.000 -0.261 -0.814 0.251 0.591 0.000 0.0006970 1

r
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About MINZAS

MINZAS program is a partnership program of Mekongtitute and New Zealand Embassy
in Bangkok. The objective of this program is to @amte research capacity of young GMS
researchers by providing a structured learningfded research application program for 36
master’s degree students from provincial univessitn Cambodia, Lao PDR, Myanmar and
Thailand.

Through a comprehensive supports — trainings, ralohel meeting, constructive advices
from MI advisors including financial supports — whiare to be and have been provided to
scholarship grantees, students’ research skills @mtuction of research deem to be
developed. The completed research works will bdighidd in ‘MI Working Paper Series’
and disseminated to related agents among the GMS.

The MINZAS Program is designed for 3 cycles; eaghieclasts for one year with 4 phases:

Phase One: Training on Research Methodology

Phase Two: Implementation of Sub-regional Researé&tespective Countries

Phase Three:Research Roundtable Meeting

Phase Four: Publication and Dissemination of StteleNorks in ‘MI Working
Paper Series’

YV V V V

The research cycle involves:

e One month training course on GMS Cooperation an&M$ Integration, research
development and methodology. The students wiltipece their research designs and
action plans as training outputs;

e Technical assistance and advisory support to MINZ#cholars by experienced
mentors and academicians in the course of thendspeocess;

e The scholars will present their research papes liaund table meeting attended by
subject experts and their peers;

e Scholars will revise their research papers andavgpas necessary, based on experts
and peer review during the roundtable meeting;

e Publication of reports as MI working paper series.
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The Mekong Institute (MI) is an intergovernmental ViSion

organization with a residential learning facility located on the

campus of Khon Kaen University in the northeastern Thailand.

It serves the countries of the Greater Mekong Subregion Capable and committed
(GMS), namely, Cambodia, Lao P.D.R., Myanmar, Thailand, human resources working
Vietnam, Yunnan Province and Guangxi Zhuang Autonomous together for a more

Region of PR. China.

integrated, prosperous,
and harmonious GMS.

MI is the only GMS-based development learning institute,
chartered by the six GMS Governments, offering standard and

on-demand capacity development programs focusing on MiSSion

regional cooperation and integration issues.

MI’s learning programs services caters to the capacity building
needs of current and future GMS leaders and policy makers on
issues around rural development, trade and investment

Capacity development for
regional cooperation and
integration.

facilitation, human migration, with good governance and

regional cooperation as cross cutting themes.

MI Program Thematic Areas

RURAL DEVELOPMENT
FOR SUSTAINABLE
LIVELIHOODS

TRADE AND
INVESTMENT
FACILITATION

HUMAN MIGRATION
MANAGEMENT
AND CARE

. Policy
Researc onsultatio

Y 4 X

Cross — Cutting Themes:
- Regional Cooperation and Integration
- Good Governance
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Rural Development for Sustainable Livelihoods
= Agriculture value chains

= Natural resource management

=  Food security and sufficiency

=  Productivity and post harvest support

. Trade and Investment Facilitation

= SME clusters, business to business and export
networking

=  Trade and investment promotion in Economic
Corridors

= Cross-Border Transport Facilitation Agreement
(CBTA) and Logistics

=  Public-Private Partnerships

Human Migration Management and Care

= Safe migration

= Labor migration management

= Harmonization of migration policies and
procedures

= Mutual recognition arrangement for education,
training and skills standard
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Aid Programme

This publication of Working Paper Series is part of the Mekong Institute - New Zealand
Ambassador’s Scholarship (MINZAS) program. A collaboration project between New Zealand
Embassy in Bangkok and Mekong Institute aims to bring forth the research development

within the Greater Mekong Subregion (GMS) through educational provision that will be given

to 36 master’s degree students from Cambodia, Lao PDR, Myanmar and Thailand (2012 - 2014).
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