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o A staff team visited Phnom Penh during November 7-22 to conduct discussions for the 2002
Article IV consultation and the sixth review under the PRGF arrangement. The team consisted of
Messrs. Lee (Head), Doi, Marciniak, and Lapez-Mejia (all APD), Mr. Ishikawa (PDR), Ms. Eulate
(APD, staff assistant), and was assisted by Mr, Hagemann (Resident Representative). Ms. Indrawati
and Mr, Segara (OED) attended the policy meetings.

¢ The mission met with Senior Minister of Economy and Finance Keat Chhon, Senior Minister of
the Council of Ministers Sck An, Governor Chea Chanto of the National Bank of Cambodia, Minister
of Commerce Cham Prasidh, and other senior officials. It also met with representatives from the labor
union, business community, and NGOs.

» The authorities have expressed interest in continued Fund support through a successor PRGF
arrangement. To help maintain economic reform momentum until a possible successor amangement is
put in place, understandings were reached on a macroeconomic framework for 2003 and on
supporting structural reforms as elaborated in the attached MEFP (Attachment).

s Cambodia accepted the abligations of Article VIII, Section 2, 3, and 4 in January 2002, and has
maintained an exchange system that is free of restrictions on payments and transfers for current
international transactions.

* Disbursement of the second tranche of the World Bank Structural Adjustment Credif is being
delayed mainly due to problems in the forestry sector. These relate to (i) the government’s decision to
terminate the role of Global Witness as an independent monitor, which ceuld weaken the forestry
monitoring system, and (ii) a delay in the government’s review process of existing concession
contracts and agreement on any actions required following the outcome of the review,

¢ The government has agreed to the publication of the staff report, MEFP, National Poverty
Reduction Sirategy (i.e., the PRSP), and Joint Staff Assessment in line with Cambodia’s past practice

under the PRGF.
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Executive Summary

After decades of unrest, pelitical and social stability was regained in late 1998, when a
coalition government headed by Prime Minister Hun Sen (Cambodian People’s Party) was
formed. The first-ever commune clections were held in February 2002 where the CPP gained
a significant majority. National elections are slated for end-July 2003.

Supported by inflows of development aid, economic activity regained vitality in 1999.
The government’s macrocconomic strategy, which was supperted by a PRGF arrangement,
yiclded positive results. Real GDP growth averaged 7 percent per annum during 1999-2001,
and inflation was subdued. Some progress was also made in strengthening customs and tax
administratior, restructuring the banking system, and introducing various legislative changes;
however, deep-rooted governance preblems and human resource constraints hampered
progress in judiciary reform and capacity building.

Economic performance in 2002 was broadly satisfactory. Real GDP is estimated to have
slowed to 4% percent due to adverse weather conditions. Government revenue is expected to
have fallen short of earlier expectations, but larger external financing allowed a net
repayment to the National Bank. Gross international reserves increased steadily to about
US$665 millicn (equivalent to 32 months of imports) by year-end. All end-September
quantitative performance criteria and the structural performance criterion for end-October
were observed. Progress in structural reforms has been broadly satisfactory, albeit with some
delays.

Real GDP growth could reach 6-7 percent over the medium term. However, the
foundations to support such growth still remain weak. Cambodia’s wages are relatively high,
infrastructure is poor, and the regulatory environment is unpredictable. Decisive efforts are
needed to strengthen governance and public administration. Strengthening fiscal revenue
performance will be key for the government to be able to afford competitive civil service
wages, and thereby upgrade the quality of public services, as well as to raise social spending.
Establishing a sound judiciary will also be essential.

The main near-term policy issue, including for the sixth review, is to reverse the erosion
of the revenue base and improve customs and tax administration. In particular, measures
are needed to meet the 2003 fiscal revenue target of 12% percent of GDP, which is consistent
with the medium-term framework. Limits need to be placed on governrent spending,
especially in light of the national elections slated for July, to avoid recourse to bank
financing.



I INTRODUCTION

1. A coalition government, formed in 1993 following UN-sponsored free elections,
provided a brief period of econemic stability for the first time in more than three decades.
But with growing tension among the ruling parties and poor govemance, economic performance
deterigrated in the second half of the 1990s. As a result, the mid-term review of the second
annual PRGF arrangement (1994-97) was not completed, and the Fund’s resident representative
office was closed in October 1997, owing to guvernance issues relating to illegal logging.
Political stability was regained in late 1998 when a new coalition government was formed,
headed by Prime Minister Hun Sen (Cambodian People’s Party (CPP)). Cambodia’s first-ever
commune elections were held in February 2002, where the CPP gained a significant majority.
National elections are slated for July 2003,

2. A three-year PRGF arrangement for SDR 58.5 million (67 percent of quota} was
approved by the Executive Board on October 22, 1999, The fifth review was concluded on
July 22, 2002, An Interim Poverty Reduction Strategy Paper (I-PRSP) was endorsed by the
World Bank and Fund Executive Boards in January 2001. As cf November 30, 2002, total Fund
credit and loans outstanding to Cambodia amcunted to SDR 71 million (81 percent of quota),
Upon completion of the current (and final) review, a disbursement of SDR 8.4 million would
become available. In accordance with the Fund’s safeguards policy, the National Bank of
Cambodia (NBC) published in September 2002 its audited financial statements and related audit
opinion for 2001, as it did with its 2000 acecunts.

3. In concluding the 2001 Article IV consultation (together with the fourth PRGF
review) en February 6, 2002, Directors commended the authorities for the maintenance of
macroeconomic stability, but stressed the need to press ahead with the reform program,
particularly in view of an uncertain global economic environment. They emphasized the
importance of stronger tax administration and expenditure management, bank restructuring,
forestry policy, and civil service reform. These recommendations, which overlapped with
program conditionality under the PRGF arrangement, were broadly observed (Box 1 and Annex
1). With support provided under the Technical Cooperation Action Plan (TCAT), some progress
was made in strengthening the capacity of varicus departments of the Ministry of Economy and
Finance (MEF), although thc remaining agenda is still Jarge (Annex 1I). In the area of bank
restructuring, significant progress was made.

I1. STOCKTAKING OF PERFORMANCE SINCE 1998

4, A decade long civil war in Cambodia and political npheaval destroyed the basic
building blocks of the economy. Physical infrastructure was severely damaged by the civil
war.! Government capacity was diminished and remains very limited owing to the lack of
adaquate institutions, the low skills of civil servants, and financing constraints, In addition, the

! For cxample, only about 7,000 miles of roads have been rehabilitated (with earth fill and
laterite surfacing) since the rebuilding efforts began in the first half of 1990s, yielding about a
third of a mile of rural road per 1,000 hectares.



Box 1, Cambedia; Structural Conditionality

1. Evolution of coverage under the PRGF-supported program

The structural conditions under the PRGF-supported program during 1999-2002 have focused on: (i) improving
tax and customs administration and public sector accounting and expenditure management; (ii) reforming
management of forestry resources; (iii) completing the bank restructuring program, including reforming the
state-owned Foreign Trade Bank (FTB), and developing a modern payments systemy; {iv) promoting trade
reform; and (v) establishing sound governance. These reforms ave viswed as essential for maintaining financial
stability and enhancing prospects for sustained growth and poverty reduction,

Consistent with the guidelines for sireamlining conditionality, structural conditions since the fourth review have
been designed to focus on those measures most critical to the near-term macroeconomic outlook, and to avoid
duplication with the World Bank. As a result, the restructuring of forestry concessions was retained for the
fourth review as a structural benchmark, owing to the declining share of forestry in overall povernment revenue.
Structural benchmarks on formulating a steategy for civil service reform and preparing for the full
implementation of the military demobilization program, where the World Bank is taking the lead, were included
owing to their importance for the medium-term macroeconomic objectives.

1. Status of structural conditionality from earlier programs

Sinee the inception of the PRGF-supported program in Cctober 1999, all structural performance criteria have
been observed, with the exception of one structural performance criterion on the completion of an unqualified
audit for the FTB. A waiver was granted at the time of the fifth review on the grounds that the audit was
qualified because of provisions made in 2001 for losscs that should have been recorded in carlier years.

There have been significant delays in the implementation of somme structural benchmarks. Some of these delays
were relatively minor, reflecting time needed to design reforms in the context of a very heavy agenda. The main
areas that experiznced considerable delays were military demobilization program, eivil service reform, revisions
to the Law on Investment, and the privatization of the FTB. Nevertheless, delayed reforms subscquently have
moved forward or have been completed. The preparation of two pieces of legislation on secure transactions and
insclvency were excluded from the formal structural conditionality at the time of the fourth review because they
were not critical to the short-term macroeconomic outlpok. However, completion of this legislation is under
way with donor support, 28 a requirement for Cambodia’s membership application to the World Trade
Orgamzation (WTQ).

3. Structural areas covered by the World Bank and the Asian Devefopment Rank (AsDR)

The current World Bank SAC program, approved in February 2000, aims at improving natural resource and
public sector management, as well as enhancing governance and fighting corruption. It has conditionality in the
areas of forestry policy, the pilot military demobilization program, public expenditure management, and the
investment regime. Due to lack of progress in forestry issues, the release of the second tranche is being delayed.
The World Bank is also supporting the full military demobilization program through a demobilization and
reintegration project approved by the World Bank’s Board in August 2001, and forestry policy through a
Learning and Innovabhon Loan (LIL) approved in June 2000. Civil service reform and the Governance Action
Plan are being addressed through an Economic and Public Sector Capacity Building project, and a Policy end
Human Resource Development Grant. In support of the full PRSP, an updated Country Assistance Strategy and
4 Poverty Reduciion Support Credit (PRSC) are expected to be in place in 2003. The World Bank also has a
Legal and Judicial Reform Project and a Land Management Praject.

Other priority areas with active involvement of the AsDB and other donors include natural resource
management, langd reform, public sector management, financial reform, and legal and judicial reform. Public
expenditure management is an overlapping area of assistance involving the Bank, AsDB, WHO, bilateral
donors, and the Fund, and has required careful coordination to ensure that assistance is compiementary.




business environment is unpredictable given the weak legal framework and uneven application of
the law, and corruption is pervasive. Reflecting the early stage of economic rehabilitation,
poverty in Cambodia continues to be widespread, with 36 percent of the population (1999) by
one measure living below the poverty line of half a dollar a day (see page 4% of the Second
Socio-Economic Development Plan (SEDP-1T)).

5. The autherities have long regarded raising real GDP growth as crucial for reducing
poverty. Accordingly, since 1999, they have focused on maintaining macroeconomic stability,
rebuilding institutions and addressing governance/corruption problems to reduce the impediments
to economic development. With PRGF support, the authorities” strategy was aimed at:

(1) strengthening revenue and implementing administrative reforms to improve social services
and support an increase in public investment, while reducing military spending; {ii) improving
bank soundness and financial intermediation; {iii) strengthening natural resource management,
particularly forestry, to preserve valuable long-term sources of growth; and (iv) building a
modern legal and judiciary framework and economic institutions.

6. This reform strategy has been broadly successful, especially on the macroeconomic
front. With the booming garment secior and tourist-related activities, real GDP growth averaged
7 percent during 1999-2001. This compares with 3 percent growth during 1997-98 when political
instability depressed cconomic activity. Growth in 2002 is expected to have slowed to 4% percent
due to the impact of a drought followed by flooding on agricultural output {Table 1). The
rebound of garment exports after an initial slowdown in early 2002 (related to quota reallocation
and worker strikes) helped to reduce the external current account deficit to about 10%: percent of
GDP (Table 2}. Inflation has remained well below 5 percent since 1999, largely owing to the
maintenance of fiscal discipline. Financial deepening has continued (Tables 3 and 4), partly
facilitated by regained public confidence in the banking system, following the successful
completion of bank relicensing in March 2002, Nevertheless, private credit expansion remains
weak as banks regard lending to local businesses as high credit risk.” Increased demand for local
currency helped boost international reserves. The exchange rate against the U.S. dollar has
remained broadly stable during 1999-02, while gross international reserves rose from US$390
million at end-1998 to about US$665 million at end-December 2002 (equivalent to 3% months of
imports).

7. The authorities’ reform efforts have been also supported by favorable external
developments and significant aid inflows. Merchandise exports rose from only 29 percent of
GDP in 1998 to about 40 percent of GDP in 2002, csscntially reflecting an increase in garment
exports to the United States under the Normal Trade Relations (NTR) status that was granted in
1996. Indeed, NTR status appears to have allowed Cambodia to expand its exports in an
increasingly competitive environment (Box 2). Cambodia’s historic henitage also attracted

? The UNDP in its Human Development Report (2001) indicated that between 40-45 percent of
the population subsists below the poverty line,

* Reflecting this risk, interest rate spreads remain high at 13- 14 percent, even though the
domestic market is liquid.



Box 2. Cambodia: Competitiveness

Competitiveness is 2 concern both with respect to the garment and the non-garment sectors.

The garment sector is heavily affected by exiernal factors, im partieular U.5, textile and apparel quota
policy. The dramstic increase in garment exports from US$1million in 1996 to US$516 million in 1999 was
made possible by the Tnited States granting Cambodia guota-free status for garment beginning in 1996,
together with Normal Trade Relations (NTR) status. Accordingly, the average US tariff rate for garments
produced in Cambodia was reduced from 50-70 percent to 10-20 percent. Foreign garment producers, who
faced quota restrictions in their home countries, were attracted to Cambodia. In 1999, the U.S. imposed
quotas on 13 categories of textile and apparels under the US-Cambodiz textile agreement, with the average
tariff rate kept unchanged. Since then, garment exports subjoct to quota have been limited to an annual guota
increase of about 15 percent. The increase hinges on adherence 1o fair labor laws and regulations.

Exports of textile and apparel outside the quota categories Increased by about 120 percent on average
per year during 1993-2001, but have slowed markedly since early 2002, The sharp decline reflects
strengthened export competition from other
countries, including Vietnam (when its bilateral
trade agreement with the United States came

Cambodia: Exports by Category of Goods, 1996-2002
{In millions of TS dellars)

into effect), China, and Mexico. U.S, textile 146
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competitors, and there is a significant risk that 1000 . ot

Cambedia’s garment exports could drop 500 =

sharply once the quota on textile and apparels

are phased out in 2005 for all WTO members. 600

Non-garmsent exports have declined since 400

1999, Excluding exports of log and tmber,

which have declined sharply since 1999 due to 200 T e ———— e
the forestry reform program, non-garment 0 - N T
exports rosc only marginally by 3 percent, 1996 1997  IS9% 1599 2000 2083 2002

highlighting a serious competitiveness problem
for the reasons noted below and difficultics in accessing the global market.

Camhgodia’s business communliy noted that they needed to cut their costs by about 15-20 percent to
compete with China. Cambodia also needs to finalize it’s accession to the WT Q. Since Cambodia is highly
dollarized, there is little scope for cost reduction through the exchange rate policy. Koy domestic cost
components include:

*  Wages: At a minimum wage of US$45 per month and an average of US$61 per month in the garment
sector, for example, Cambodia’s wages are higher than in several neighboring countries including Vietnam,
India, and 8ri Lanka. Moreover, Cambodia has generous labor benefits, such as 100 percent supplementary
pay for overtime, long annual leaves, and about 26 paid official holidays per year.

s Operating expenses: (i) Electricity: Although international comparison is difficult, Cambodia’s
electricity tariff is regarded as relatively high: the tariff for commercial and industrial consumers ranges from
USS0.12 1o US$0.16 per Ialowatt hour, while electricity tariffs for other ASEAN countries, such as Thailand,
Malaysia, the Lao P.D.R., and Vietnam, range from USS0.04/kWh to USE0.08/Wh. (ii) Reads: Paved roads
account for only 16.2 percent of the total road network in Cambodia, compared with 22.4 percent in China
with a huge land mass, 97.5 percent in Thailend, and 25.1 percent in Vietnam. (lii) Teleeommnnications:
Cambodia has just 2 telephone mainlines per 1000 people, while China has 112, Lao has 8§, Thailand has 92,
and Vietnam has 32.

»  Facilitation fees: Since most invesiors receive various lax breaks, complaints have focused on the
informal facilitation fees and the unpredictability of the regulatory envirenment,
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Source: Data provided by the Cambodian authorities.

g. Government revenue

strengthened from 8.3 percent of GDP in 1998 to 11.7 percent of GDP in 2001, contributing
to the maintenance of the current budget surplus at above 1% percent of GDP, Over the
same period, defense spending declined by one percentage point of GDDP, enabling the
government to reallocate more resources to social spending. In 2002, however, with a projected
revenue shortfall of 1%4 percent of GDP relative to the budget target, the current fiscal surplus
(excluding grants} is estimated to have fallen below 1 percent of GDP (Table 5). Weak revenue
performance reflected a drop in trade taxes in spite of recent efforts to strengthien customs
administration and increases in excises on beer and selected petroleum products. Moreover, there
has been an erosion of the tax base arising from widespread tax exemptions and the signing of
contracts with private firms (to provide certain government services), which reduced transfers to
the Treasury (Box 3). Nonwage current expenditure was accordingly compressed. There was no
recourse to domestic bank financing of the budget last year because larger-than-expected foreign
finaneing, i.e., bilateral preject loans equivalent to about 1 percentage points of GDP, more than
fully offset the shortfall in revenue and foreign budgetary support.

9. Progress has been made on some structural fronts. Early i the reform process, a
Financial Institutions Law was passed, which was instrumental in providing the legal basis for
successful bank relicensing, and, more recently, the banking and payments systems were
restructured. Since 2001, governance issues have been partly addressed in the context of the
Governance Action Plan (GAP). While the GAP has integrated cross-cuiting public sector

* Only about two-thirds of total official transfers are channeled through the central government.
The remainder comprise inflows to foreign NGOs operating in Cambaodia, and infrastructure
projects implemented directly by donors.
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Box 3. Cambodia: Government Contracts and Their Revenue Implications

Two of Cammbodia’s major challenges are to improve ils infrastructure and provide adequate public services to
support the private sector. As the government lacks the financial and adiinistrative resoutces to provide these
basic needs, Cambodia hag relied on the private sector by contracting out public or semi-public activities in
retum for sharing the revenue with the private operators,

To the extent that an appropriate regulatory framework is provided and a fair revenue-sharing agresment is in
place, such contracting out could be a useful option. In Cambodia, government contracts in the arcas of civil
aviation and telecommunications have provided important sources of revenue and delivered needed services.
However, the amount of revenue transferred to the budget has been below expectations when viewed against the
rapid increase in activity in these areas, raising doubt about the appropriateness of the finaneial terms of these
contracts,

Civil Aviation. Until recently, Cambodia had relied on 50
neighboring countries to provide air traffic control services.
In 2001, the government decided to take direct control, and
signed a contract with a foreign company to build, operate,
and eventually transfer (BOT) to the government the facilities
necessary for providing air traffic control, Under this BOT,
the government receives a portion of the fees collected from
aircraft using Cambodian girspace. However, notwithstanding
the collection of arrears in 2001, revenue in 2002 from civil
aviation is estimated to have declined following the
agreement. [ addition, the fimancial terms of the contract 1558 1909 00 20001 2002
have not been disclosed, and it is unclear whether a detailed ) , Est.
financiz] analysis of the contract, comparing the initial capital o0 @ et eollostion sfamuars

outlays and operating expenses with the “foregone™ revenue, had been conducted.

Cambedia: Fiscal Revenue ¥rom Civil Aviation
In lihans of el

Airport in Phnom Penh. The government awarded a BOT contract to a foreign company in 1995 to build and
vpsrale the airport, providing generous tax exemptions. The contract included a revenue-sharing agreement,
whereby the government receives 9 percent of the landing and passenger service charges but none of the
departure fees. This contract was awarded even though grant funding was offered by a donor to build the
airpart.

Telecommunications. Following the expiration of a contract with a foreign operator providing international
telecommunication services in 2000, the Ministry of Post and Telecommunications (MPTC) took over the
equipment and facilities and began to provide these services. Revenue from this operation has remained
relatively stable. At the same time, the MPTC signed a new contract with a different operator to cope with an
increasing demand for such services. However, profit transferred to the budget from the new contract is only
about one-fifth of that of the former contract.

To engure that an appropriate amount of revenue is transferred to the budget, the government should consider
taking the following steps when entering into a contract with a private company:

»  Transparent procurement procedureas, including appropriate use of competitive bidding should be adopted,
and all contracts should be reviewed and signed by the Minister of Economy and Finance. All bidding
information should be made public after the contract has been awarded,

e Financial terms of the contracts should be disclosed to the public,

* The National Audit Authority should audit government contracts, assess their appropriateness, and disclose
its findings.

+  Extemal audit of the operaticn of the contractors should be conducted periodically by international
auditors, and the results should be made public.
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reform issues under a unified framework, progress under the GAP has been mixed (Box 4).
Widespread illegal logging activity was formally banned, and several forestry concessions were
cancelled. Key laws were introduced, including the Land Law and the Forestry Law. Draft
commercial laws are being prepared to pave the way for WTO accession, and amendments to the
investment law, which should help make the investment regime more (ransparent, are being
discussed by the National Assembly.

10. Implementation of structural reforms in several key areas has been slow, reflecting
severe human resonrce constraints and entrenched governance problems, Delivery of public
services remsins weak and responsibilities of economie institutions remain fragmented.
Improvements in basic budgetary processes, such as cash management and revenue forecasting,
have been slow due to inadequalc intra-ministerial coordination. On the forestry front, there is
still no effective system in place for monitoring logging activity and sustainable logging plans
have yet to be worked out. In addition, the regulation of community forestry has not vet been
finalized. Progress has been particularly slow in legal and judiciary reform, undenmining the
business environment, and the passage of an anti-corruption law is now expected to be further
delayed.

11.  Notwithstanding the C“'“:’:n"::; D By Sector, 19992002
achievements to date, the foundation for 12 B perzent
growth remains weak, Growth has been ol .
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Box 4. Cambodia: Governance and Corruption

The Cambodian government has recognized that weak governance and pervasive corruption are major impediments to
inclusive and private sector-led growth. The government’s agenda for addressing these problems is spelled ovt in the
Governance Action Plan (GAP I) adopted in April 2001, While the government hzs made progress in three key areas (i.e.,
public finance, military demobikization, and land management), it still has to take decisive steps in the other areas
(especially in legal and judicial reform, public administration, forestry management, and azticormuptien). Low civil service
salaries, corruption, and vested interests remain major impediments to improving governance. Below is 2 summary of
progress in key areas under GAP 1.

1. Public finance management

*  An amendment to the Law of Investment was recently submitted to the National Assembly. While it will enhance
transparency, exemptions nevertheless remain excessive,

¢  Budget allocations to social sectors have increased, but a smoother disbursement pattern needs to be achieved to avoid
year-end bunching,

»  Agpart of procurcment reform, competitive biddmg on selected goods and services has been introduced in four
ninistries, but it needs to be expanded to other ministries and Tis coverage extended to include capital goods.

*  The Natenal Audit Authority (NAA) is now operational and & first audit on the implementaticn of the 2001 budget has
been completed. However, the NAA still has to demonstrate the effectiveness of its operations.

2. Public adminlstration: New job classification and remuneration regimes have been introduced in 2002 and priority
mission groups are expected to be launched in early 2003. Implementation of other key aspects of ¢ivil service reform
(CSR), however, has been postpened yntil after the 2003 national elections. The government will formulate a medimm-term
CSR after completing additional World Benk-funded studies on functional analysis, the labor market, and the safety net.

3. Demaobilization of the armed forces: The fizll-scale demobilization program was launched in late 2001, with 13,000
soldiers discharged, A final group of 1 5,000 soldiers is expected to be discharged during 2003,

4. Decentralization and Jocal governance: The first-ever commune elections were held in February 2002, Key laws and
regulations have been adopied as part of the development of the legal framework for implementing decentralization and
establishing transparency and acconntability m Comnune Councils, Strengthening local povernance and service delivery,
however, is largely contingent ypon ensuring adequate and timely financing of local government outlays.

5. Legal and judicial framework: Progress in establishing a modern legal and judiciary framework has been limited. The
School of Magisiracy has been established, but it still needs to become fully operational, Finalization of the civil code and
penal law are among the highest priorities in this area. Twelve commercial laws are expected to be adopted by the next
WTO working group scheduled for April 2003,

6. Anti-corruptiem: The government has delayed the adoption ofthe Anti-Corruption Law until an adequate legal and
Judiciary framework is in place. Adoption of the Law is now tentatively slated for mid-2003.

7. Gender equity: Actions are under way to increase gender awareness among government officials. A decree enforcing
the law against trafficking in women and children was adopted in 2G02.

8. Natural resource management:

¢«  The Land Law was enacted in 2001, and a comprehensive program to review land termre and title issues is under way.

v The Forestry Law was chacted in mid-2002. An Independent forest crime monitoring has been established, but it has
been ineffective. Logging and log trensportation have been suspended. Concession contracts are being reviewed.

s  The Fisheries Law and master plan are still pending. The scope of fisheries cencessions has been reduced and new
fisheries communities established.

Other governance issucs

The povernment is preparing an enhanced governance strategy (GAP 1) focusing oo soeial and corruption 1ssues. The
government also intends to continue complying with the provisions under the IMF Safeguards assessment and has recently
issued regulations on the reporting of anti-money laundering activities.
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expenses. Third, due to poor public administraticn, regulations are enforced cn an ad hoc basis,
exacerbating the uncertainty of the business environment. The low quality of public services is
largely attributed to low civil service wages, which average only US$28 a month (even after a
35 percent increase in 2002) or only one-third of the average private sector wages in the formal
sector (or slightly higher than half the wages paid to low-skilled garment workers). Low wages
force civil servants to hold several jobs, seriously undermining the quality of public services.

13. Program objectives in 2002 under the PRGF were broadly achieved. All end-
September quantitative performance criteria and the structural performance criterion for end-
October were observed {Table 6). Three out of six structural benchmarks were met, and
substantial progrsss was made in treasury reform (Table 7). A public notice announcing the
government’s intention to privatize the Foreign Trade Bank was issued in January 2003 (two
months behind the target date), and the unweighted average tariff rate will be reduced to below
15 percent by end-Tune 2003 from the current rate of 16 percent. This delay was partly related
to the conversion of national tariff lines to the ASEAN Harmonized Tariff Nomenclaturc.

14.  The Government has continued to make efforts to resolve ontstanding debt issues
with the Russian Federation and the United States. Discussions were held with the Russian
authorities in June and Scptember 2002. An understanding was reached on the broad terms for
the pre-cut-off date debt, but further negotiaticns are needed for the post-cut-off date debt. On the
U.S. debt, there have been a number of exchanges between the two sides since April 2002 to
determine the precise amount of debt that is subject to rescheduling. The staff has provided
technical support in carrying the debt negotiations forward.

15, The National Poverty Reduction Strategy Paper (NPRS) was completed in
December 2002, two years after the I-PRSP. This gap arose as the authorities first concentrated
on the preparation of the SEDP-II (2001-2005), which then became the basis of the NPRS in
2002, The NPRS has operationalized SEDP-II with more specific policy actions, addressed some
of the key cross-cutting issues (e.g., governance and private sector development) in more depth,
and developed detailed indicators to monitor progress in poverty reduction. Macroeconomic and
key structural policies in the PRGE-supported program have been consistent with the policy
agenda as spelled out in the I-PRSP and the newly released NPRS, especially with regard to
fiscal and financial reform, governance, military demobilization and civil service reform.

IIl. REPORT ON THE DISCUSSIONS

16.  The Article IV consultation discussions focused on the medium-term policy
requirements that could generate sustainable growth aimed at reducing Cambadia’s
widespread poverty. Strengthening government capacity was seen as a key element under
the government’s medium-term strategy, especially with a view to facilitating private sector
development. The implications of policy recommendations on the poor (Box 5) were also
examined, which are more extensively elaborated in the NPRS. Within the medium-term
framework, diszussions for the sixth PRGF review also focused an specific policies for 2003.
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Box 5. Cambodia: How De Policy Recommendations Affect the Poor?

Key policy reforms discussed with the authorities in the 2002 Aricle IV consullation can potentially affoct the
relative welfare of three income groups: Group 1-—the poor (Wwban and rural), Group 2—the middle income
group {employed mestly in the formal sector), and Group 3—the high income group (the business community).

Policy reform

| Tmplication

| Potential Impact

1. Fiscal reform

1.1 Strengthen revenue collection:
Raise tiscal revenue in the next few
years,

Increase in social
spending and
government saving.

Potential redistribution of assels {income} from
Group 3 (mostly taxpayers} to other groups (i.e.,
throngh higher social spending).

Income effect: If properly spent, could promole
growth (benefits all groups}.

1.1a, Tax revenue: Address staff
integrity, strengthen enforcement
measures, and tighlen control on
smupgling.

Reduces inefficiency
and eorruption—
strengthens revenue
collection.

Sameas 1.1

Income effect: Could promole investment as informal
Tacilitation fees are reduced (benefits all groups),
through more transparent investment regime.

1.1b. Nontax revenue; Review
recent contractls and ensure that all
future contracts are approved by the
Minister of Economy and Finance,

Ensures proper
transfer of profit 1o the
budget---strengthens
the revenue base.

Same as 1.1
Price effect: Could reduce monopoly pricing of
concessionaires (benefits all groups).

1.2 Tax policy: Reduce the scope of
exemptions and compensale by
lower tax rates.

Reduces discretion and
corruption—revenue
neutral.

Income cffect: Altracts investment and could foster
more broad-kased growth (benefits all groups).

1.3 Expenditure re-orientation:
Raise social spending, and ensure
allocation of capital spending in rural
arca.

Larger health and
educalion spending,
better roads and
provision ol wlililics in
rural aress.

Better access 1o health and education by Group 1.
Income effect: Allews Group 1 easier access to
markets and, more generally, cconomic apportnitias.

1.4 Civil service reform:
Reallocate 2 large porlion to
education ministry, raise civil service
wages within overall medium-term
cxpenditure framework.

Improves the quality
ol public services and
provides more
teachers,

Better access to pubic services (benefits all groups).
Income effect: Betler business environiment.
Employment effect: Could lead to redundancies in
civil services int the short lerm.

Z. Monetary and external policies

2.1 Low inflation: Maintain low
inflation.

Also ensures less
volatility in the
exchange rate.

Protects the valuc of Group 1 assets which are more
likely to be denominated in riels.

Price effect: Will pratect price of local agriculturaj
produce relative to imported goods.

3. Banking sector reform

3.1 Promaote financial
intermediation: Strengthen legal
[ramework.

Facilitales
enforcement of
financial contracis.

Easier access (¢ bank credit by Group 2 and 3.
Income effect: P'romotes mere broad-based growth
{trenelits all groups).

3.2 Strengthen bank supervision:
Conduct on site inspectron and
monitor implementation of new chart
of accounis,

Prevents banking crisis
and limits banking
syslem Tisks.

Protects the value of financial assets of Group 2 and
3

Price effect: Reduces cost of borrowing,

Income effect: Promates growth (benefits all groups).

4. Other reforms

4.1 Suspend logging activities:
until sustainabls management plans,
a8 agreed with stakeholders, and a
monitering system are in place.

Protects the
environment and
ensures a source of
sustainable grawth.

Income ellect: Provides sources of sustainable
growth for all groups.
Protects a source of asset income £or Group 1.

4.2 Strengthen governance:
Implement Government Action Plan
1L

Promotes {ransparency
and reduces
cormuplion.

Income effect: Prometes investment,
Access to betler government scrvices by all groups.
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A. Medium-Term Prospects and Challenges

17. To reduce poverty, the authorities’ strategy as elaborated in the NPRS calls for real
GDP growth of 6-7 percent in the medium term. The authorities agreed that, given the limited
domestic capital and skill base, the achievement of such a growth rate would require significant
inflows of foreign direct investment (FDI) and centinued donor support with foreign savings
representing about 3-4 percent of GDP, consistent with an external current account deficit
(excluding prants) of about 10-11 percent of GDP {Table 8). On this basis, Cambedia is expected
to be able to continue servicing its obligations to the Fund in a timely manner (Table 9}.

18. The aunthorities have identified several potential sources of growth that have not yet
been fully tapped, especially in the agricultural sector. Large areas of land remained under-
utilized; new varieties of rice could contribute to significant increases in yields and strengthen
food security and develop rice exports; increased irrigation could alleviate the impact of flooding
and drought, and allow an additional crop each year. Agro-processing and fish farming were alsa
considered promising sources for future growth. The mission expressed concern, however, that in
some areas natural resources were being depleted due to over-exploitation, e.g., forestry and
fisheries. Ag]option of sustainakle plans is urgently needed to ensure that these valuable resources
are not lost.

19. In view of the yemaining challenges, the achievement of sustained strong economic
growth would require substantial efforts. The mission noted that to attract F)I and foster
private sector activity competitiveness needed to be strengthened by reducing costs, including
labor, utilities and transportation. Tapping other scurces of growth would require upgrading basic
infrastructure and sustainable plans in forestry and fishing, However, under the Labor Law,
which currently sets a minimum wage of $45/month, 100 percent supplementary payments for
overtime and generous leave plans, the scope for reducing the cost of labor appeared very
limited. Changing the Labor Law was considered to be politically difficult, given the presence of
strong labor unions which are supported by intematicnal NGOs. In addition, improving labor
skills and lowering operating costs through building infrastructure would take a long time.
Accordingly, it was agreed that priority in the short term should be given to ensoring the
predictability of the business environment and a more supportive public administration; over the
medium term, emphasis should be given to increasing labor market flexibility, upgrading skills,
and rebuilding infrastructure.

20. It was also recognized that efforts would be needed to further simplify the
investment regime. The current system of tax preferences not only undermines revenue
collection, but promotes rent-seeking activities and demands for informal facilitation fees.
Indeed, during 1998-2001, about 50 percent of all imports were exempted from import duties,
maostly under the 1994 Law on Investment. Given Cambodia’s weak public administration, the
staff suggested that a simpler tax system with low rates and strictly limited exemptions would

* The Land Law, which was promulgated in mid-2001, the forthcoming Fisheries Law, and the
recently submitted forestry concessions and management plans are all aimed at establishing
sustainable management of natural resources, while safeguarding access by local communities.
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ensure a more transparent and predictable business environment, The avthorities argued,
however, that the scope of investment tax exemptions was to a certain extent pre-determined,
because they needed to align their system with that of neighboring countries,

21. To facilitate a more broad-based private sector development, bank eredit will need
fo be made more widely aceessible, especially to local investors and farmers (Box 6). NBC
staff concurred that improvements in financial intermediation would require changes to the legal
framework aimed at increasing the enforceability of financial contracts. Althcugh the draft
Insolvency Law has recently been completed, various other commercial laws, including those
related to the provision of collateral and the protection of ereditor rights—which arc essential to
promote banking activities—are still in the drafting stage.

22. To upgrade the guality of the civil service and rebuild the infrastructure will
require improvements in revenue collection. Ir: the short run, improvements in fiscal revenue
could be expected from the collection of arrcars and the tightening of lcakages through
addressing staff integrity issues. The anticipated increase in revenue over the medium term was
predicated on: (i) containing further the erosion cf the revenue base and (i) strengthened
administrative capacity, which would only be possible if decisive actions were taken. Neither of
these objectives would be easily accomplished, as the tax base is being eroded by increases in tax

incentives, as discussed above, and the .
Camhodia; Total Tax Revenue

signing of contracts that had reduced f:;rl':':gﬂ:z: ;ﬂ}x (Central Government) oGP
transfers to the Treasury. While 160 5
clearing the backlog of applications for 140 f::?::‘m;i : .
tax exemptions helped to improve 120 OB | |,
transparency, it had seriously 00 '
undermined the revenue base, more 8 - ¥
than halving the projected profit tax m | i 5
2003. Furthermore, the analysis of past % | -/ 14
records indicated that the contribution wr / s
from administrative improvements had - i 1,
been negative. Only during 2002, with [ 1M 105 T 1959-2000 2001-2002

L}
-
support under the TCAP, had o
administration imprevements been “
made for the first time with a positive
contribution to revenue.

1990 1595 1992 1993 1594 1995 19%6 1997 1998 1999 2000 2001 2002

23 Even if the revenue target could be achieved, a tight reign on expenditure will be
required to meet the deficit targets. To retain public debt sustainability, the primary deficit
(including prants) would need to be reduced from 3 percent of GDP in 2002 to below 24 of GDP
over the medium term. On the basis of the mission’s baseline external scenario (Annex III), debt
service payments would increase by about 1 percent of GDP, largely reflecting the expected
resolution of outstanding debt with the Russian Federation and the United States. This projection
implies that about 70 percent of the expected increase in revenue would be needed just to meet
additional debt service obligations and to facilitate the planned reduction of the primary deficit.
Any increase in interest rates would further reduce the scope for an increase in social spending.
Accordingly, there is only limited scope for raising the wage bill, while non-interest expenditure
on non-priority sectors would probably have to be reduced as a percent of GDP.
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Box 6, Cambodiar Financial Intermediation

The size of the banking system in Cambodia, in terms of the deposit base, grew from 4 percent of GDP in
the early 1990s ta 12 percent by the end of the decade largely due to the repatriation of financial wealth by
residents. But banks played only a limited role in facilitating economic development, and despite their
limited role, the number of banks preliferated under a weak regulatory framework.

The recent re-licensing program Cambodia: Credit to Private Sector and Broad Money, 1983-2002
implemented by the National Bank of (Tn percent of GDF)

Cambodia (NBC) has successfully s - 25
revamped the banking systen1. The number Credit ta private secior

of banks was reduced from 31 to 17.In | 77 Bread Money

response, public confidence in the banking ol 1

system appeats to be gradually improving, y
as reflected in the 22 percent increase in L <18
the deposit base during the first 10 months o
of 2002. Nonethelsss, lending activities of w | T I
the banks continue to stagnate and the LT

spread between loan and deposit rates et

continues to be around 13-14 percent, 8 /_/\/_4 1%
making it very costly for local businesses
to borrow.

(1] 1 1 1 L L [P |
1993 1994 1985 19%6 1997 1398 1999 2000 I0G1 2002

Demand for credit by high credit quality

borrowers, such as multinational corporations, 1s limited, causing some prominent foreign banks to pull
out of Cambodia in response to higher minimum capital requirement. By contrast, demand by lower
quality borrowers, consisting mainly of local SMEs, seems 1o be relatively strong. However, there are
various factors impeding credit growth, including:

« Lack of legal infrastrueture to support the enforeeability of financial contracts. The present
collateral registration system is not reliable due mostly to the absence of a legal basis for secure
transactions. Lack of a proper collateral valuation system also inhibits lending,

= Lack of reliable horrower information. Few firms produce financial statements, and no conunon
accounting standards are in place, making cash flow-based lending difficult. Lack of borrower
information, together with the small size of loans leads to high administrative costs, and thus high
spreads.

» Lack of banks® focus on local businesses. Most banks in Cambodia are fereign-owned and tend to
focus on providing financial services to their home-country custemers operating in Cambodia. In
addition, there are no financial institutions outside major cities, except for some micro-finance
nstitutions.

« Highly conservative quantitative prudential regulations. The minimum capital adequacy ratio is
set at 20 percent, potentially constraining the Iending activities of some of the active banks. There is
scope to telax these regulations once supervisory capacity is sufficiently upgraded and more effective
on-gite and off-site banking supervision is put in place.

¢ Lack of human resources. The open door palicy has atiracted foreign banks, but mast banks have
difficulty finding qualified working-level staff.

Creating an enabling enviromment for financial intermediation remains a major challenge. Providing a
legal infrastructure addressing, inter alia, the above factors, should be at the center of any {uture reform. In
parallel, the NBC’s supervisory capacity based on prudential regulation, as well as the creation of an
interbank market, will become increasingly important 2s private eredit picks up.
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While the mission supported the government’s civil service reform ebjectives, this reform
would need to be incorporated within the Medium-Term Expenditure Framework.
(MTEF). ® The staff welcomed the initiation of a first phase of pay reform, financed partly by
savings from military demobilization. Looking ahead, the government planned fo: (i) increase
gradually the remuneration of all civil servants during the 2002-2006 period to a level equivalent
to the minimum wage paid in the garment sector; and (ii} convert about 15,000 out of 63,000
non-teacher positions to additional teaching slots, while maintaining the overall size of civil
service at about 163,000. The mission agreed that the comparatively higher skills required for
mast public sector wark would require commensurately higher pay than the private scetor
minimum wage m order to attract and retain qualified workers.

24. The staff questioned whether the government’s current civil service reform plan
could be achieved.’ In particular, the mission noted that recruiting new teachers an the scalc
envisaged would be difficult and would require time and a large investment in teacher training.
The aunthorities indicated that they would revisit their civil service reform plan ence government
studies on the staffing of line ministries and the labor market were completed. Meanwhile, the
mission recommended that the overall government wage bill, including military and security
personnel, should not exceed 5 percent of GDP given other priority spending needs. Gn a related
matter, the implementation of the Priority Mission Group Program (PMG), which would provide
temporary pay supplements to a small percentage (roughly 1.5 percent) of civil servants for
special assignments, should help ensure quality public service in high priority areas.®

25. While economic and structural reform policies envisaged as parti of the
government’s medium-term strategy do not appear to place a heavy burden on the poor,
efforts would need to be made to ensure that all income groups benefit from the country’s
economic development. Spending on education, for example, which is essential for boosting
productivity in the long run, should be provided equally to the population living in rural areas to
allow them access to better economic opportunities. In the same vein, capital spending, which is
needed to rebuild infrastructure to reduce operating costs of businesses, should also be allocated
to rural roads to give better market access. The authorities noted that they would address poverty
issues in the context of further refining their policies contained in the NPRS.

% The AsDB is taking the lead in formulating the MTEF. The MTEF, which in turn is part of a
broad budgetary reform led by the World Bank (in the context of the IFAPER), is in an early
stage of development. The MTEF stiil needs to incorporate the government’s sirategy on civil
service reform, the pubhic investment program, and external financing issues.

7 Civil service reform is discussed in more detail in the Selected Issues paper accompanying this
report,

® PMGs involve selected groups of skilled civil servants expectad to carry out parformance-based
tasks in return for improved remuneration incentives and working conditions. PMGs are cxpected
to be launched in 2003 involving up to 1,000 staff, and reach a maximum of 2,500 staff by 2005,
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26. Acknowledging the weak administrative capacity and the major challenges ahead,
the autherities emphasized that continued technical assistance would be required. The staff
agreed that achieving the government’s ecanomic objectives will require continued broad-based
technical assistance efforts, as provided under the TCAP, but noted that the next phase of
assistance should focus mere on institution-building, rather than relying on external advisors to
fill key functions.

27, In the discussions, a number of risks to the success of the medium-term strategy
were identified, reflecting particular areas of vulnerability for Cambodia. First, failure to
improve institutional capacity (inciuding from the lack of progress in civil service reform) and
governance will continue to discourage new investment. Second, inability to adhere to the fiscal
and monetary targets established in the government’s reform strategy, could threaten mvestor
confidence, as well as donor support. In particular, projected revenues may not materialize if
gains in collection efforts were undermined by a further erosion of the tax base arising from tax
exemptions and non-transparent contracts for gevernment services. Failure to deal with these
issues could heighten the uncertainty of the business environment and weaken confidence in
financial institutions, which in turn could lead to a reversal of the recent financial deepening.

28. An improvement in the business environment was seen as particularly important for
achieving the authorities’ growth objectives. In the absence of new investment, garment
exports would most likely decline over the medium term in the face of stronger competition from
neighboring countries (see text table). More importantly, the scheduled phasing-cut of the textile

Cambaodia: Baseline and Non-adjustment Scenarios, 2002-2007
(In percent of GLOP; unless ctherwise indicated)

Projection
2002 2003 2004 2005 2006 2007

Baseline scenarin

Real GDF growth (percent change) 4.5 5.0 6.0 60 6.3 6.5

Of which: Garment (percent change) 14.1 10.0 10.0 8.0 80 80

Government revenue 12.1 12.7 13.4 12.9 14.3 14.5

Current Expenditurc, of which 111 11.4 1.9 122 12.6 134

Wages 3.9 4.0 4.1 43 4.4 4.5

(Onher 72 1.5 7.8 7.4 8.2 83

Memo item: Social spending 1/ 3.6 3.8 4.3 4.4 4.5 4.3

Primary deficit 3.1 2.9 2.2 240 19 21

Garment export [in US$ million) i,254 1,376 1,481 1,596 1,724 1,862

Current account balance, excluding official transfers (in USE willion) -391 405 431 470 481 -493

Gross international reserves (in US$ million) 642 496 742 £10 204 1,011
Non-adjusiment secnario

Real GDP growth {percent change) 4.5 2.8 31 1.9 1.7 1.7

Ol which; Garment {percent change) 14.1 6.7 26 6.7 -11.0 =133

Government revenue 121 12.3 12.5 12.5 12.6 12.5

Current Expenditure, of which 11,1 1.1 110 10.9 11.0 1.1

Wages 3.9 3.9 38 3.6 3.6 36

Other 72 T2 72 73 T4 7.5

MemO ilem! JOCIAL SPENAIME Li 36 36 3.6 3.6 1.5 16

Primary defisit 31 249 z2 24 1.9 2.1

Garment export (in USS million) 1,254 1,351 1,400 1,320 1,188 1,041

Current account balance, excluding officisl wansfers (in USE million) 2361 -430 -509 -ah3 -636 ZT354

Gross international reserves (in USE mallion) 642 8670 640 374 5i4 379

Source: Fund staff estimates, -

1/ Includes components of wages paid in the social scetors.
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and apparel quotas under the WTO Agreement on Textile and Clething in 2002 could lead to a
sharp drop of quota-based garment exports. Such an outturni would lead to a fall in real annual
GDP growth to below 2 percent, i.e., below population growth. Moreover, depending on how
quickly consumers were to adjust to lower export receipts, gross reserves could drop rapidly to
below 1Y% months of imports.

B. Outlook and Policies for 2003

29. The mission discussed a policy framework for 2003 that could start to address the
medinm-term challenges and to make up for the slippages under the PRGF-supported
program. Emphasis was placed on the need for further progress in raising fiscal revenue,
improving the quality of public services, and reforming the legal system, forestry policy, and the
banking system. With appropriate policies in these areas, real GDP growth could be expected to
reach 5 percent, inflation contained to below 4 percent, and the external current account defieit
maintained at about 102 percent of GDP. To reach a gross reserve target equivalent to about
3% menths of imports, an external financing gap of about US$30 million would arise in 2003,
and one of US$66 million for the next three year peried {(including 2003),

Fiscal issues

30. The mission noted that the povernment revenue target of 13'4 percent of GDP in the
2003 budget would be very difficult to achieve. The erosion in the revenue base in 2002 would
continue under the amended investment law as further incentives were likely to be provided.”
Thus, even achieving a revenue target of 12% percent of GDP, which was estimated by the staff
to be a realistic target, would require substantial efforts, including strengthening collection
enforcemnent. The authorities agreed with the mission’s projection and indicated that they would
carcfully execute the 2003 budget, with cutbacks in spending, as needed, to avold recourse to
domestic bank financing. At the same time, the authorities agreed, as detailed in the attached
Memorandum of Economic and Financial Pclicies (MEFP), to implement measures 1o strengthen
tax and non-tax collection, including those nezded to offset the revenue loss from the expected
tariff reduction in June 2003,

31. Given the lower revenue target, the mission noted that current expenditure should
be curtailed. At the same time, expenditure should be reallocated to make room for military
demobilization and an increase in debt service payments following cempletion of the bilateral

® The MEF had delayed granting exemptions because of budgetary concerns, causing a long
queue of outstanding requests. The amended Investment Law now recquires a decision by the
MEEF on requests for exemptions within a period of 31 working days.

1 The authoritics are considering cither (i) a reduction in the current maximurs tariff rate from
33 percent to 30 percent while raising the excise tax rate by 5 percentage points to offset the
revenue loss; or (ii) a reduction in the tariff rate of a group of products from the maximum rate to
15 percent that will have only a limited impact on revenue,



221 -

debt negotiations.'' The mission proposed expenditure cuts in non-social spending equivalent te
2 percent of GDP, involving a scaling-back of operating expenditure and net transfers to local
government in line with historic trends. Even after these adjustments, a financing gap of about
CR 80 hillion (%% percent of GDP) would be expected in 2003, which was expected to be financed
by multilateral concessional loans. The authorities agreed with these proposals, but indicated that
the magnitude of expenditure cut would be revisited once the debt negotiations have been
completed.

32. In parallel with revenue collection efforts, the staff recommended a further
strengthening of budget management to avoid cash shortages and ease the year-end
bunching of spending. In this regard, the staff welcomed the progress made in centralizing
government accounts at the National Treasury. Efforts to centralize government accounts could
be expanded to cover accounts held in line ministries, and the use of the banking system for
government financial transacticns could be increased, while ensuring that the treasury accounts
are held with the NBC. The authorities indicated that improvements in budgetary management
would be made with the infroduction of standardized accounting procedures for government
iransactions.

Monetary and external sector policies

33. The authorities’ monetary framework for 2003 is consistent with the growth and
inflation objectives noted earlier. Broad money is projected to increase by 204 percent,
reflecting some moderation in the decline in velocity observed to date. The effectiveness of
monetary policy, notwithstanding the lack of market-based monetary policy tools, is limited due
to the highly dollarized environment.'* Accordingly, the authorities recognized that
macroeconomic stability was contingent on meeting the fiscal objective of avoiding any recourse
to domestic bank financing. It was agreed that reducing the role played by the U.S. dollar in the
economy should be a long-term objective, which could only be achieved through maintaining
macroeconomic stability over time. While the recent increase in the amount of riel circulation
was an encouraging development, the anthorities recognized that rapid de-dollarization is
unlikely to occur in the next few years, In the meantime, the government could assist the process
by gradually expanding the use of riel for its transactions.

34. The mission supported the authorities” intention to maintain a flexible exchange
rate in the context of the current intervention policy aimed at increasing gradually the level
of International reserves. NBC officials indicated that they would continue to use any increase
in demand for riel to bolster international reserves and avoid resisting downward pressure on the
exchange rate, except to dampen excessive short-term variations of the exchange rate. In view of
the limited scope to improve competitiveness through the use of exchange rate policy, the
authorities agreed that productivity increases through training and the creation of a favorable

! For illustrative purpose, staff assumed the rescheduling agreement to take place in mid-2003
on the same terms underlying the baseline scenario presented in Annex IIL

'2 About 95 percent of banks’ assets and liabilities are denominated in U.S. dollars.



-2 -

business environment (as noted earlier) through betler governance needed fo be emphasized.
Prices for geods and services are routinely quoted in U.S. dollars, and maost transactions in urban
arcas are settled in dollars. The riel is used for small cash transactions only, and 1s injected into
circulation primarily through government payments for goods and services (including civil
servants salarics). Although foreign currency cash holding is difficult to measure, according to a
recent study,'? it is estimated to account for around 95 percent of broad money defined to include
cash dollars in circulation. Accordingly, any attempt to devalue the exchange rate would be offset
immediately by an equivalent price increase in rigl terms, which would adversely affect the rural
poor and civil servants who are paid in tiel.

Banking sector

35.  The mission welcomed the successful completion of the relicensing of commercial
banks and the restoration of banking sector soundness. Banks now have an adequate capital
base and ample liguidity from a large increase in deposits, reflecting improved public confidence
in the banking system. However, the mission emphasized that strengthening bank supervision
capability remained a priority, especially in view of the limited role of the NBC as a lender of last
resort, NBC officials indicated that successful introduction of a new chart of accounts by mid-
2003 and a substantial strengthening of on-site inspection activitics were priorities for this year. It
was also expected that the government’s announcement of its intention to privatize the Foreign
Trade Bank would reduce the extent of policy-based lending.

6. Looking ahead, the authorities shared the mission’s concern that the existing banks
were heavily concentrated in urban areas. NBC officials noted that it was commercially not
viable for commercial banks to provide financial services to the rural poor who are mostly
engaged in agriculture. The cost of handling small scale loans to farmers, and the associated
credit risks were too high for banks. Accordingly, the role of micro-finance institutions was
expected to continue to increase, requiring increased attention from the NBC for prudential
purposes. In this regard, the staff welcomed plans to reactivate NBC branches in selected
provinces which could facilitate banking activities, including the operations of micro-finance
institutions.

Other structural reforms

7. The authorities highlighted the significant progress made on trade reform that had
enabled Cambaodia to come closer to joining the WTO. The third WTO Working Party
meeting in November 2002 was successful, paving the way for Cambaodia to become a full
member by September 2003. WTO accession is critical for Cambodia to level the playing hield
for foreign investors, especially in view of the scheduled pbasing out in 2005 of textile and
apparel quotas under the WTO agreement. The authorities noted that the conversion of the tariff
classification to the ASEAN Harmonized Tariff Nomenclature was under way aad that
discussions on the reduction of ASEAN Free Trade Area (AFTA) tariff rates had already started

Y See “Macroeconomic Adjustment in a Highly Dollarized Economy: The Case of Cambodia”
by Mario de Zamaroczy and Sopanha Sa, IMF Working Paper WP/02/92,
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in 2001." This reduction could help attract foreign investment that would support exports to non-
ASEAN markets.

38.  The mission strongly urged that the suspension on logging activity be maintained
until the management plans and agreements on restructured concessions were approved in
a transparent manner. Monitoring of log transportation and overall forest crime has proven
difficult. Despite the ban on logging introduced on January 1, 2002, enforcement was made
difficult in large part because of the absence of an effective scheme for ensuring that transported
logs had in fact been felled prior to end-2001. In addition, it could not always be confirmed that
royalty payments had been paid to the government on logs for which transport permits were
requested. Te address these problems, the government began to suspend log transportation in
May 2002. The recent suspension of donor support 1o the Forest Crime Monitoring Unit
(FCMU), however, has reduced the credibility of the forest crime monitoring process;'® and the
disclosure process of the newly-prepared forestry concession management plans raised concerns
among local communities, donors, and NGOs. The situation was further complicated in
December 2002 when, after months of mounting tensions between the government and Global
Witness (an NGO that served as an independent moniter of forestry activity in Cambodia since
garly 2000), the government announced its intention to identify a new independent memitor. This
issue has affected the tranche release conditions for the second disbursement of the World Bank
Structural Adjustment Credit (equivalent to about US$15 millicn).'¢

39. The mission supported the government’s commitment to continue pursuing its
governance and anti-corruption agenda. The second GAP, which is under preparation, is
cxpected to focus more directly on corruption and social issues as these are areas where lcast
progress was made under the first GAP. Unfortunatcly, slow progress in establishing a modern
legal and judiciary system has held back reforms in other areas, especially the adoption of an
anti-corruption law. The authorities explained that introducing the anti-corruption law without
setting up minimum safeguards against corruption in the judicial system would only raise the cost
of “buying™ a court ruling and fuel further corruption in the judiciary. Accordingly, the
govermument is giving prierity t¢ making the Council for Legal and Judiciary Reform and the
School for Meagistracy fully operational, and to ensuring an effective functioning of the National
Audit Authority. The mission recommended that legal documents be made more easily accessible

4 The current tariff schedule has four rates of 0, 7, 15, and 35 percent; the unweighted average is
16.5 percent. Cambodia is rated 6 under the Fund’s Trade Restrictions rating.

1 The FCMU was created in 1999 with donor support to menitor illegal logging. The FCMU,
however, has never been in a position to operate effectively, owing fo inadequate staffing and
continued conflicts between the management of the Department of Forestry and the foreign
advisors (FAO) assigned to the FCMU. In October 2002, donors suspended support to the
FCMU, pending completion of a review of FCMU’s operation,

'* The delay in the SAC disbursement is not expected to create additional financing gap in 2003
because of the carry-over of foreign financing of similar amount from 2002 owing to larger-than-
expected foreign inflows.
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to the general public at a minimum cost, and stressed the need to develop a framework for
menitoring progress in governance in the second GAP, that includes indicative targets and
benchmarks.

40. The mission welcomed the ongoing efforts to upgrade the statistical framework,
with support from the Fund’s resident multi-sector statistical advisor under the TCAP, as
well as the submission of the new Law on Statistics aimed at ensuring the independence and
coordinating role of the National Institute of Statistics (Annex VII). Despite significant
shartcomings in some areas, core data are generally adequate for program design and monitoring,
and are provided on a timely basis. Nevertheless, it was recognized that further efforts were
needed to improve the reliability of macroeconemic data, especially the naticnal accounts,
balance of payments, and government finance statistics. The mission stressed that allocations
should be made in the budget for funding planned improvements in the compilation of statistics.

41. The mission commended the authorities for their efforts in preparing a fully
participatory NPRS. The NPRS will serve as the government’s blueprint for addressing poverty
reduction in Cambodia in consultation with development partners, civil society, and NGOs. The
authonties recognized that the NPRS was only a first step in implementing a broad-bascd poverty
reduction strategy over the medium term, and thus needed te be updated on a continuous basis in
light of the recommendations in the Joint Staff Assessment and as new information becomes
available.!”

IV. STAFF APPRAISAL

42, Cambeodia’s economy has visibly strengthened since political stability was restored
in 1998 and economic reform was resumed. The authorities’ efforts were supported by donors
through financial and technical assistance. Favorable external factors, including the bilateral trade
agreement with the United States, also helped Cambodia to achieve a record of strong growth,
driven by exports. Inflation remained low, reflecting fiscal discipline. However, notwithstanding
these efforts, poverty is still widespread, especially in rural areas.

43, Strong and sustained growth over the medium term will be needed to achieve
meaningful poverty reduction, but there are considerable challenges. In spite of the progress
made in recent years, decades of instability have left the country with weak foundations for
growth, Also, the robust economic performance of the recent past will be difficult to replicate if
growth remains narrowly based on garment manufacturing and, to a lesser extent, tourism. In this
regard, external competitiveness is a key concern, reflecting the relatively high costs of doing
business in Cambodia. However, even with an improvement in competitiveness, widespread

7 A more in-depth Poverty and Social Impact Analysis (PSIA) is expected to be undertaken by
the World Bank cn land reform, where policy changes will have a direct impact on poverty in
rural areas. The ability to carry out more extensive PSIA is constrained by the poor quality of
survey data. The UNDP is assessing the impact of macroeconomic policies on the poor more
broadly in a regional context.
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complaints about the burden of informal facilitation fees and uncertainties in the regulatory
framework discourage foreign investment.

44. The staff considers that a major sérengthening in government capacity is essential in
the period ahead. Rebuilding government institutions and upgrading the quality of the civil
service, supported by improved revenue collection, should enable Cambodia to cstablish a sound
regulatory frameworlc. In addition, a simple and transparent investment regime with lower tax
rates is needed to replace the current system of incentives which provides for large exemptions.
Progress in these areas will encourage continued donor support, which is essential to supplement
limited domestic resources in rebuilding economic infrastructure, and create a more favorable
business environment.

45, The staff welcomes the progress that has been made in reorienting government
expenditure to social spending and military demobilization. However, continued efforts are
needed in the context of a medium-term expenditure framework to reorient spending, cspecially
as the expected completion of debt negotiations with the United States and the Russian
Federation will raise public debt service. In particular, civil service reform, which will inevitably
entail higher civil service pay, is required to contain the government wage bill so as to protect
other priority spending.

46. Lasting improvements in tax collection enfercement are required to prevent a
further erosion of the revenue base. In particular, tax and customs administration needs
strengthening to meet the government revenue targets for 2003 and the medium termn. It will also
be important to examine government contracts with service providers (o ensure that appropriate
fees are being fransferred to the Treasury. All future coniracts should be handled under a proper
bidding process, and be authorized by the Minister of Economy and Finance and made public,

47. Parallel efforts should be made to strengthen budget management, The staff
welcomes the progress made in centralizing government accounts at the National Treasury and
the plan to introduce standardized accounting procedures for government transactions. Further
efforts shonld be made to enhance coordination among government agencies (o improve cash
management,

48. The staff supports the maintenance of a flexible exchange rate regime in the context
of the current intervention policy aimed at further strengthening the official resetve position. De-
dollarization should be a long-term objective consistent with the promotion of sustainable
growth, In the meantime, the government could suppaort this objective by gradually expanding the
use of riel for its transactions.

49. The staff commends the authorities for the saccessful completion of the relicensing
of commercial banks and the restoration of hanking sector soundness. Nevertheless, lending
activity remains wealk, especially with respect to local businesses. There 15 a need to strengthen
the regulatory framework, especially as regards the provision of collateral and the protection of
creditor rights, te reduce lending risks faced by banks. The staff also urges the government to
follow through on its plans to privatize the Forzign Trade Bank.
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50.  Thereis an urgent need to strengthen the monitoring of logging activities. The staff
is concerned by the government’s announcement to replace the current independent monitor, and
urges the authorities to ensure that this interruption be kept to a rinimum. Progress in this arca
will be an important indicator of the government’s commitment to improved governance. The
recent decision to collect public comments on the government’s sustainable forestry management
plans is a welcome development. Until sustainable management plans are in place, the
suspension of logging activities by concessicnaires and the ban cn log transportation should be
retained.

51. Urgent efforts are needed to improve governance during the next phase of reform.
In this respect, the staff welcomes the preparation of the second Governance Action Plan, which
is expected to focus more directly on corruption and social issues. In particular, the authorities
should make the Council for Legal and Judiciary Reform and the School for Magistracy fully
operational to strengthen the judicial system. At the same time, efforts need to be made to adopt
the Anti-Corruption Law by mid-2003, as pledged by the Government at the June 2002
Consultative Group meeting in Phnom Penh.

52. The staff sees a strong need for continued support under the Technical Cooperation
Action Plan to build government capacity. To date, positive results from the TCAP in tax and
customs administration and statistics are evident. Efforts to build a sound statistical base should
continue as economic analysis and program monitoring is still hampered by data weaknesses. [n
all areas in which technical assistance is provided, however, the authorities need to demonstrate
greater ownership.

53, On the basis of Cambodia’s performance under the third-year program and the
government’s commitments to achieve the ohjectives of the program for 2003, the staff
recommends completion of the sixth review under the PRGF arrangement. The staff
comunends the authorities for their efforts in preparing a fully participatory National Poverty
Reduction Strategy Paper and looks forward to the implementation of the policies contained
therein.

54. It is expected that the next Article IV consaltation with Cambodia be held in
aceordance with the provisions of the decision on consultation cycles approved on July 15,
2002.
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Figure 1. Cambodia: Selected Economic Indicators, 1997-2002
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Figure 2, Cambodia: Indicators of Program Performance, 1998-2002
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Table 1. Cambodia: Selected Economic Indicators, 1998-2003

Nominal GUP (2001); 53,404 million

Population (2081 13 million
GDFP per capita (2001} $259
Fund Quota: SDR§7.5 million
1598 1999 2000 2001 2002 2003
Prog. Proj. Froj.

(Petcent change)
Reul economy

Real GDP 21 6.9 7.3 61 4.5 4.3 5.0
GDP deflator 13.8 3.7 4.6 =24 30 a0 kN
Consumer ptices {end of period} 133 -0.5 -0.8 ni 3.0 a7 ER
[arnual average) 14.8 4.0 0.8 na 1.4 iz iz
(In percerm of GD'F)

Domestic invesineni 113 15.9 13.5 179 162 16,6 16.9
Govertirment fnvestmens 33 5.7 6.7 71 T2 7 1.1
Nongoverumens investent 8.] ) [o¥; 6.8 1n7 w0 8.9 98
Of which: change in inventories 0.9 1.4 =17 2.1 e . o
National saving, 9.1 13.6 9.2 127 13.8 137 139
Govemrment saving -0.3 1.6 1.5 1.2 1.3 2.9 1]
MNongovemnment aaving 94 12.0 .7 11.5 115 128 12.8

(Pateentage ehange, unless otherwisa indicated)
Money and credit

Brocd maney 157 17.3 6.8 0.4 224 bR 20.5
Of which : tiels in cizeulation 43.0 -3R 1.0 16.8 202 187 2.0
Ner credit to the government I/ 11.7 -0.1 -h.9 43 6.0 0.9 i
Yeloeity nfmeney &/ n.3 2.3 73 6.4 58 5.6 51
(In percent of GIDP)

Covemment budges
Revenue (inel capital revenue) 23 A 112 11.T 1r8 121 127
Of which . Tax revenue 5.0 77 8.2 a4 25 85 8.5
Montax revende 2.0 R 2.8 3.2 3.7 A5 36
Additional revenus - - 04
Expenditure 138 14,7 led 177 147 189 19.0
Current expenditure 37 83 59 9.5 104 11,3 11.] 114
Capital expenditure 5.3 ER 6.9 7a 7.4 R 73
Current budget balance 31 1a 1.5 12 1.3 09 1]
Dverall budget balance -5.5 4.0 5.2 -6.0 -5.9 6.8 6.3
Overall budget balance (ancl. gramis) -2.5 -1.3 2.3 =3.] 2.6 -1 =34
Foreign financing 4/ 4.5 4.4 3.5 5.7 5.2 7. 6.5
Domestie finaneing 1.0 0.4 -0.] 0.l -3 0.3 -0.:2
Outstanding oparations 5/ P 0.3 -0.2 02 @0 0.0 L&)}

(T mitlicone of U.5. dollas; uniess otherwise indicatad)

Balance of payments
Bxperts 6/ 683 %21 1,206 1,293 1,358 1,434 1,57
Tnprts r 954 1,219 -1,664 1,777 -1,752 21,350 2,041
Cairrent aceoumt {exel. official vansfers) =261 =295 <412 458 -356 -391 -4
(in percent of GOF) -87 -8.9 =123 134 .6 -10.7 104
Current accoumt (ine). official trans fers) -67 15 =144 -180 47 -106 <118
(in percent of GDF) -3 2.3 -4.3 -5 24 28 -0
Capital account 38 -18 56 200 116 157 133
Lrverall balance -108 -93 -58 20 28 51 14
Finencing gap 3]
Gross official reserves ¥ 330 422 485 150 628 642 496
[In momha of imports of goods and services) 3.h 12 28 29 14 33 33
Ner official reserves 7/ kP 149 411 470 337 549 604
Public extemal debr B/ 2,044 2,268 2,265 2,254 1,552 2,40% 1,370
[in peteenl of GDF) 679 68.7 67.6 6.2 4z.1 65.6 35.2
Public debt service {acerual basis) 124 125 126 4 0 56 54
([n percem of domestie exports of goads and servioes) 144 111 8.3 33 1.1 30 26

Mematandum items;
Nominal GDP (in billions af tels) 11,364 12,387 £2,912 13357 14377 14,377 13,830
{ir. miilions of 7.4, dollars) 3,011 3,200 35 3,404 3,089 1,083 1,391
Raxchange rate {rieks per dollar; end of period) 1,780 3,715 3,810 3,906 3,300 3,935 4,065

Sources: Data pravided by the Cambodian authoriics; and Fund stafl cstimales and proj ections,

1J Contributions to 12-monih pereent change of broad money.

2 Ratio of nominal GDP twaverage snck of road money.

3/ Excludes cash adjustments in 2033,

4/ Includes dishursernents for the fnancing gap in 2003,

4! Ineludes expenditure committed bt not yet allocated to the accounts of the govermens agencizs 1hat execute the budge,
and exchange Tate a.dju:tnmntx

6/ Bacludcs re—exports.

! Projection based on data available 1hrough mid-Moevember. Actun] gross and net international Teserves at end-Decernber 2002 wers
S 665 and U5 S 569 miflion, mspeetively.

8/ & Faris Club tescheduling under Maples tenns {67 percent NFV reduction) is assurtied in mid 2003,



- 30-

Table 2, Cambodiz: Balance of Payments, 2000-2007
( In millions of 1.3, dallars)

2600 o0 001 2003 204 2005 TO08 2007
Rev. Prog Pro. Brujectiong

Cument aceount (excluding official tranefera) 412 436 156 -3n -403 431 <470 451 =03

Curtent aceoimt (neluding official Wanelers) -144 -180 .74 -106 -118 135 -158 =138 165

Teade bolahee 1f 452 476 =158 -4 -465 513 -545 -592 541

Exports 1,534 1475 1528 1,605 1,745 1,861 2,09 2292 2517

Tiomestic expors 1,208 1,295 1358 1,434 1,571 1,723 1,911 2,197 2328

Of vihich: GSP [mel. ganments) 1,613 1147 1.221 1,254 1416 1,528 1.649 1,802 LT

Forestry 39 31 12 n 20 49 106 134 163

Re-exporls 188 L] 17] kil 174 178 182 185 189

Tmpaoris, £o.b. «1,346 1,951 <1918 2,044 -2,21% -2415 2,628 -2.834 -5,160

Reined imparts, fo'h. -1,664 1,777 -1752 -1, 480 2,041 2242 2,462 22,705 2,977

Gafwehls agotor -5%0 -663 =730 -652 -7 -185 -329 B-95.3 -9z0

Perrolenm -0 -298 292 -120 -334 -8 -130 -315 -356

Qther rerained imporis ST k20 Bryi] -i53 Dol -1,13% -1,303 -1493 -EE81

Tmports for reexport, £.0.b ~182 174 -166 -165 -16% -172 -L78 -119 -183

Servieew and Ineotop [net) -0 -5 43 -28 -2z -5 -i6 18 5

Bervices [nef) 52 86 102 H b a3 163 1) 207 251

Qf which: Taurism (wiedit) 199 235 282 Pt 36 384 440 561 89

Income (nat) B2 <119 =145 -145 -157 -17% -183 -131 -200

Qf orhaich: Tntereat (debit) B2 -12 HH -7 -7 34 A5 A7 -39

Privaie tranafars (net) 70 T3 77 TR 14 B 91 95 e

Official ransfers (neg) 168 T 268 184 138 96 I3 Lyl It

Capital and financial aceount 36 20 Nkl 157 133 153 157 19 264

#adium- and long-term Loans -2 ol 117 10 91 98 120 145 154

Disburscrments %1 113 e 136 123 137 160 136 205

Amartization -4 -33 -15 35 AT -3 -40 -0 -4

F orgign direct mvestment 135 EL 75 98 101 L} 120 M 144

Shart.term Guws and errore dnd von lesione 16 % -6 42 5% -56 -3 =37 =44

Ovarall halance -58 0 2R 51 14 17 i 32 99

Finarcing 58 20 -28 51 -14 -17 -4] 32 9

Change in groes official reserves =63 45 78 -3 33 -47 81 93 =107

Osex of Fuwd eredit 4 L] ] 9 - R -7 -4 -3

Purchases/disbursemenis 1 21 21 v} 11 i} [i} o [\]

Repurchasestepayments 7 12 12 12 12 1 7 4 3

Dbt restructuring 2/ [H 16 1435 1462 4 1% 17 18

Dehl forgivenasa 0 13 0 0 S 18 1% 17 14

Deht rezchedaling [H 1 636 [H 547 ] ] 0 0

Change in artears (- = reduction} 1n? i -1,95 32 -1,45% ] [ o &

Finanuing iTap 31 0 15 0 ]

Memorandum itema:

Trade baianca (in parcenl of D} -13.3 -0 «10.5 -120 118 -124 <128 128 130
Curtent account halance

Exciuding officlsl mansfers (in percent of GDP) 123 -134 9.8 -7 -10.4 -1035 108 -104 +10.0

Inclding offienl iranafaty (i gascent of GLP) 4.3 53 24 -39 -1 33 3.6 -3.4 -3

Gross official reservas 485 550 629 642 596 T4 B0 904 1011

In menths of imparts of goods & services 28 3 34 33 33 32 1z 33 ER

Tn menths of eore impotts of goods & serviees 4 4.8 34 &0 34 33 5.1 50 5.0 5.0

Nig infernationy] reserves 411 470 7 349 534 657 34 B0 908

Public debt service (eash basis) 12 19 21 21 a2 59 &0 51 62

Publc debt sorvies mtio (cash hasis) 57 0.8 1] 1.2 1.1 29 26 24 232 23

MWuminal GDF (in milliong of U3, doliara) 3,38 3404 16856 3,661 3,58] 4,311 4,357 4,630 4,933

Sources: Data previded by the Camtodian suthorilies; and Fund staff eatimales and projections.

1/ Trcludes estimetes for unrecarded iade, such as frmeslry exports and unrecorded petroleuin imports. Dada on cxperts and imports have been revised from earlier eetimalea baasd
on ingproved satistics.

27 Asammes 8 Paria Olub rescheduling under Neples terms (67 prreent WPV reduetion) in prid-2003. Bilaterai rescheduling agreements wers Teached in privciple with the Czech and Slovak
Republics in 2001,

B Ineludia 117 milliom associated with the rebuen of Cambodian gold holdings by the BIS in | 998,

4/ Trnporta excluding | mports for re-export and imports for the gamend s vetor

5/ Ratio of debt service to damestie exports of goods and serviges.
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Table 3. Cambodia: Mouetary Survey, 2000-2003

T000 206] 002 20
Dee. Dec. Mar. Tun. Sepl. el Dea. Mar. Jun, Sept. Dee,
Prog Azl Frug. Pruj. Projclion

[To billions of riels; end of period)

Nt farzign s sclé 2583 308 - 3814 3483 3.693 104z 1518 177 3284 200 4,009 4199
Mationel Bank i 1,415 2,680 2,064 1,759 3,117 3,067 3,763 3,1EE 3,297 3,308 3,80 3,594
TDhepogil tnoney banks 486 68] 586 645 krsl i 575 T4 SBT 587 592 59R 803

et downestic asscts =758 -877 558 =365 -B76 =956 -545 =521 Ber ] 96l R:FL -850 -833
Troweslic ered it 404 568 819 ToT 950 854 BSY 1,006 BTT 893 929 141 122

Govemment (net) 3 -5 -152 -16% -85 -106 <129 -5 =95 =115 =115 115 =35
Fubile enterprives a 7 5 4 4 1 1 -3 4 ) 4 4 4
Frivale sector 98 916 o7 pis 1,041 P5 W78 1,077 PR 1,004 1,040 1,076 L
Crher llems (net) -1,662 1,748 -1,7KE -1,732 1,826 BEI 1,800 B Val 1,83 1,353 1,834 -1,853 -1,855
3 which ; capital 1,791 1,959 571 -1,EBS -1.518 1,813
Wationa] Bank -1,000 -1,035 S106T -1,088 -,115 -1,103 , "
Dreposit money banks =79 24 ) =791 =803 -80% . f n

Broad money 1,831 2,204 2408 2,648 2,608 .7 2604 1,697 2,794 2,524 3,066 ki) 3346

MNarow meney 540 810 &Té T4R ity N 757 141 79t 834 B77 a1 954
Currency In elrculation 493 TR ad| m 665 727 T3 45 744 78S R25 B 907
Demand deposits 43 1z 35 a7 45 44 a4 47 47 45 52 54 57

fruaslmancy 1,201 1,55 1,731 1,501 [§ 1,986 1,9%% 1556 2,103 2,000 2,149 2,289 2402
Time deposin 46 55 [ 73 L] 64 75 P &7 By ER 92 k] 100
Forelgn corrency deposits 1,245 1,539 1,570 1,81 1,833 1,891 1,564 1,358 1,520 2,008 3,097 2,192 330z

(12 - ritonth percent shange)

et foraign wasis 282 190 B2 8.7 130 52 242 14.2 124 154 104 1.0 1.4
Met domestic wasels (+ decrende) 33 15.7 14.% 115 58 156 132 -0.3 1.3 o1 42 -6.9 -14.6
Privale sector 173 42 78 =21 50 238 05 150 34 18 121 124 156

Brosd money 269 204 6.8 34 218 85 285 Fre ] 26,8 FE) 158 17.2 0.5
€ vsich 1 enerency in eizeulation 14 168 2548 39.5 243 360 308 02 87 223 161 19.1 prdi]

{Contritution 1o snnual growth of hroad momey; in percent)

Wet forelgn asgets 398 269 e | 40.6 251 kL33 138 (1%] N1 1.5 142 14.8 154

el domestic azsels =124 55 Y] 12 -2.3 -0l 53 25 -4.5 0.0 1.5 4 51

Domedtic cradit 0 =20 -0.4 3.0 1.1 3.4 3T 6.5 04 I8 6.1 4.1 52

Govenment (nat) 9 43 44 4.2 -1.0 -LE 32 04 -0.9 1.5 1% -0.3 L]

Private sector 94 2.1 a7 -1.0 13 1.5 02 64 14 1.2 43 43 iz

Oiher itoma (et} -143 -5 6.1 23 ) 27 16 a3 4.9 27 4.6 -LE 1
Tefermaramdam fiems:

Foreign curreacy deposits {in milions of dollars} ns 195 428 467 470 479 47 484 486 50z 521 540 562

Foreign currency depasite {in percentof broad money) 68 0 [ 3] ] 70 63 2] T (i 58 58 5B 3

Riel corrponenl of broad money SR 665 TIR &7 T 848 B30 805 574 9z 969 1,047 1,064

{im persent of bread mamey) a2 a0 # 3l k] a6 a1 a1 3 3 1z k¥ 12 12

Cradit in tha privaie geelnr (in milliens af dnllar} 230 140 50 137 267 241 L 174 345 51 259 265 172

Weloaity 1 13 %] (%) 6.0 &0 1 1 58 56 54 53 52 51

Sonree: Data provided by the Cambodian authorides; and Fund staff projeciions.

1/ Nominal GDP divided by the average stock of broad money
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Tablg 4, Cambodia: Summary Accounts of the National Bank of Cambodia, 2000-2003

2000 2001 oz 2003
Dec, Dec, Mar, ha, Sepl, el Dt Mar, Tun, Sept, Des,
Prog. Acl Trog. Troj, Prajection
(In billions of riels; end of pexiod)

Net toreipn assets 2,102 2420 2,680 2,964 2,759 3517 3067 2,769 3,188 3,207 3298 3301 3,356
Foreiga asscis 2.389 2,740 J.0la 33i5 3120 3497 3443 3lza1 3548 J.699 3792 3.5%3 A0
Foreign liabililies -Z88 -3l -335 350 -361 -380 -370 -352 -360 -0z - -1E2 -aTd

Nel domestic assols -3d1 -1,070 -1,180 -1,213 -1117 -1,21B -1,210 -1,099 -1.221 -1,241 -1243 -1.245 -L.227
Claims on cencral governmmeni {ned) 4 -78 -152 -165 33 -147 -168 -75 -135 -155 -155 -135 -135

Claimsy e 71 6 209 269 69 - " .
Depesits 8 346 421 434 416 439 -
Claims on deposit money banks (net) -9 -85 -82 -6 -85 94 -78 -87 -99 =100 =101 =102 -103
Clamms on peblic enlerprizes (nel) Q & ] Q 13 o bl 9 ¢ 1] ") o Q@
Clinims on private sector jned) Q o ] [ 0 o] L] ] 1} a ") 1] [t}
Other items (net) -577 =510 =947 262 =937 “77 =962 =937 =986 =S54 =987 =938 959
Adicli 124 ¥] 1o 141 186 &)
Liabilitics 1,000 1,035 1115 1,143 1,163 1,152
G which : eapinal =1,000 -1,035 =1,067 =1,095 =1,115 =1,103

Reservi masy 1,161 1.360 1,500 1,752 1.642 1499 1,857 1.67¢ 1,908 2,056 2,155 2.256 2369
Currency outside banks 495 578 641 711 abs 317 713 (T2 ] 754 T8 §23 260 g7
Curreacy in banks 4 k] kL 45 48 37 ] 2] kn kL] L] 9 39
Reserve deposits 633 745 824 996 929 1,134 1,106 924 1,187 123 1,202 1351 1423

{12 - month percent change)

el loreign assels 213 15.5 202 33 123 348 3 4.0 E] ¥4 340 14.6 12.3 12.8

el domestic nsseks {1+ decreasc) 31.0 13.5 200 15,2 3.0 12.3 13.7 i3 14.1 5.1 23 a2 0.8

Reserve money 249 17.1 203 434 337 54.5 9.7 224 4.7 371 3.0 k8.4 0.4
Of velvich : urency eulside banks 1.0 16.8 258 19.6 243 36.0 30.8 20.2 28.7 223 16.1 19.1 2.0

{Coalribution (o annual reserve money prowll; in pervent)

Nei forcign asssts 44.8 28.1 6.0 547 363 654 81,5 250 558 413 24.8 20,2 207

Mot domeslic a33ois -23.9 -1L.0 -15.8 -133 -2.5 -16.9 -11.8 =22 -] -1.0 -17 -14 413
Net prodit to povernmenl -111 -6.B -5.6 -6.9 -Ls -6.0 440 [LX4] -4.4 0.2 0.8 -04 iK1
Met cluims en banks a9 1.4 0.4 -1.4 07 -1.5 00 -G8 -L0 .13 -0% -0.4 01
Cther ilems (nel) -13.7 2B -10.5 -5.0 -0l -34 2.7 -2 -53 2.6 =14 0.6 4.1

Mugorandun it

Moncy multiplicr {Broad Mency/Reserve Money) 1.8 1.6 16 15 1.6 kd 13 18 14 14 14 14 1.4

Sources: Data provided by the Cambogian audorities;, and Fund staffprojections.
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Tahle 5. Cambadia: General Govertarent Operations, 2001-2003

2001 200 2003 2001 1082 1003
Esl. Budgei Prog. Proj. Budgpt Proj. Est. Budgst Prog. Priy. Hudget Proj.
{In Blllien of riels) {In percent of GOP)
Total reveme 1,561 Ls60 1.8 1,718 2074 1,982 TR 14 128 12.1 122 127
O wigch: centeel govermmenl 1520 LEs L7an 1,498 2022 1934 114 na | v g 12% 12.3
Tan igéenus 1,128 1.285 1,279 1,219 143 133 24 421 1.9 8.5 4.1 35
Direet laxes 1dh (.} 127 10 133 20 Lo 1.0 04 g 1.0 06
OF which? Peodit taxas 3 Lo3 95 92 12¢ L] 0.8 0.8 0.7 04 0.8 0.4
Indireal {axes 571 81 [ 642 6 ™ 43 49 48 4.5 4.8 4.7
Of which: Brcise tanes 155 165 il ns 56 1 12 1.2 1.3 14 16 13
Doniestle 2 a3 a5 30 4] 41 (154 a3 0z 0.3 0.2 Q3
Ipol 115 130 188 176 215 200 1.0 a9 1.3 12 14 1.3
¥AT {net YAT redunds) 403 502 452 423 479 48 310 1.6 M| 18 31 kA
Dohiestis % 112 112 100 1M 134 0.6 .3 0.8 a3 B.o LX)
Import a7 390 370 343 el 366 a4 23 28 4 2.3 23
Refund (-} S 30 20 20 0 . . 42 -1 01 .1
Gthen 1 14 14 14 11 1 0.l [1X) 01 a1 . 6l
Trade taxes 376 430 430 412 484 A4 23 A1 kB Ay 21 3.0
Tax revenue from proviness 41 38 16 36 42 42 0.3 03 3 0.3 01 0.1
Nemtan revenus 424 550 50 562 617 369 32 46 3.7 35 19 6
Cf which: Tunbet royaites =i 46 0 11 3 E- ] 02 i3 a1 a1 a2 0l
Enterprises and immobile lemsas I8 Efi) 36 6 ht) Lt} 0.2 a3 [l (<31 0z 0.2
Ciuil avintion k1 40 42 34 47 ki 0.3 a3 0.3 62 o3 0.2
Tourism inéomws 14 7 7 H| H 28 0.1 02 0.2 0.1 03 0.2
Casino royalties Ir N 3 55 38 ki ] 0z a2 0.2 62 0.z 0.z
FIT Iz 133 130 123 145 145 09 10 0.9 09 LA 0.3
Passports and visss 36 43 43 k1] 68 43 03 L%} 03 0.1 04 0.3
Quots suedion 3 35 75 64 45 T 02 3 0.5 0.4 03 k3
Garment licensac Ja 43 45 L1v] 45 LT 02 03 U] 0.3 03 3
Others E: B4 52 10l 97 10 03 0.6 04 0.7 0.4 &
Capital revenue & 15 5 1] 3 s 1 02 82 a1 0.2 ol
Additional revenue 5% 04
Total sxpanditura 1/ 2,367 2,655 2.682 2713 2874 974 173 1.1 187 18.9 18.4 8
Curnent expenditare 1,391 1,620 1,620 1,537 1,814 1,178 104 14 13 0.7 116 L4
WRpes 488 L) 223 XED a1 313 33 18 L3 ip 4.0 4.0
Cavil admimistration 114 59 152 189 336 Rkt 1.6 19 1.8 10 11 21
Drefense amd sseurity 204 268 265 M PLE PL 21 19 1. 1% 18 18
Nonwege 856 1852 1,852 943 1,106 1,107 63 7.6 73 6 11 11
Of which: Operaling expenditure 502 676 75 g76 7 700 a.5 449 4.1 4.7 4.7 43
Ectmornic icans fers 30 42 42 42 i N 0.2 03 03 03 0.3 0z
Social transters e 121 121 121 125 115 0z 05 08 0.8 24 nE
Interest 22 25 15 s 15 T4 6.2 [ird 14 |13 183 0.5
Other nonwage 38 bl 78 73 A1 120 .3 0.6 .5 05 0B 2.8
Reserve finds (Chapier 40% 51 i [t 5 55 55 Q.5 0E L% 0.0 0l 0.4
Of whick: Elselions 10 33 5 0.1 0l 0.2
Civil service refarm My 1] 2 0.0
Demnbilivalien 14 14 G 1Y
Provineal expenditure [net subsidy) 37 4 4d 34 i3 52 11k 0.3 o3 0z 0.6 0.3
Capital axpanditura 975 1,085 1,062 1,16 1,460 1,115 73 T4 T4 T8 68 73
Locally financed 183 335 142 piH 360 360 2.1 14 25 2.0 3 13
Externally financed (1A T TH0 36 TG 75 A2 10 49 57 4.5 50
Cash adjustienis 3/ -6k -6 04 04
Cuiment balance 160 215 L3 128 25 k) 12 1.5 1.3 3] 14 1.1
Overall balance =506 ~795 -5as 57d 00 -2 4.0 57 =59 -6.8 -5.1 6.3
Orverll balance (ineloding grang) -0 -395 -369 474 -ng 3R Exh | -13 26 33 -6 34
Fmancing ane T8 E4d 74 00 Gl &.0 5.7 9 &8 5. 5x
Foreign financing (nar} 763 808 254 1,024 £00 41 LN 5B 6.2 Tl EN 6.0
Hudpet suppart (grenl} 38 H 7'9 160 @ b6 U] 2.0 0.5 9.7 0o G4
Eudpol suppa {loans) 18 120 2] &6 125 40 0.1 02 LAY &5 0.8 6.3
Project prants 360 400 400 460 460 400 13 19 18 28 26 2.6
Projact lagna 2/ 353 00 loH 467 300 175 16 22 21 32 1.3 24
Amortization -4 12 -4 -9 -25 - on -0 b1 LA 02 -03
Diaiveatic financing (net) 13 -12 -46 50 0 i 0.1 -0l 03 03 0.9 -0.2
Whfeh: Bank finaneing (net) -18 -5 ] -2 L =0.6 j X 0.0 0.1 . o0
Povale scclor accounts 73 -8 A6 falh} -3 1.5 N} 4.3 -0 0.2
Cudstandipg, eperations 4/ n o 1] ] e (] 0.2 LX) 0.4 oo 0.0 o0
Fiencing gap a0 05
Mamovandam ilows:

Defense and secunily outlaye 400 390 3%0 390 409 390 a0 2.8 27 2.7 25 2.5
Heekh, educetion, sural devel epmem, and agricy ture Kt 3 S8 518 5% 589 $b9 i3 3.7 3B 36 1.8 38
Thx dep artmend revenue (exeluding VAT refunds) 259 705 788 274 345 276 1.4 21 20 19 2.2 1.3
Customs departnent revenue 38 456 L] % 1,063 [NiiL) 6.3 68 By 63 6.8 6

GoH (3,257 13919 14377 14377 15,631 15,651 - - -

Sounses: [41s provided by the Cambodian authenbes: and Fund staff sstimaies and prijectione,

1/ Cagh basir,

2/ Projections for 2002 und 2003 inelude CK EG0 biflion and CE 75 biliiem from bikaterals, recpectivily.
3} Reflects the cash impact of expeniiture commilel at end-20601.
A/ Traelixdes axpenditure eommitiad but ol yel allocated fo the accounts of the povemment agencies that cacente the buordpet.



Table 6. Cambodia; Quarntitative Performance Criteria and Benchmarks, June-December, 2002

200] 22
End-Dec. End-June Lnd-Sept.1/ Dec,
Actial Rev. Prog.  Adj. Prog Asmal Bew Prog.  Adj. Prog Acmal Rev. Prog,
(Cumulalive change Tom beginning of yoar)
Net domesiic assels of the centel bank {in billions of ricls) 273/ 1T 45 67 -133 A7 221 -123 29
Net eredit to the government fem the banking system {in hilliens of ricls) 374/ =75 =20 42 -5 =20 [3 -3] 0
Nel domestic finaneing of the budyet (in billions of ricls) 3/ 13 -62 -23 -173 -81 -53 =169 A6
Conirucling or yearanteeing of external debt by the mublic seetor 4/
Up 1o one-year maturity 3/ a0 il Q 0 0 1] 1] 0
1-5 year's maturity i} 0 1] ] U} 0 ¢ 0
Medium-and long-tetm nenconcessional debt 6/ a 0 0 ] 0 [} [ 0
Exlernal payments arrcars 7/ a ] ] 0 a 1 [ 0
{Curmulative change from beginning of year)
Net official international reaerves {in millions of L& dollars) 2/ 470 54 58 a3 65 55 64 67
Memorundnn ilems!
(Cemulative dows fiom beginning of year)
Forcign currency budget f BOP support (in millicns of U8, dollars) 3 13 17 17 27 17 17 32
Total nonproject budget support {in Billions of riels) 34 116 i38 138 175 149 149 203
(Stock at end of periad)
Wet domestic asscts of the central bank (in billiong of riels) -1.070 -1,115 -1,137 -1,202 -1,117 -1.091 -1,193% -1,099
Net credit to the gavernment from the banking system {in billians of riels} 75 -85 -117 -165 -a5 -69 -10& =75
Net afficial international rserves {m millions of 1.8, dollars) 470 524 528 333 535 535 534 337
{Alend of period)
Bxchange 1atc (nels per U.S. dollar, end of period) 1,51H) 3,900 3,920 3,920 3,900 3,950 3,950 3,900

Swurces: Data provided by the Cambedian authoritics; and Fund staff estimates,

1/ Performance criceria.

2/ ‘Net dornestic ussels are defined a3 Teserve money minus n=t forcign assets of the central bank, adjustsd for valuation changes ansing from the difference between program and setval cxchange mies.

3/ For purposes of verifying compliance with the program, Lhe ceiling for net damestic assets, net eredit ta the govemnment from the banking systent, and net domestic financing of the budget will be
adjusted upward (downward) by any sherifall {excess) in tolal nonpreject budget support frem the program estimates, The adjustmwnts for shortfalls in ol nanproject budget soppurt will not cxeeed $10 million.
The adjusted program in Juns was adjusted downwanls by CR 22 billion reflecting an excess in total nanpinject budget sepport, while in September 2002 it was adjesied upwards by CR 26 hillien rellecting a shorlfull

in total nonprojedt budgel supporl.
A/ Matuniiy based on unginal contract.

5 Ceiling applies to amount cutstanding, Excludes normal import-related credit and any borrowing associated with debt rescheduling.

&/ Bxeludes smennts contracted under the gevernment loan agreement wirth China dated July 26, 2000 for 2 maximnm loan amount egaivalept to $12 million.

7/ Continuons performance critenion.

&/ For purposes of verilying compliance with the program, the floor on net official international reserves wilt be adjusied downward {npwaed) by any shortfalls {exuess) in external nonproject budpet suppant

from the program estimares. The adjusmments far shortfalls in budget support will not exceed $10 million. Valuation effects on the stock of gold holdings arc excluded, and gold holdings it 2001 and 2002

are evalnated af the end-December 2001 gold price. In June 2002, the floar on net intematione! reserves has beaq adjusted wpwards by $4.1 million. In Sepienther 2002, the floor

on fatemational reserves has been adjusted downwards by U339.8 million.

-tE-
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Table 7. Cambodia: Structural Policy Actiens for the Sixth PRGF Review

Policy Action

Program Monitoring

Status

Identify the 100 largest accounts in the tax
department that are in arrears, complete an
analysis of the arrears, and establish an
action plan with collection targets and
reports on performance. The first report to
be completed by end-July 2002.

Pursue further centralization of accounting
in the National Treasury by end-October as
defined in the technical memorandum of
understanding.

Finalize a new chart of accounts for fully
licensed commercial banks based on
in{ernational standards and begin
implementation by end-July 2002.

Issue final report of the working group in
the National Treasury cn standardized
accounting procedures and methodology
for the public sector in line with
international standards by October 2002,

Taking into account technical assistance
reconmnendations, complete proposal for
the next stage of tariff restructuring to
reduce the unweighted average rate to

below LS percent by end-October 2002.
Initiate privatization of the Foreign Trade
Bank by issuing a public notice by end-
November 2002.

Suspend all logging activity by

concessionaires with effect from January I,

2002 until sustainable management plans
have been approved.

Structural benchmark

Structural benchmark

Structural benchmark

Structural performance
criterion

Structural benchmark

Structural benchmark

Structural benchmark
(continuous)

Chserved. To date CR 16 billion tax
arrears have heen collected out of
CR 34 billion identified in the July
report.

Parily observed. The centralization
of the accounts held by the Foreign
Currency Unit has been met; the
coverage needs to be expanded to
inchude accounts held by line
ministries and the Department of
Investment and Cooperaticn.

Observed with delay. The chart of
accounts was finalized by the NBC
in August, end discussions have
been initiated with commereial

banks to complete implementation
by July 2003,

Observed. The final report was
1ssued m French on October 15,
2002,

Delayed. Based on technical
assistance provided in October 2002,
further tariff restructuring is
expected to be conpleted by June
30, 2003.

Observed with delay. A public
notice was 1ssued in January, 2003.

Chbserved. The suspension remains
in place, but enforcement and
monitoring need to be strengthened.
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Table 8. Cumbuodia: Mediam-Term Macroeconomic Framewark, 1959-2007

[ peveent of GO, unless otherwisa indica led)

1999 2000 2001 2002 2003 2004 2008 2006 2007
Frojections
Real sector
Real GDF [perceal change) (] 7,3 5.3 4.5 5.0 6.0 6.0 6.3 6.5
Reual Per vapit GDT (in riss, parpent change) 42 50 3.7 25 20 19 19 32 34
CPI InThalion {avorage; percent ehange) 4.0 BN 0.2 33 35 LA 1.3 13 35
MNatiomal saving 136 02 127 a7 11.% 14.1 14.1 144 4.8
Govermment saving 16 1.3 12 a3 1.1 1.3 1.3 P} 1.2
Private saving 1ne 7.7 11.5 12.3 128 123 118 131 13.5
Dumestic imvestmen 159 133 17.% 16.6 16.9 174 177 17.8 1k0
Grvernment invegmant 5.7 6.7 12 17 7 0 4.9 68 6.5
Frivate invesmiene 102 [ 0.7 49 [X:] 104 15.8 11.0 11.2
Df which: change in inventories id 1.7 240
FPizcal secicr
Reveme 106 .z 1.3 12.1 12.7 134 119 4% 14.5
Tax revenue 17 8.2 B.4 83 g4 87 £ .4 BE
Ofwhick: Domestic Taxes 11 1.8 1.8 19 1.8 18 13 LB 1.8
Intemmatimal Taxes 6.1 6.2 6.3 6.5 (1] €8 68 68 67
Rontax Tevenue 8 2.8 kW] 3.4 B kX1 34 3.5 3.6
Of wihich: quate auctions 07 02 ni 04 1] 0.5 0.4d 0.0 L]
Lapital Revenus a1 02 iR} 1 0z 0z A a3 n3
Resemie Measuras i - o4 0.8 14 1.7 pail
Ewprenditure (vash bagis) 14.7 154 197 199 190 18.1 19.4 19.7 202
Curren: &9 a5 0.4 11.1 11.4 I12 2.2 12.8 1%t
Wages 432 40 i) 3.9 4.0 4.1 4% 1.4 4.6
Civil admicigacion 1.3 1.6 1.6 290 2.1 25 27 2.9 30
Defense and security 6 3 21 1.9 1.8 1.4 1.6 14 1%
Interest paymienca 0. 0.1 0.2 0.2 13 07 0.7 A 0.7
Onther 4.8 5.4 6.6 7.0 7.0 71 1.2 73 7.8
Memo item: Secial spending B 0 23 9 16 ] 4.3 4.4 4.4 4.4
Capital 38 6.9 7.3 18 7.3 12 11 7.1 7.1
Current balance 14 1.5 12 &9 11 13 1.3 13 t.2
Dverall hatance -4.0 -5.% 6.0 -£.8 -63 =57 -5 55 -S4
Dveral! balance (incinding yrants) -13 -23 -3 -3 -3.4 =29 =27 2.6 -2.8
Damestic Arancing -3 01 0.1 3 -0 an o0 oo 0.0
Exremal financing 2/ 4.4 5.3 59 1.1 6.5 5.7 5.5 5.5 54
Disbursenents 4.4 53 6.0 71 6.8 ] 6.0 5.0 6.0
Amerlizalions o G0 a0 01 63 a3 0.5 03 0.5
External sectar
Domeste exparts {percent clange) M5 309 74 16.7 9.6 9.7 16.9 103 E0.5
Retained imports [perasnt change) 7.7 6.5 [ 58 R6 o8 9.3 2.9 10.1
Retained imparts (=xcl. garments, percent change) 16.8 M8 3R 6.6 9.2 123 121 119 12.1
Current account bakunce {excluding transfers} 5.0 =123 -134 =107 =104 -105 -10.8 -10.4 -100
Current acoomnt batance (inchiding transfers) -3 -4.3 -53 29 30 33 -3 4 -34 =34
Foreign dirzct mvestment {in wrillions of TUSS) 146 135 95 98 101 110 120 13 144
Overall balance 2.8 -L.7 0.6 14 0.4 04 0.9 1.8 2.0
Gross official reserves (in millions of USS) 422 485 550 642 696 2 810 9G4 1.011
{in months of imperts af geods sod services) 32 2.8 29 i} 33 a2 3.2 33 34
Net capital flows 3/ B.S 0.8 119 10.6 114 10.2 0] 10.1 9.5
Financing gag {m millions of TI5E) 0 0 a k3 20 15 Q a
Exramal debt 47 687 [ A5 [1:9) 63.6 352 36.0 o - ) 394
Eatemnal debt (NFV) 4/ S6.1 56.0 555 529 R 20 22z 230 218
Exttemm] priblic dett-servace matio. acerual basis 5 1.1 B8 33 o 26 L6 b2 11 23
Exremal miblie debt-service mtia, cush basis 6/ D7 0.8 1.1 1.1 2.1 2.6 24 112 23

Somrasr Data provided by Cambodian suthorities; and Fund araft estimates and projections.

17 Inetudes componeris of wages g id in the social sectars.
3 Includes dishusssrmonts for the financing pup in 2003,

3/ Net efticial distrsmment, exceplional financing, and ofTiwial oy fers
4/ Figires include bilateral debt with the Russian Federation snd the United States and reflect the impact of completing rescheduling agreements

on Waples terms with (hese ereditars in mid-2003.
5/ As percent of domestic exparts of goods snd services, The daelines in 2000 and 2061 reflect the tailing off of payments ta the Russtan Federation.

4/ A pereat of domestic exports of gouds and serviees,



Table 9. Cambodia: Indicators of Fund Credit, 2000-2011

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
Projeclions
{In millions of SDRe)

Crtstanding Fund Credit 56.2 636 0.8 £9.7 62,7 36,49 527 452 335 201 R84 -8
GRA W] 21 1.1 0.0 0.0 0.4 [GR] 4.0 {10 na 04 0.0
SAF/PRGEF 531 61.4 697 £9.7 q17 568 5248 451 314 2000 B3 -0.9

PRGF loan disharsenents 24 16.7 16.7 8.4 0.0 0.0 [LX1] 0.0 0.0 0.0 0.0 1.0

Total debt service to the Fund 5.1 0.7 101 10.1 7.4 6.5 4.8 8.0 12.2 13.8 12.1 9.6
Hepurchases of GRA 1.0 1.8 1.0 1L 0.0 0.0 [LXi] .0 .0 0.0 0.0 0.0
Repayments of SAF/PRGE 4.2 8.4 g4 2.4 7.0 549 4.2 7.5 1.7 134 11.7 9.2
Charges 0.4 0.3 0.7 0.7 [R5 0.6 0.4 0.5 0.5 n4 04 n.4

{In percent)

Fund credit outstanding
In percent of wotal public external debt 3.3 3.4 kR 6.7 5.0 4.7 a0 3.1 2.1 1.2 0.5 0.0
In percent of quota 4.3 726 R4.9 9.7 717 65.0 60.2 516 3H.3 230 9.6 -0.9

Debt service to the Fund
In pereent of iutal public external debl service 60.8 86.4 63.4 M2 171 14.2 10,3 136 0.6 18.5 15.3 125
In pereent of exports of goods and scrviccs 0.5 0.7 0.7 0.7 04 0.3 0.2 0.4 0.5 0.5 04 0.3

{In millions of SDRs; unless ulherwise indicated)

blemorandum items:

Cambodia's quata in the Fund B7.5 R7.5 7.5 87.5 87.5 875 87.5 87.5 87.5 875 8§7.5 873
Total public external debt 1,717 1,771 1,857 1,034 1,115 1,212 1,330 1,439 1,583 1,670 1,780 1,888
Total pobhic external debt service 9 13 16 37 44 45 45 51 39 T 79 7
Tatal expotts of poods and services 1,147 1,303 1,434 1,541 1,698 1,852 2,030 2,275 2,306 2,720 2,855 3,208
Tetal public dsbi-service ratio, cash basis

(in pereent of exports of goods aad services) 0.8 1.1 1.1 24 2.6 24 22 23 24 2.8 2.7 24

Sources: IMF Treasurer's Depactment; and Fuid staff estimanes and projections.

..LE_
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Cambodia: Key Achievements Under the PRGF-Supported Program

This annex provides a summary of Cambodia’s achicvements against program objectives
under the PRGF since its inception in October 1999, Program conditionality overlapped with
recommendations provided under the 2000 and 2001 Article IV consultations.

Policy Areas Program and Implementation Status

Macroeconomic | Macroeconomie objectives have been largely achieved. Real GDP growth averaged 6% pereent per

objectives annum during 1999-02, However, partial data indicate that little change was made to poverty during
that short duration. Inflation has been consistently contained below the 5 percent targeted under the
program, largely owing to fiscal restraint. The exchange rate has been stable in real effective terms,
and official reserves rose by about $220 million during this period, in line with program targets (3'4
months of imports).

Fiseal policy Key fiscal abjectives have been broadly met even though revenue fell short. The current fiscal surplus
wis maintained at about 1-1% percent of GDP, while the overall budget deficit (excluding grants) was
contained to §-7 percent of GDP. The overall deficit was fully financed through external concessional
resonrces and no recourse was made to domestic banks. But revenuze fell below the 2002 program
targel by % percent of GDP and Cambodia still has one of the lowest revenue to GDP ratio. As
envisaged, defense and security spending declined by about 2 percentage points of GDP, allowing for
an equivalent increase in priarity social cutlays.

Fiscal Tax reform has been protracted, especially with respect to customs enforcement and collection of

structural nortax revenue, On the expenditure side, performance has alse been short of expectations, ewing to

measures the lack of effective budget and cash management, and enforcement of government procurement
rcgulations. Reforms in public accounting, audiling, control, and in budget and treasury management
are under way with TCAP and donor support.

Military The World Bank has taken the lead in this area. The military demobilization program has moved

demobilizatiom | forward only after considerable delzys, due to problems with the design and funding of the

compensation packages. A pilot program involving the discharge of 1,500 soldiers was successfully
completed in 2001; 15,000 soldiers were discharged in 2002 under the first phase of the full
demobilization program,; and an additional 15,000 soldiers are expected to be discharged in the first
half of 2003

Civil service
reform

Civil service reform (which is being mainly rmanitored by the World Bank) has also been delayed,
although progress was made in eliminating ghost workers, establishing a computerized payroll,
converting some positions to teachers and establishing a new remuneration grid. The authorities,
however, have avoided any retrenchment, creating tension between fiscal sustainability and the need
to increase wages and enlarge wage differentials among civil servants with different skills and
experience, as recommended by Bank and Fund staffs.

Forestry policy

In spite of strong political resistance due to vested interests, strong actions have been taken, including
canceling several forestry concessions, banning logging activity in December 2001, and log
transportation in May 2002, Monitoring of forest crime remains weak, although illegal logging is
reported to be well below the level prevailing during 1996-98. The fundamental objective of
establishing a sound forestry concession system based on sustainable practice, while safeguarding the
livelihood of local communities, has been only partially met as management and environment plans
were only submitted in November 2002 for review by the authorities and the international community.

CGovernance
and
corruption

The implementaticn of the governance agenda has been mixed. While the govetnment has achieved
somme of the goals spelled eut in the 2001 Governance Action Plan (GAPL), especially public finance,
military demobilization, and land management, further efforts are urgently needed in the areas of
judicial reform, administrative reform, anticormuption, and forestry (sec above).

Financial
system

Financial sector reform is the area where implementation has been most in line with the original
program, The establishment of a sound legal framework under the Financial Institutions Law was
instrumental in ensuring successful completion of bank relicensing, which led to the closing of 13
banks. Although progress was made toward restructuring the state-owned Foreign Trade Bank, its
privatization—originally targeted for end-2001—is still a pending issue. The government has recently
putlicly announced its intention to privatize FTB. Progress has also been made toward establishing a
modern payment system. The implementation of a new Chart of Accounts for banks in mid-2003 is
alsa expected to pave the way for sirenpthened bank supervision.
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Cambodia: Technical Cooperation Action Plan (TCAP)

The TCAP aims to assist the Government strengthen its overall capacity to formulate and implement
sound macroeconemie policies and to manage public finances more effectively. Through advisory
services, training and introduction of essential IT systems, the program aims at strengthening the
institutional capacities of six key government departments and agencies —the tax, customs and excise,
and budget departments and the treasury, in the Ministry of Economy and Finance (MEF), the
National Bank of Cambodia (NBC), and the Natienal Institute of Statistics {NIS). The program,
implemented jointly with UNDF and co-financed by Japan, the Netherlands, and the United
Kingdom, was approved in May 2001 and is scheduled to be concluded by end 2003, There are
currently five resident advisors in place (in budget management, customs administration, tax
administration, banking system, and economic statistics) each at different stages of their assignment.
The TCAP has provided valuable support to the PRGF program: it has helped to prioritize reforms in
several areas, providing the basis of program conditionality, and has contributed to program
implementation, including through a strengthening of government capacity. The program represents a
substantial commitment of Fund technical assistance (including through peripatetic TA missions) and
bilateral donor financial resources.

Achievements | Impediments to implementation | Remaining agenda

Customs administration

A pew customs law was drafted that
fully complies with the WTQ. The
eperation of the Pre-shipment
Inspection (PSI} progratm was
strengthened. Phase one of the tariff
restructuring m July 2001 was
implemented. Detailed reviews of
existing procedures and improvements
have been conducted. Significant
improvements have also been made in
anti-smuggling operations, particularly
in inter-agency co-operation.

The slow progress in customs
computerization remains a major
bottleneck to modemizing and
streamlining customs procedures. The
antomation project has been put out for
tender and proposals received. Other
unportant impediments includes the
widespread practice of informal
“facilitation fees” demanded by many
custorns officers, their corrupt
practices, and their lack of
commitment to the reform program.

Ongoing assistance include: (i)
developing regulations and related
poligies and procedures required under
the new customs law; (i) automating
project plaming and implementation;
(iii) preparing for zccession to the
World Trade Organization and to meet
ASEAN obligations; {iv) strengthen-
ing the anti-smuggling program, and
developing a customs frand
investigation capacity; and {v)
strengthening the PSI program.

Tax administration

Significant progress was made
with the largest gaing in expanding
the real regime (which covers
incorporated businesses) to an
additional five provinces, creating
and operationalizing the Large
Taxpayer Unit (1.TU) and the
Mediom Taxpayer Uit (MTU),
and strengthening collection
compliance and enforcement tasks.
To a lesser degrec, there has been
progress in computerization and
audit palicy, and VAT compliance.

The main difficulties encountered
have been the limited ownership
shovm by officials and the low
level of capacity of staff.
Moreover, there is lack of ability
or willingness to make decisions
regarding the functional
organizational stroctore and
delegation of power, and changes
in the work flow (work
technology system).

Remaining tasks where assistance is
required are; (i) establishing collection
enforcement activities in the LTU and
MTU and testing and operationalizing
enforcement actiens; (ii) deciding on
management inforrnation and program
measurement systems; and (iii) fine
tuning the operations and developing
enhanced operational procedures in
taxpayer services, collections, audit
and refurns procassing.

Treasury management

A Cash Management Committee
{CMC) has been established to improve
cash management and coardination
among the National Treasury (NT) and
budget management departments, The
restructuring of government deposit
accounts into the NBC started in March

Public revenue management does not
totally conform to the legal budget
process and international accounting
standards due to the various budgeting
procedures, the fragmentation of
accounting systems, and the absenoce of
fiscal surveillance by the NT.

Remaining work gonsists of; (i}
strengthening the role of the CMC to
reduce bunching of spending at year-
end; (i} further consolidating
government accounts nnder the NT,
(iii) implementing the
recommendations contained in the
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2002 and a stock-taking of domestic
public debt was completed for the first
semester of 2002, A working group was
established to streamline accounting
pracedures and to revise the current
chart of accounts. A draft veport on
standardized accounting procedures, in
line with internationzl standards, was
issued in October.

Moreover, some ministries do not
adhere to the legal framework on
budgetary process in Cambodia.

standardized accounting procedures in
tandem with the World Bank’s
recommendations under the Integrated
Fiduciary Assessment and Public
Expenditure Review.

Budget management

Various materials on systematic
approaches to progressively increasing
delegation of financial management
were prepared and presented in
workshops. As a result, the MEF is
finalizing a strategy to delegate
financial management responsibilities
to spending agencies, including the
2003 pilot model for endorsement by
the Minister. Budget execution/cash
management for 2003 is being
strengthened by expanding the focus of
the Cash Management Commitree’s
task.

Progress in budget system reform is
hampered by the lack of trained staff
and the highly concentrated work load
on limited, existing staff. There is no
underlying institubional structure to
guide the development ofa
comprehensive and coordinated budget
system reform program and to stesr 1ts
implementation. Special institutional
arrangements are nseded because a
properly articulated program cuts
across a mumber of departments and
impacts across the whole of the
adrninistration.

There is a considerable amount of
worlt et to be done on {i) the design
and implementation of the pilot model
that increases financial management
responsibilities in the Health and
Education ministrias, (ii) the
reorganizetion of the Budget and
Fimancial Affairs Department, (1ii) the
implementation of a proactive
budget/cash planning and monitoring
system, and {iv) the need to resolve
the split of capital and current budget
responsibilities between two
ministries.

Banking system

The TCAP advisor’s main contribution
focused on banking supervision,
implementation of a bank restructuring
program, training of NBC agents to off-
site and on-site suparvision, and
assisting the creation of reporting
format following a new bank chart of
accounts.

The main difficulties were reorienting
technical assistance from donors
towards priorities NBC had defined,
reluctance from banks to implemant
the new chart of accounts, inability te
give full-titne assistance to on-site
supervisors, making draft regulations
homogencous {such as anti-money-
laundering), insufficient modernization
of NBC’s internal management (esp.
IT and human rescurces), and a
difficult working relationship between
NBC and the MEF.,

Much remains to be done, especially
as regards: (i) implementation of the
new charts of accounts, (i) overseeing
the implememtation of new regulations
{esp. anti-meney laundering); (iii}
helping the on-site bank supervision
department to organize its work
properly; and (iv) advising in the
modernisarion of the bank (intzrnal
regulation of branch network, and
setting up a rational information
circulation network).

Economic statistics

Assistance was provided in drafling the
statistics law and sub-decrees on
statistigal functions, roles and
obligations, Progress was made in
improviag coordination and data
sharing arrangements within the
government, GDD8 framework for
official statistics, including short- and
meditm-term plans to improve the
production and dissemination of official
statistics was introduced.

Progress in improvements in statistics
1s hampered by various factors,
Including weak institutional
foundations, lack of coordination, low
priority placed on data collection by
government agencies, no budgetary
allocations, and the heavy reliance on
donors” techirical and financial
assistance.

Remaining agenda include: (1)
enacting statisties law and
implementing sub-decrees and
regulations; (ii) reaching formal
coordination agreements among
government agencies and work
program for MEF and NBC; (iii)
disseminating official statistics and
concepts, sources and methods; (iv)
providing training on prices end
government finance statistics; and (v)
strengthening economic survey
agtivities.
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Cambodia: Public And External Debt Sustainability

1. This Annex provides an overview of Cambodia’s current debt situation and compares
the staff’s baseline projection for Cambodia’s public and external debt against scenarios
based on maintaining historical averages for key underlying macroecenomic variables. The
sensitivity of the debt dynarnics to a number of shocks is also considered. The shocks are
applied as temporary deviations from the baseline and with magnitudes based on the
historical deviations over the past six to ten years (depending on data availability).

A. The Current Situation

2. More than 70 percent (or 80 percent in NPV terms) of Cambodia’s sovereign
debt is owed to the United States and the Russian Federation,' Accordingly, Cambodia’s
debt servicing capacity will

dﬁpend hCﬁVlly on th'e terms Of Cambodia: BExtemnal Debt Quistandimy at End-2002

. : Frinzpal Axrears Total
th.e Gngﬁlng debt reStr.uc.turlng USE . US¥mn. US¥mn.  Percent of total
with these two countries. As ‘

) , Notinal debt srock L.04¢ 1259 2403 100
described in EBS/02/13 Multlaterl 09 o 700 28
(January 2002)’ Cambo d]_a Dificial bilateral 37 1,359 1,696 Tl

. NPV of debt stock &08 1359 1967 100
underwent a Paris Club Multilateral 333 o 53 18
rescheduling Operatlon on Difficial bilaleral creditors 255 1,359 1,614 82
Nap]es terms for maturities Saurces: Cambedian authorines, and Fund stail estinates and projections.

falling due during 1995-97. The bilateral agreement with the United States has not yet been
signed due to the lack of decumentation on the total stock of debt. Cambodia is also
continuing discussions with the Russian Federation on the rescheduling of its ruble-
denominated debt.

B. Public Debt Sustainability

3, Positive medinm-term debt dynamics are contingent on solid growth, enhanced
revenue mobilization, and continued assistance from donor countries. On the assumption
that outstanding bilateral rescheduling agreements are resolved in 2003, the baseline
projection implies an increase in the public debt ratio from 37Y% percent of GDP in 2003 to
41%4 in 2007.” The accumulation of public debt comes largely from the persistence of a

" The NPV of total debt was about 106 percent of exports and 423 percent of government
revenue at end-2002.

? The baseline scenario assumes concessional rescheduling in mid-2003 under Naples terms
with a 40-year maturity (16 vear grace period) and the original interest rate of 3 percent for
the U.S. debt, and a DSR opticn with a flow operation under Naples terms on pre-cut-off date
Russian debt and a nonconcessional deferral with a 15 year maturity {5 year grace period) for
the post-cut-off date Russian debt. The large drop in the outstanding debt in 2003 is due to
the assumed up-front discount that is based on the memorandum of understanding between
{continued)
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primary deficit. The projected primary deficit through 2007 is based on a sustained increase
in grants and enhanced revenue mobilization, which reflects further strengthening of tax and
customs administration,

4. The fiscal implications of an eventual rescheduling would be substantial. Indeed,
Cambodia’s fiscal position would be marginally sustainable under different assumptions on
the consolidation period and/or treatment of the pre- and post-cut-off date Russia debt. After
the debt reschedubing with the two countries, Cambodia’s primary deficit (including grants)

would be only about 0.2 percent of GDP below the deficit threshold required to maintain the
Cambodia: Tndicatonrs of Debt Sustainability
(Percent of GDP; unless otherwiss indicated)

Projections
2001 2002 2003 2004 2003 2006 2007

Public-debt stabilizing pritary deficit 1¢ 12 2.2 22 22 212 2.2 z2
Primary deficit
including grants 28 31 29 22 20 1.9 21
excluding grants 58 6.0 58 50 4.8 4.8 4.9
Public external debt outstanding 66.2 65.6 3532 36.0 7.0 383 394
Public cxlernal debt setviee (cash basis)
in percent of revenue 1.8 2.0 57 7.5 8.6 8.4 3.4
in percent of exports of goods and services 1.1 1.1 2.1 2.0 24 12 23

Memorandum ifem:
Public extermal debt service (accural basis)
in percent of exports of goods and services 33 30 26 1.6 2.4 22 23

Source: Cambodian authoritics and TMF staff cstimales.
1 Assumes 2.5 pereent inlerest zate and 5.5 percent annual GDP growth.

2002 debt-to-GDP ratio stable. Moreover, since the ratio of debt service to government
revenue would average 7% percent of GDP over 2003-07, a fundamental adjustment in
expenditure priorities would be required to meet debt service obligations. In particular,
achieving the government's objective of increasing social spending in line with other low-
inceme countries would require a possible reduction (in percent of GDP) of non-interest
operational expenditures on non-priority sectors and an annual wage bill of less than 5
percent.

5. The analysis of shocks to the baseline scenario indicates that the debt dynamics
are mainly sensitive to the recognition of any implicit or contingent liabilities, should
they arise in the future.’ Indeed, recognition of implicit or contingent liabilities, assumed to

the Russian Federation and the Paris Club in September 1997. For a discussion of other
possible rescheduling scenarios, see EBS/02/13.

? The other standard stress test relating to real depreciation is not presented as this shock
would not be relevant in Cambodia where the economy 18 highly dellarized.
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be on the order of 10 percent of GDP, would increase the public debt ratio to about 48
percent of GDP (see stress test 6 in the attached table). Stress tests 2 and 5 show that a two
standard deviation increase in real interest rates would raise the debt ratio by 5 and 10
percentage points, respectively. However, the two standard deviations used in the sensitivity
analysis may be too large relative to a likely magnitude of a shock in the future as the former
is calculated on the basis of an unstable economic environment during 1995-98. The size of
shecks related to the primary deficit and GDP growth (stress tests 3 and 4) are perhaps more
relevant to the current stable environment. These shocks suggest that the public debt ratio
would he only slightly higher than the debt ratio in the baseline scenario.

C. External Debt Sustainability

6. The sustainability of external debt in the medium term depends on strong export
performance, solid GDP growth, and continued assistance from donor countries. After
the possible resolution of cutstanding bilateral agreements with Russia and the United States
in 2003, the accumulation of external debt would mainly reflect continuing current account
deficits, partly offset by non-debt creating capital inflows. The projected current account
ceficits thronugh 2007, which assume that exports would increase to 65 percent of GDP in
2007, are expected to be financed by rising foreign direct investment and official transfers of
about 7 percent of GDP per annum.

7. The analysis of shocks to the baseline projection suggests that the debt dynamics
are sensitive to the size of the non-interest current account deficit. Stress tests 4 and 6
suggest that the debt ratio is highly sensitive to the assumed sheck in the U.S. dellar GDP
deflator. However, due to the unstable macroeconomic situation during most of the 1990s,
the two standard deviations in the measurement of the U.S. dollar GDP deflator assumed for
the sensitivity analysis may be tco large viewed against Cambodia’s recent experience,
Lastly, stress test 5 highlights the importance of strong export performance and sustained
donor’s assistance as the assumed two standard deviations shock to the non-interest current
account deficit would raise the debt ratio te 47 percent (or 24 percent in NPV terms) by 2007.



Tabie Al. Cambodia: Fublic Sector Debt Suswminability Framework, 1998-2007

{In percent of GGDT'; unless otherwise indicated)

Achual Prui
1998 199% 2000 2p01 2002 2003 2004 005 2006 007
L Baseling Mediom-Tern Projections
Puhliz DebtR evenne 8302 6613 6330 SBOS 5620 2965 28572 2810 LY 2814
Public debt 1/ 70.5 T3 708 678 &TY 374 381 390 40.2 412
Ofwhich: foreipnecurrency denomenaled 68.0 680 6B.5 658 Bt (b 358 36.5 76 353 400
Change in public debt -4.0 -0.2 na 27 0.1 -30.3 0.6 09 1.1 1.0
Identifled debr-creating flows (5+8) -1.8 -4.7 0.7 (4 -1.5 -232 €3 0.3 03 -0.%
Primary deficit 24 18 24 28 1.1 25 27 19 1.9 2.1
Revemue ond prants 11.3 12.6 13.8 I48 L34 i2.6 l6.2 lo.s 171 17.4
Primary (noninterest) expenditre 13.7 145 16.2 7S 187 185 13.3 18.7 i%4 195
Autamatic debt dynamics: {r-g-(r+gn))A1+g+a+gx)debt/GOP {lines 10:0) 2/ -10.0 -6.6 -1.6 -2.0 4.6 5.1 2.4 -2.5 27 -2
Decnominator: 1+g+ m+gm 12 11 1.0 LO 1.1 1.1 1.1 1.1 I L1
{r-g{+pm) kdebtAGDP (lines 11+12+13} -LLE -7.4 -l7 -l -5.0 5.5 -7 -2 2.9 -3.1
Conlribution frorn nominal interest rate: r times debt*GDP 0.5 02 02 0.2 0.2 0.5 0.8 0.8 0.8 .8
Coninbution fram real P grawth: mimus g tmes debt4GOP -l.e -4.8 5.4 4.5 34 =34 2.3 =23 25 -4
Contobution from price changes: mimus {oHgr) times debtGDP -10.5 -2.8 15 22 21 2.6 -1.2 -1.2 1.2 -1.3
Residial, inchiding esset changes end valuation chanyes in externel debVGDF (2-3) 6 4.5 -0.4 -3 1.6 -2R2 0.8 14 Ly 14
Memorundum itmms: Key Macraeconomc and Fiscal Assumplions
Real GDF prowth {in pescent} 2.1 6.9 KN} 6.3 4.5 50 6.0 6.0 i3 6.3
Average nominal interest rate on public debt {in pereent) 3/ k] 0.3 03 0.3 0.3 0.8 21 20 2.0 19
Average real interest rete (nomiral rate minos change in GOP defiator, in percent) REA -1.3 12 32 =27 -29 0y -1,0 -0 -1
Mominal appreciation [incrase 1 US dollar value of local cuneney, in percent) -7 0.l -3 03 2.5 =24 2.5 -2.9 -2Y 29
Inflation rate (GDP deflatar, m percent) 13.8 37 46 28 L] 7 KN 3.0 30 340
Growth of read primary spending (deflated by GOT deflator, in percent) 54 13.1 204 150 113 40 5.0 8.1 8.1 9.1
11, Buess Tests for Fablic Debt Ratig
1. Real GDP prowth, real intercst rie, and primary balance are at historical averages 1 2003-2007 67.9 B2 60 364 373 378
2. Renl intercst rate is ot historien] average plus bavo standard deviations in 2003 and 2004 G7.9 45.7 L 0.5 30.9 511
3. Real GDP prowth is m hissorical average mimis wa standard devintions n 2003 and 2004 7.9 385 41.5 423 43.4 443
4, Primary balance i a historical average minus two standard deviations in 2003 and 2004 679 K0 N7 40.5 4L.6 s
5. Cumbination of 2-4 using one standard deviation shocks a7y 422 45,5 454 45.% 5.6
6. 10 pereent of GDP inercase in other debt-creating flows in 2003 579 476 47.5 47.8 43.3 43.3
Memorandum irems;
Primary deficit (pereent of GOP, average of past B years) 1.7 1.7 L7 1.7 1.7 17
Primary deficit (percent of G P, standard d eviativn of past & years) 0.8 151 ¥ 0.8 [ R
Nomina]l inlerest rate {average of pagt 6 years) +.9 0.9 09 09 0y 0.9
Nominal interest rate {standard deviation of past 6 years) +7 0.7 6.7 0.7 0.7 897
Real jnterest rate {average af past 6 years) -5 2.5 -L5 -8 2,5 -2.3
Real mecrest raie {sandard deviation of past 6 years) &3 6.3 8.3 6.3 5.3 63
Real GDP grawth rate (average ol pust 10 yuun) 57 57 57 51 57 57
Real GTiF ymwih rate (standard deviation of past 14 years) 1.8 1.8 [ 18 1.8 18
GD? deflator (avetage of past 10 yearsh 2.2 1.2 21.2 2.2 21.2 212
GDP deflator (stendard deviation ¢f pest 10 years) 33 383 383 i3 383 383

1/ Gengpal gavemment gross debt.
2! Defined 25; © = interest 1ie; 7 = whunge in GDP deflator; g = real 0P growth rats.
3 Derived as guminal intenest expenditure (accnial basis) divided by previous period debt stock.
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Table A2. Cambodia: External Debt Sustainability Framework, 1995-2007
{In percent of GOP; unless otherwise indicated)

Achial Proj
1958 1099 2000 amoL 2002 2003 2004 2005 2006 007
|. Baseling Medium-Tem Prajectioas
Externad dehe 68.0 68.0 8.5 o5.8 f6.0 358 365 3746 388 40.0
Change in external debt 6.2 a1 0.4 2T a2 -30.1 0n.r 1.0 i3 1.2
Identified externel debi-creating fAlows (448+11) 4.5 -8.1 =07 1.5 4.4 34 -13 12 14 -2.0
Current aceount deficit, ex<luding interest payments 1.6 1.9 £ 3¢ ] 50 14 24 2.5 2.7 2.6 2.5
Deficit in balance of goads and services 91 &7 121 12.0 %3 2.4 8.3 &6 83 7.8
Enporls 346 B2 514 3.7 550 86.6 87 60.4 625 4.5
Imports 43.7 479 @33 5.6 f18 63.0 67.1 0.0 709 J2R
Net non-debt creating capital inflows [nc pative) 4.0 4.4 . 2.8 17 2.6 27 27 2B X
Wet forcign diroct investment, cquity 40 44 41 28 17 18 27 27 28 pA
et partfalio investmentequity 0.0 20 o0 L] LE 00 a0 0.0 o0 o0
Automatic debr dynamies: [{r-g-pCi+ E)¥{1+e+ p+eo)] dmee debri3DP [13/12)11 69 -5.4 -7 03 42 33 -1 1.2 -l .16
Dengminator: 1+g+ s+gp 0.9 11 1.0 LG 1.1 1.1 11 1.1 11 1L
(- p{1+ g0} deBUGDE (14+15+16} 6.3 .1 -0.7 07 4,5 -33 -1l 13 -LF =17
Contribution from nominal interesc rate: r thnes (debu’GOPY 0.5 0.4 LS 04 o5 0.4 Q4 A [V} 0.8
Contribution from real GDI* growth: p times (dehv'GDP) -3 4.7 -5.2 43 =10 <33 <22 2.2 24 2.5
{Contribution from price and exchange rate changes: {-p{1+x)) limes debl/GDP 7.1 -1.9 42 13 =20 .5 0.t 0 0.0 0.0
Residual, incl, change ™ gross foreign assets (2-3) 17 g1 12 4.1 44 257 24 23 4 31
Key Magroeconomic and Externs] Assumptions
Real GDF growth (in percent) 2! 69 77 6.3 4.3 50 8 6.0 6.3 4.5
Exchenge mte appresistion (US dollar value of local swrrency, change in percent) 21 -l -12 -1T7 LX) 2.4 az -2.9 24 29
QP deflatar in JS dolars {change in percent) -2 246 3.7 45 16 12 03 0. a.0 a0
Nommal external mierest rate {in percent) 0.9 o6 05 0.5 0.8 0. 2.5 2.4 13 2.2
Growih af exports (US dollar terms, in percent) 6,5 25,6 30,0 3.1 102 9.4 a7 9.0 nz 104
Girowth of impons (US doller erns, in percent) 6.3 2.4 3.6 10 4.5 8.3 9.0 a.l 9.2 9.4
11 Srress Tests for Exlernal Debs Raiio
1. Rea! GOP growth, nominal interest rate, doller deflator, non-interest current accoun!, and mon-debd mflows are at historical everage in 2003-2007 65,0 5.5 51 350 356 36.3
2. Nomiinal tnterest rate is at historical average plus two standard deviations in 20063 and 2004 66.0 74 383 383 4.5 41.6
3. Real GDP growih is at historical average minus two smaderd deviations in 2003 and 2004 66.0 »7 397 407 418 409
4_Change in US dollar GDP deflator is at hisloaes) averags minws lwo standand deviathons in 2007 and 2004 66.0 495 599 0.1 60.5 S0
5, Non-interest current acooumt is at historical average minus bwo standard deviations in 2003 and 2004 65,0 9.8 44.4 45.1 46.1 47.0
6. Combination of 2-5 using one standard deviation shecks 66.0 463 537 542 54.8 §5.3
Memaoandum items:
Curtent account deflcit, excluding interest payments (percent of GDF, average of pase L0 years) 19 2.9 29 2y 29 29
Current acconnf deficit, excluding interest payments (pereent of GDP, standard deviation ofpast 10 years) 1.3 1. 1.8 L% 1.8 1.2
MNet non-debt creating qapital inflowes (percent nf GDP, average of pest 10 ysars) 37 aT 37 3.7 1.7 3.7
Nez non-debr creating capital inflows (percent of GDP, standard deviation of past 10 years) 15 2.5 25 15 2.5 2.5
Nominal extemnal inderest rate {percent, average of past 6 yzars) 1.3 1.3 L3 | ] 13 1.3
MNominal extemal interest rate [percent, standard deviztion of past & yaars) 1.0 1.0 10 10 1.0 1.0
Real GDU growth (in percent, average of past 10 yzars) 57 5T iT 37 5.7 5.7
Real GDP growh (in percent. steadard deviation of pust L yeurs) 18 13 12 L2 L8 18
GDP deflator in US dollars {change in percent, average of past 10 years) 0.3 03 03 03 &3 *3
GIDF deflmor in US dollars (change in percent, stendard deviation of past |0 y=ars) 8.8 L3 8.8 2.3 8.8 B8

1/ Derived as r = nominal effective interest rate on external debt, p = chanye in domestic GDP deflator in US dollar terms, and g = reat GDP growth rate.
2/ Defined as current accaurt deficit phas amanization on mediom- and long term debL
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Cambodia; Fund Relations!
As of November 30, 2002

ANNEX 1V

Membership Status: Joined: 12/31/1969; Article V1II

General Resources Account: SDR Million Percent (quota
Quota 87.50 100.0

Fund Holdings of Currency 88.54 101.2

SDR Department: SDR Million Percent Allocation
Net cumulative allocation 1542 100.0
Holdings 0.58 3.8
Outstanding Purchases and Loans: SDR Million Percent Quota
Systemic Transformation 1.04 1.2

PRGF arrangements 69.74 797
Financial Arrangements:

Approval Expiration Amount Approved Amount Drawn
Type Date Date (SDR. Million) (SDR Million)
ESAF/PRGF 10/22/199% 02/28/2003 58.50 5(0.14
ESAF 05/06/1994 08/31/1997 84.00 42.00
Prajected Obligations to Fund: (SDR Million; based on existing use of resources and
present holdings of SDRs):
Overdue Forthcoming
12/31/2001 2002 2003 2004 2005 2006

Principal - - 7.0 59 472
Charges/Interest - 0.2 0.6 0.6 G.6 .5
Total - 0.2 10.0 7.6 6.5 4.7
Safeguards Assessment:

Under its current arrangement with the Fund, Cambodia is subject to the transitional proccdures
governing safeguards assessments, which require a review of the external audit mechanism of the
National Bank of Cambodia (NBC). Staff reviewed the documentation provided by the central
bank and concluded that NBC has made considerable progress in updating its extemal audit
mechanism and financial reporting framework in the past year. In particular, the NBC appointed

! Prepared by the staff of the IMF. Contact person: Mr. Alejandro Lopez-Mejia, Economist,
Division 7, Asia and Pacific Department, phone (202) 623-4334.
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a high quality international accounting firm to audif its financial statements in accordance with
International Standards on Auditing and adopted Intemational Accounting Standards. In addition,
staff identified certain weaknesses in other areas of the safeguards framework, notably in NBC’s
financial reporting framework. Following staif advice, the NBC has agreed to the following
measures: (i} the contract of the cxternal auditor has been extended for another five years; (ii) the
monitaring of the extemal audit mechanism (by the Fund) will be adhered to for the duration of
the Fund arrangement; and (iii} NBC staff will provide periodic updates to the Fund on the status
of the other recommendations made by the auditor. An external audit of NBC’s 2001 accounts
was recently completed. As in the case of the 2000 accounts, the NBC published its audited
financial statcments and related audit opinion for 2001 in its September 2002 bulletin, in
accordance with safeguards policy.

VIII. Exchange Rate Arrangement:

Since November &, 1992, the exchange rate arrangement for the riel has consisted of the
following two rates. First, the official exchange rate, which is cxpressed in riels per U.S. dollar,
applies to all official external transactions conducted by the government and state cnterpriscs.
Second, the market rate, which is determined through interactions of forcign ¢cxchange traders in
the private sector, applies 1o all other transactions. The official exchange rate is adjusted so as to
Timit the spread between the official rate and the market rate to no more than 1 percent on a daily
basis. On Nevember 30, 2002, the official exchange rate was CR 3,935 per U.S, dollar and the
market rate CR 3,944 per U.S. dollar, Cambedia accepted the obligations of Article VIII,
Sections 2, 3, and 4 on January 1, 2002. Cambodia maintains an exchange system that is free of
restrictions on payments and transfers for current international transactions.

X, Article 1V Consultation:

Cambodia is subject to the provisicns on consultation cycles approved on July 15, 2002. The
Executive Board concluded the last Article IV consultation on February 6, 2002 (EBS/02/13,
01/24/02).

X, Technical Assistance:

Following discussions between the Government, the IMF, UNDP, and other interested
multilateral and bilateral donors, a comprehensive Technical Cooperation Action Plan (TCAP)
was adopted in May 2001. The TCAP calls for an annual review to asscss the progress of
implementaticn and, where needed, to adjust planned activities to reflect changed government
priorities. With the agreement of the govermment and participating donors a revised program
docurnent, incorporating these changes and related budget adjustments, was completed in June
2002. An update of recent technical assistance missions is contained in Aunex VIIL

XI, Resident Representative:

The resident representative office was closed in October 1997, but it was re-opened at end-
October 1999, Mr. Hagemann is currently the Resident Representative.
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Cambodia: World Bank Policy Dialogue and Its Relation with the IMF !

‘World Bank Policy Dialogue

The World Bank has a wide-ranging policy dialogue in Cambodia, covering diverse arcas
such as poverty reduction strategy, public sector management, forestry management,
private sector development, governance and anii-corruption, legal and judicial reform,
and military demobilization. This Annex focuses on areas within the Bank’s policy
dialogue and operations which are complementary to the Fund’s activities in Cambodia.

Poverty Reduction Strategy. The PRSP completed in December 2002 provides a
credible framework for guiding the implementation of actions to reduce poverty in
Cambodia. However, shortcomings and challenges remain, in particular in improving
governance and combating corruption, addressing weaknesses in costing and
prioritization, and further elaborating rural and infrastructure development strategies. The
Bank has been providing assistance to relevant ministries by closely aligning its
economic and sector work with the PRSP, in addition to the targeted assistance provided
to the Government under an Institutional Development Facility (IDF) grant for poverty
reduction strategy formulation. The Bank is previding analytical support for assessing the
incidence of public spending in health, education, agriculture, and transport. The Bank is
planning to assist the Government with a poverty and social impact analysis on land
policies to be carried out in 2003, The Bank is also assisting the Government i the
process of securing a poverty reduction strategy trust fund.

Public Sector Management Issues. While the Fund is in the lead in developing fiscal
policy and overall fiscal targets, the Bank takes the lead on civil service reform and
public expenditure and financial management. Though the Government has been engaged
in a public sector reform program for a number of years, and while the program has
yielded results in several areas, further fundamental reforms are needed, principally in the
areas of civil service reform and public expenditure and financial management to
improve the capacity of the public sector to deliver pro-poor services and improve
fiduciary accountability. Both civil service reform and public expenditure and financial
management constitute the core thematic focus of the Bank’s on-going Integrated
Fiduciary Assessment and Public Expenditure Review (IFAPER}, scheduled to be
completed by mid-2003, and will continue to be part of the dialogue with the RGC over
the short and medium term. Grant funding has been mobilized to support technical
assistance on key IFAPER recommended reforms in these areas in 2003-2004.

() Civil Service Reform. The RGC, Bank, and Fund have agreed to the following civil
service reform objectives: {1} constraining the wage bill within a sustainable
macroeconomic and fiscal framework; (11) enhancing and decompressing civil service
salaries in the context of ficcal sustainability; (ii1) redeploying civil servants to priority

! Contact person on this note: Mr, Su-Yong Seng, World Bank (458-0498)



-49 . ANNEX V

sectors; and (1v) using normal attrition to offset hiring of additional priority sector civil
servants. However, there has heen no explicit agreement on: (i) further retrenchment; (ii)
the overall wage bill ceiling; and (111) details of civil service reform implementation. The
Bank and Fund have acknowledged the Government’s position that no major reforms
would take place until after the election tc be held in July 2003. The Bank and
Government have agreed to a set of analytical studies to lay the groundwork for the
reforms (o be undertaken by the next administration, including: (i) labor market wage
analysis; (i1) pay and employment sustainability analysis; {iii) reallocation and
retrenchment analysis; (iv) development of a functional analysis methodology and its
application to select ministries; and (v) preparation for an establishment register for select
ministries. Funding for the studies has been secured by the Bank and the work is about to
commence and is to be completed by September 2003, Based on the outcome of these
studies, the Government is to formulate a credible civil service reform strategy. The
Bank considers this as an integral part of possible future policy-based lending.

(8) Public Expenditure and Financial Management. Another principal public sector
management concern is the effectiveness of the Government’s expenditura and financial
management system, which is characterized by: (1) a weak treasury system, resulting in
misallocation of resources across government and over time, and (ii) the lack of effective
controls over cash management. Observations so far also indicate problems at the level of
the provincial treasuries, which is worrisome given that they are slated to play an
important role under the decentralization program in commune level financial
management. These problems undermine the capacity of the planning and bhudgeting
system to deliver resources to the Government’s priority services. While the social
sectors receive priority over other sectors in the budget, this is countervailed both by
poorer actual expenditures (vis-a-vis the budget) and higher back-loading of expenditures
throughout the year. Future policy-based lending would feature key public expenditure
and financial management reforms.

Forestry Management. Developments in the forestry sector are problematic. While
some progress has been made on the legislative front, serious problems have recently
arisen in consultations with affected commmnities and in maintaining and increasing
transparency in the sector through arrangements for independent monitoring of forest
crime monitoring. first, management plans and environmental and social impact
assessments have been submitted and decisions on permit approvals are awaiting review
and subsequent filings. Fellowing public disclosure of these submissions, tensions have
arisen over the conduct and quality of community consultations and response to
comments from stakeholders and observers. These have boiled over into incidents and
dispute with the Government’s independent momitor, Global Witness. The Government
has moved to terminate its arrangement with Glebal Witness and has requested assistance
from external partners in the identification of an alternative monitor. Second, increased
attention is needed on the role of economic land concessions in forestry. In addition to
serious concerns about adverse social and environmental impacts, fellings associated with
land development activities constitute a potentially important source of revenue loss and
of corruption. The introduction of reforms in concession forestry has also not been well
sequenced or coordinated with changes in community forestry or with development of
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other arrangements for production forestry. Finalization of the Sub-Decree on
Comununity Forestry seems to have stalled after considerable consultative and techmcal
work.

The Bank is pursuing progress on these issues through investment support and dizlogue
with the Government over concession policy reform and forest law enforcement in
relation to the Structural Adjustment Credit (SAC). The Bank-financed Forest
Concession Management and Reform Pilot Project is currently rated as unsatisfactory and
supervision attention focuses on the strength of Government'’s efforts to enhance the
technical quality of forest management. A credible action plan is needed to restore the
performance of the project. The continuity of arrangements for independent monitoring
of illegal logging and the continuation of the overall forest policy reform process are the
main issues facing release of the second tranche of the SAC.

Private Secior Development. While there is broad appreciation for efforts to improve the
foreign investment regime, develop a pro-poor trade strategy, and create a Private Sector
Forum to facilitate a reform dialogue with the private sector, the Government needs to
place a higher priority on structural reforms to support sustainable, private-led growth.
Potential investments which would diversify the export base are discouraged by a high-
risk and high-cost business environment, characterized by an underdevelcped commercial
legal system, inadequate infrastructure, a shallow financial structure, high administrative
costs of doing business, weak private sector capacity and poor linkages between the
foreign and domestic private sector. In light of these, the Bank is focusing its efforts on
PSD in three areas: (i} developing a cross-cutting, multi-sectoral approach to increasing
the efficiency of private provision of public services, supporting the introduction of
transparency, competition and accountability into public-private partnerships, in
particular a prohibition on closed, opague concession transactions; (i) improving the
investment climate, including rural business environment to address pervasive
informality, overlapping anthaority, and discretionary processes by carrying out an
Investment Climate Survey in the first half of 2003; and (1ii) supporting export
diversification, regional integration, and FDI facilitation.

Governance and Anti-corruption. The Government adopted a Governance Action Plan
(GAP) in 2001 that integrated about a hundred reform actions in the areas of legal and
judicial reform, public finance, public administration, decentralization, anti-corruption,
gender equity, demobilization, and natural resource management. While the Government
made progress in implementing GAP in 2001-02 (in areas such as demobilization, land,
public finance, gender, decentralization), politically sensitive areas such as legal and
judicial reform and anti-corruption experienced major delays. Following up on previous
assistance on the governance and corruption diagnostic report and GAP implementation,
the Bank’s future assistance includes: (1) providing training cn anti-corruption awareness
and prevention as well as public procurement under the Economic and Public Sector
Capacity Building project which is expected to hecome effective in February 2003; (ii)
providing technical assistance for potential studies on institutional arrangements for
implementing an anti-corruption law and mechanisms of citizen protection and feedback
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in enhancing service delivery. Governance/anti-cormiption would be a key component of
possible future policy-based lending,.

Legal and Judicial Reform. While the Government is undertaking some measures,
including (i) drafting modern Civil and Penal Codes and Codes of Civil and Criminal
Procedure and (ii) launching a School for Judicial Training, much remains to be done.
The Bank has been supporting Government efforts to devise a Legal and Judicial Reform
Strategy and Plan of Action. Since the dissemination of the draft Legal and Judicial
Reform (LIR} Strategy in June 2002, little progress appears to have been made in
finalizing this strategy and in ensuring its broad endorsement. The Bank aims to assist the
Government’s efforts with the proposed Legal and Judicial Reform Project which
includes, among others: (i) building capacity to plan and prioritize its LIR reform agenda
and action plans; {11} streamlining the law-making process; (111} creating a self-financing
institution for the effective and timely publication and dissemination of all legal norms;
(iv) improving the efficiency and effectiveness of judicial work; and (v) tratning judges.

Military Demobilization. The Government has undertaken the discharge and reinsertion
phase for the first 15,000 soldiers of the full scale demebilization program using budgets
from several donors as well as their own budget. The IDA credit in support of
demaobilization became effective in July 2002 and is funding the reintegration phases.
The second food distribution for the first 15,000 soldiers took place in the second half of
2002, and distribution of the reintegration packages started toward the end of the year. It
is now widely accepted, based on a growing body of evidence, that there were
irregularities in the 1999 registration of military personnel and establishment of a
database. A comprehensive monitoring initiative has been developed and is being
implemented, to ensure that the final database of demobilized scldiers will be accurate. It
also includes studies to assess the impact of the reintegration packages on the livelihoods
of the soldiers and their families, The length cf time taken to register old and disabled
soldiers for nensions is of some concern and will be addressed by additional technical
assistance.

World Bank-IMF Collaboration

Bank-Fund collaboration in Cambodia takes place at two levels: (i) through the policy-
based lending program; and (it} through analytical and advisory services.

Lending programs and conditionalities. There is a close coordination between the
Fund’s PRGF program and the World Bank’s SAC. The Fund’s PGRF program mainly
focuses on the fiscal and banking sector issues while the SAC focuses on issues relating
to forestry, civil service reform/governance, public expenditure management, and
military demobilization. The Bank and Fund teams have been in close coordination, and
as such, the two programs have been designed to complement each other.

Analytical and advisory activities. The Bank's recent analytical and advisory activities
mclude the IFAPER, the Govemance and Corruption Diagnostic Report, the Integration
and Competitiveness Study, and the Poverty Assessment. The Bank aims to support
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Government efforts with forthcoming analytical work cn, among others, sources of
growth, private sector development strategy, investment climate assessment, rural sector
strategy, and a legal and judicial reform strategy.

World Bank’s Main Non-Lending Services
(recently completed and ongoing)

Issue Instrument

Poverty Reduction Poverty Assessment (2000), PRSP/JSA (February 2003), IDF grant en
poverty reduction (ongeing), Rice Value Chain Study (2002), PSIA on
land policies (to be completed by late 2003), Rural Sector Strategy (to be
completed by late 2003), Sources of Growth (1o be completed by mid-
2003)

Public Expenditure | IFAPER (to be completed by mid-2003), Policy and Human Resource

Management Development (PHRD) prant on public sector reform {ongoing)

Civil Service IFAPER (to be completed by mid-2003), PHRD grant on public secter

Reform reform (ongoing), IDF grant on civil service reform (2003)

Private Sector FIAS report on FDI (2001), Private Sector Development Strategy (to be

Development completed by mid-2003}, Investment Climate Assessment (to be
completed by mid-2003)

Govemance Governance and Corruption Diagnostic Report (2001), IDF grant on
governance (2002}, PHRD grant on public sector reform (ongoing)

Trade Integration and Competitiveness Study (2002), Cest of implementing
WTO requirements (to be completed by late 2003)

Legal and Judicial Legal and Judicial Reform Strategy (fo be completed by early 2003)

Reform

Lending Operations

The goal of the World Bank’s country assistance strategy under the current CAS 13 to
assist Cambodia to build the foundations for sustainable development and poverty

reduction through: (i) supporting good governance; (i) building physical infrastructure;
(iii) rebuilding human capital; and (1v) facilitating private sector development. Lending
operations during the last three years have averaged $75 million per year and focused on
the CAS objectives mentioned above. The level and composition of the lending program
for the next three vears will be determined in the centext of the forthceming CAS,
currently scheduled for December 2003.
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Cambodia: Relations with the Asian Development Bank

From 1992 through November 30, 2002, the AsDB approved $649.7 million in low-interest
loans to Cambodia to finance 20 projects and 4 structural reform programs. To date 3
projeets, for a total of $125.9 million, were completed: the Special Rehabilitation Assistance
Project (approved in 1992), Power Rehabilitation Project (approved in 1994), and an
Agriculture Sector Program (approved in 1996). Of the remaining loan projects, $266.6
million were for economic infrastructure, $158.0 million for social infrastructure, and $99.2
million for agriculture and rural mirastruciure.

The AsDB also designed and administered 93 technical assistance projects during this period.
They were financed through grants from the AsDB {522.7 million), the Japanese Special Fund
{$30.7 million), and other sources ($12.4 miilion).

The AsDB completed a new Country Operational Strategy in July 2000 emphasizing poverty
reduction through interventions m four greas: rural economic development, social
development, governance, and improvement of the conditions for private investment. The
AsDB is very active in the areas of governance, including public expenditure management and
medium-term planning. The AsDB will place particular emphasis on facilifating government
leadership of sector development imitiatives in water resource management, education and
transportation. This will be accomplished through efforts to coordinate the activities of aid
agencies, build local capacity to finance and manage development programs, and fund priority
investiments.

In October 2000, the AsDB conducted an assessment of the flood dumage Lo prepare a
proposal for loan assistance to meet Cambodia’s rehabilitation requirements, In December
2000 an Emergency Flood Rehabilitation Project in the amount of $55 million was approved.
In 2001, the Financial Sector Development Program and Northwest Rural Development foans
were approved. The Board also approved a loan to support structural reform in the educalion
scctor along with a complementary investment loan. In 2002, the AsDB approved 4 national
loans: Tonle Sap Environmental Management, Health Sector Support, Financial Sector
Program, and Commune Councif Development Project.

AsDB: Loan Commitments and Dishursements to Cambedia, 1992-2002
(In millions of U.8. dollats)
as of November 30, 2002

Loan Approvals Contract Awards/ Disbursements
Commitments

1992 67.7 0.0 a.0
1693 0.0 44 54
1994 28.2 359 12.2
1995 45.1 28.1 359
1996 105.0 15.3 32.1
1997 0.0 41.5 16.7
1998 40.0 29.1 293
1999 88.0 17.0 26.2
2000 109.6 114.2 308
2001 75.2 40,7 48.3
2002 90.9 52.0 64.7

Total 649.7 3782 315.6
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Cambodia—Statistical 1ssues

Extensive technical assistance from the Fund, the UNDP, the AsDB, and the World Bank has
contributed to substantial improvements in macroeconomic statistics. In Qctober 2001, a long-
term [MF advisor was placed in the Nafional Institute of Statistics (NIS) to assist the authorities in
upgrading economic and financial statistics. An Zi<5 page for Cambodia has been published since
April 1996. In March 2002 Cambodia’s metadata were posted on the General Data Dissemination
System (GDDS) site of the Fund’s Dissemination Standards Bulletin Board. Despite significant
shortcomings in some areas, core dala are generally adequate for program design and monitoring
and are provided on a timely basis.

National accounts. Official GDP estimates are provided annually under peripatetic expert
support from the AsDB. Revised national accounts series for 1993-2001 were officially released
in May 2002, The quality of GDP estimates remains hampered by the lack of comprehensive and
rcliable sectoral information.

Prices. The NIS provides a monthly CPI with a five-week lag. NIS has recently updated the CPI
for Phnom Penh with new expenditure weights (July—Deccmber, 2000 = 100). In addition, the
NIS has compiled a monthly CPI for five major provincial cities since the second half of 2001. No
producer or wholesale price indices are available yet.

Government finance statistics. The Ministry of Economy and Finance provides monthly fiscal
data broadly based on GFS standards on a timely basis with a four-week lag. The authorities have
provided maonthly fiscal data for publication in LFS since 2001 and reported dala on the GFSAf
2001 format in 2002. These data, including any improvements to be made during a GFS mission
scheduled in April, will be published in the 2003 GFSY. There are still weaknesses regarding the
reliability of data sources, the coverage and the economic and functional classifications of
expenditure and donor-specific data on investments financed by project aid are available only
with considerable lags. Recent and envisaged measures to improve expenditure management,
including a revision of public accounting to start being implemented on February 1, 2003, should
significantly help in resolving some of these issues.

Monetary statistics. The NBC provides data on the monetary authorities and deposit money
banks on a monthly basis with a four-week lag. An IMF mission in April 2002 assisted the
authorities in strengthening the framework for compiling monetary statistics.

External sector statistics. The NBC is responsible for compiling balance of payments statistics.
Customs data have substantial coverage and valuation problems arising from the nonrecording of
nondutiable imports, under reporting of re-exports, and the weakness of customs controls. While
there have been improvements in the quality of foreign direct invesiment data, private capital
flows are belizvad to be large and not fully captured by official data. A range of international
transactions by enterprises, such as payments for imported services, income payments, and
portfolio investment abroad are not included in the data. Data on external debt are provided by the
Ministry of Economy and Finance, but timely information on disbursements by bilateral donors is
weak. The second of a series of three planned missions on balance of payments visited Cambodia
in October-December 2002 to review and recommend improvements to the source data usced for
compiling the balance of payments, The authorities have not initiated compiling data on foreign
currency liquidity in line with the data template on international reserve and foreign currency
liquidity.



Cambodia: Core Statistical Indicators as of January 8, 2003

Central Reserve/ Consumer Current Overall Lxternal
Exchange Internaticnal | Bank Base Money | Broad Interest Price Index | Exports! Accounl Government | GDP/GNE | Public
Rates Resurves' Balance Monsy Rates Imports Balance Balanee? Debt/Debt
Sheet Service
Daie of Latest [Jan. 8,2003  (Dec. 31, 2002 | November (Nowvember, (November, [November, (November, |September, |June, Nowvembear, (2001 2001
(bservation 2002 2002 2002 2002 2002 2002 2002 2002
Date Received | Jan. 8,2003  (Jan. 8, 2003 | Jan. &, Jun. §, Jar. 8, Tan. &, December, [November, |November, |December, | May, November,
2003 2043 2003 2003 2002 2002 2002 2002 2002 2002
Freguency of | Daily Daily Monthly Weekly Manthly Monthly Maomihly Quarterlty  {Quarterly | Monthly Annual Annual
Data
Frequency of  |Daily Daily  one- | Monthly Weekly Monthly Monthly Monthly During During Monthly Annual During
Reporting weck lag five-week  {one-week five-week | Gve-week | five-weck | missions missions one-mnnth inissions
lag lag lag lag lag lag
Source af Data |NBC NBC NBC NBEC NBC NBC NIS NBC NBC MEF NIS MIEF
Meode of Fax or Email |Fax or Email |Fax or Fax or Fax or Fax or Fax or During During Fax During During
Rceporting Email Email Email LEmail Email missions missions missions missions
Confidentiality |No Yes Nog No Mo No No No Neo No No Yes
Frequency of | Daily WA Monthly Monthly Manthly Manthly Manthly Annually | Annually | Annually Anmually  [N/A

Publicalicn

! Refers to gross and net international Teserves.

2 Refers to genzral government balance,
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Cambodia; Socio-Demographic Indicators, 1990-2000 1/

1950 1995 2000  Same Repion/Income Group 2/
{or latest year available) East Asia and Low-
Pacific Income
Population

Total population, mid-year {millicns) 5.1 10.7 12.4 1,855 2,460
Growth rate (percent annual average) 32 31 2.5 1.1 2.0
Population density {people pet 5q. knt) 54 61 67 115 73
Urban population (percent of population) 13 14 14 35 3
Total fertility rate (births per woman) 4.9 4.7 4.4 2.1 36

Life expectancy at birth (years)

Total a0 53 34 69 59
Male 4% 32 32 a7 38
Female 32 34 35 71 60

Mortality

Infant (per thousand live births) 122 108 B8 35 76

Under 5 {per thousand live births) " 147 120 44 115

Adult (15-55)

Male (per 1,000 population) 392 349 364 184 283
Fernale (per 1,000 population) 3le 303 315 111 258
Poverty (percent of population)
National headcount index .. 36.1 359
Urban headecount index .. 211 .
Rural headeount index .- 40.1 40.1
Income
GDP per capita (USH; at current prices) 173 294 265 1,032 427
Consemer price inflation (annual change; in percent} . 1.1 -0.8 4.4 4.1
Soecial Indicatars
Public expenditure
Heaith (percent of GDP/GNI) " 0.4 0.6 24 1.2
Edugation (percent of GDF/GND “ 1.0 1.4 29 3.4
Gross primary schoal enrollment rate

(in percent of school-age population)

Total 121 126 104 107 %6
Male - 138 110 1046 103
Female " 114 97 108 88

Adult illiteracy rate {in percent of population above 15)

Total 69 60 32 14 38
Male 49 46 20 8 28
Female 85 83 43 21 47

Population per phvsician [number of people) 15,629 9,573 6,666 904
Immunization rate (percent of children under 12 months)
Mcasles 38 79 55 85 37
DET 34 75 49 a5 57
Child malnuteition (percent of children under 5 years) - . 47 10
Access to safe water (percent of population)

Tatal . . 30 75 76
Urban " . 33
Rural - . 25

Sources: 2001 World Developiment Indicators and Cambodia at a Glance, Warld Bank; and IMF staff esrimates.

1/ The dimensions of poverty are anzlyzed in chapter 3 of Cambodia's National Poverty Reduction Strategy {(NPRS).
2/ Datg ag of 2000.
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ANNEX IX

Cambodia—Summary of Technical Assistance Provided by the Fund, 1998—5ecember 2002

Purpose

Assistance and Timing
{person-maonths)

Fiscal Reform

L]

Tax policy and customs administration

Technical Cooperation Action Plan {TCAP) mission
Tax administration and pelicy

Public expenditure management

Long-term customs advisor

Long-term treasury advisor

Long-term tax advisor

hcome tax changes regarding new Law on Investment
Review of draft customs law

Leong-term budget advisor

Tariff restructuring

Repgulations on taxation

Manetary Policy and Central Bank Operations

»

-

Long-term advisor

Banking system restructuring

Bartking system restructuring and payments system development
Law on negotiable instruments and payment transactions
Banking system restructuring and supervision

Foreignh exchange management

Statistics

*

»

Gevernmend Finance Statistics
Long-term mutlisector stalistics advisor
General Data Disscmination System
Monetary Statistics

Balance of payments compilation

Legal

Insolvency Law
[nsolvency Law

Insolvency Law

September 1999; (2)
March-April 2000; (334)
March 2001; {1}

April 2001; (1)

April 2001; 21D
August 2001; (14}
Cctober 2001; (14)
April 2002, (}4)

May 2002; ('4)

August 2002; (6)
October 2002, (1}
November/December 2002, (34)

January 1998; (60)
April 2001, (1)

August and November 2001; (2)
March and May 2402; {!42)

July and December 2002; (2)
Scptember 2002, (32)

April 2001; (1)

November 2001; (12)
Noevember-December, 2001, (1)
March-April, 2002; (1)
April/Tune; Oct./Deg., 2002; (6)

November 2000, {14)
July 2001; (%)
Febmary and December 2002; (1)

' A detailed deseription of the Technical Cooperation Action Plan (TCAP) is contained in ERS/G1/02 (01/04/01).
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January 17, 2003

Mr. Horst Kéhler

Managing Director
International Monetary Fund
Washington ID.C. 20431
U.S.A,

Dear Mr. Kdhler:

Economic performance in 2002 has been in line with program objectives and all quantitative
performance criteria for end-September, 2002 and the structural performance criterion for
end-October have been met. While structural benchmarks were largely met, some delays
have occurred with respect to the centralization of accounting in the National Treasury,
implementation of a new chart of accounts for fully licensed banks, and reducing the average
tariff to below 15 percent.

On the basis of corrective actions being taken as detailed in the attached Memorandum of
Economic and Financial Policies (MEFP) for 2003, we hereby request completion of the
sixth review under the PRGF arrangement.

The government believes that the policies and measures described in the attached
memorandum, complemented by a comprehensive Technical Cooperation Action Plan, are
adequate to achieve the objectives of the program for 2003, and stands ready to take any
additional measures beyond the current program that may become necessary for this purpose.
During the remaining pericd of the current PRGF arrangement, the Government will consult
with the Managing Director, at the initiative of either party, and will provide the IMF with
such information as it requests on the progress made in policy implementation and the
achievement of program objectives.

In continuing with our policy of transparency, we consent to the publication, including on the
IMF's website, of the attached MEFP and the accompanying Executive Board documents
prepared by the IMF staff. In addition, we will publish the audited accounts of the NBC for
2002, in compliance with the requirements under the IMF’s Safeguards Assessment.

Sincerely yours,

fsf /s/
Keat Chhon Chea Chanto
Senior Minister Governor
Ministry of Economy and Finance Naztional Bank of Cambodia

Attachment: Memorandum of Economic and Financial Policies
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CAMBODIA
Memorandum of Economic and Financial Policies for 2003
January 17, 2003

1. Cambodia’s medium-term economic objectives remain broadly anchanged from
those described in the Letter of Intent (and related MEFP) of June 21, 2002. It aims tc
reduce poverty through sustainable growth. An annual growth target of 6-7 percent could be
achieved in the medium term through capital deepening, upgrading of labor skills, and
improving governance. Increasing fiscal revenue will be key, in addition to reorientation of
spending, to provide adequate social spending and infrastructure while avoiding recourse to
domestic bank financing, essential for maintaining macroeconomic stability, With decisive
actions on tax and customs administration and tax policy aimed at broadening the tax base,
government revenue could reach 14% percent of GDP in 2006-07. The external current
account deficit (excluding grants) is expected fo marginally decline to around 10 percent of
GDP, a level that is consistent with projected concessional financing and foreign direct
investment, and maintaining gross international reserves at about 3-4 months of imports of
goods and services.

Policies for 2003

2, Despite a weak global economic outlook, real GDP growth is expected to pick up
to about 5 percent while inflation could be kept under 4 percent, underpinned by fiscal
discipline. The current fiscal surplus is projected to increase to about 1 percent of GDP, and
the overall deficit {excluding grants) to 65 percent of GDP, financed largely by external
concessional resources. The monetary targets are established on the basis of a declining
money velogity in response to increased confidence in the banking system. The external
current account deficit of 10% percent of GDP and reserves equivalent to 3% of imports of
goods and services are expected to remain broadly unchanged.

3. On the basis of the lower-than-expected revenue collected in 2002, the 2003
revenue target will likely be missed by Y4 percent of GDP. Additional efforts will be made
to collect tax arrears of CR 40 billion, and to improve tax and customs administration

(CR 15 billion). These efforts will be built on a revenue base that include the collection of
nontax artears in 2002 consisting of: (i) collection of all outstanding forestry rovalties
identified in the June 2002 audit (CR 1.5 billion); and (ii) arrears from civil aviation

(CR 8.5 billien). Progress will also be made in collecting arrears on leases of state assets.
Together with higher-than-budgeted foreign financing, budgeted spending obligations could
be met.

4. The customs and tax departments, as well as the National Treasury (NT), will
upgrade informsation systems and strengthen enforcement measures. The internal audit
function of the audit units of the customs and tax departments and the NT will be
strengthened to address integrity issues within their respective agencies. Priority will be
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given to automation of customs admimstration which so far has proved to be a serious
bottleneck to enhancing the capacity of the customs department. Anti-smuggling operations
will be further strengthened through making units in key border provinces fully operational.
Penalties for offenders will be stiffened, including through seizure of goods at customs on
importation and exportation. Regarding the tax department, priority will be given to
increasing staff working on collection enforcement, and audit of tax payers. To substantiate
tax department’s resolve to strengthen enforcement measures especially against those with
tax arrears, about five to ten bank accounts will be frozen, exportation/impottation of goods
will be held at the customs department until outstanding amounts are paid, and licenses
cancelled in collaboration with the Ministry of Commerce. Efforts will be made to put in
place an operational management information system in the tax department. In addition, all
contracts involving the use of state assets will now require MEF approval.

5. Expenditure management will be improved which will also help to ensure the
effective reorientation of spending toward priority sectors. Spending on priority social
sectors will increase to 3% percent of GDP, and the second phase of demobilization
involving discharging 15,000 additional soldiers is expected to be completed by the third
quarter of 2003. To improve accounting and budget execution procedures, the government
will finalize monthly revenue flow estimates and ministries” spending plans for 2003 for
notification to ministrics before January 1 to enable commitments to start flowing from as
close to the beginning of the year as possible. At the same time, the government will endorse
and start implementing the recommendations prepared by the Working Group at the National
Treasury while efforts to centralize government accounts will continug, and increased use of
the banking system will be made for government financial transactions.

6. The monetary targets for 2(103 are consistent with growth and inflation
objectives. The government will adhere to these targets (see paragraph 10) and maintain a
flexible exchange rate policy, within the intervention policy aimed at building up official
reserves. [t will not contract or guarantee any nonconcessional debt and make best efforts
toward resolving outstanding debt issues with the Russian Federation and the United States.

7. Trade reform is moving forward and progress has been made toward joining the
WTO. The conversion of the tariff classification to the ASEAN Harmonized Tariff
Nomenclature (AHTN) was completed by end-2002. The government will reduce the
unweighted average tariff rate under the AHTN to about 135 percent under the AITTN (er
below 15 percent under the old system), while offsetting revenue measures will be
introduced to contain revenue loss to below CR 1 billion.

8. The Government is maintaining the momentum of banking sector reform. The
National Bank of Cambodia (NBC) will allocate adequate staff resources to (1) start on-site
inspection of banks with the objective of completing at least 6 banks in 2003 and thereafter
all banks once a year, except for micro-financing institutions which could be on a longer
cycle, and (ii) verity and guide, if needed, the full implementation of banks of the new chart
of accounts according to which each bank should submit their monthly financial statement to
NBC starting in July 2003. A public notice announcing the intention to privatize the Foreign
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Trade Baok {FTB) was issued in December. FTB’s reformn committee will continue its work
to make the bank commercially viable, but sell at any point of the restructuring process to a
strategic investor offering an appropriate price.

g The suspension of logging activity will remain in place, but monitoring log
transportation and overall forest crimes is a challenge. Restructured concession
agreements in line with sustainable practice have been delayed and are now expected to be
completed by June 30, 2003. All log transportation by, or on behalf of, concessions will
gontinme to be suspended until the management plans and agreements on restructured
concessions are 1n place.

10. To monitor economic and financial performance during 2003, the government
has set up structural and quantitative indicative targets. The structural indicative targets
will focus primarily en improved revenue mobilization, budget implementation, and forestry
reforms (Table 1). Quantitative indicative targets through end-December 2003 include
(Table 2): (1) a ceiling on the net domestic assets of the NBC, (ii) a ceiling on net bank credit
to the gavernment; (iii) a ceiling on net domestic financing of the budget; (iv) a zero ceiling
on publicly centracted or guaranteed nonconcessional foreign currency loans; (v) no
accumulatiorn: of external arrears; and (vi) a floor on the net official international reserves of
the NBC.
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Table 1. Stuctural Policy Targets for 2003 Program

Indicative Policy Targets

Collect
¢ Tax arrears of CR 40 billion (excluding penalties and
late interest)
+ Remaining forestry royalties identified
in the June 2002 audit of CR 1.5 billion
¢ Qutstanding transfers from civil aviation of CR 8.5 billion

e (histanding transfers from the Gateway I operation of
US$4.7 million

The Fiscal Reform Working Group (tc be convened by
mid-December) will discuss the selection of an IT system for
the customs department and possible sources of financing.
On the basis of the discussion, the government will set

a timetable for implementation.

Adopt the recommendations contained in the report of

the working group in the National Treasury on standardized
accounting procedures and methodology that was finalized
in October, after incorporating IMF staff’s comments,

and start implementation,

Reduce unweighted average tariff under the current tariff
schedule containing 6,823 tariff lines to below 15 percent
(which should be equivalent to aboutl5 percent under the
ASEAN Harmonized Tariff Nomenclature), and implement
offsetting revenue measures to contain revenue loss to
below CR 1 billien.

Complete implementation of the new charts of accounts for
all fully licensed commercial banks.

Maintain the suspension of logging activity until the
management plans and agreements on restructured
congcessions are in place.

Completion date

During 2003

December 31, 2002
December 31, 2002

December 31, 2002

December 31, 2002

February 1, 2003

June 30, 2003

July 31, 2003

Continuous



Table 2. Cambodia: Quantitative Indicative Targets, 2003

2002 2003
End-Dec. End-Mar. End-Tune End-Sept. End-Dec.
Est, Prog
{Cumulative change from beginning of year)
et domestic assets of the cantral hank (in biltions of riels) 142/ -1221 =20 -22 =24 -6
Net credit to the government from the banking systern (in billions of riels) 2/ 05 =20 -20 -20 0
Net domestic financing of the budget (in billions of riels) 2/ =50 -4p 40 -40 -20
Contracting or gueranteeing of external debt by the public sector 3/
Up to one-year matwerity 4/ a 0 0 0 a
1-5 year's matunty ] 0 ] 1] ]
Medinm-and Inng-term noacencessional debt 5/ 0 0 0 0 a
Exfameal payments arrears &/ 0 0 0 0 L]
(Curmlative change from beginning of year)
Net official nternational resecves (in millions of U.S. dollars} 7/ 349 14 27 40 50
Memorandum items:
(Cumulative change fram beginning of year)
Foreign cwrrency budget / BOP support {in millions of \1.5. dollars) 17 20 25 30 53
Totat nenpraject budget suppert (i billions of riels) 185 &3 126 169 280
(Stack at end of peried)
Met domestic assets of the centrel bank (it billinns of riels) -1,721 -1,241 -1,243 -1,245 -1,227
Net credit to the government from the banking system (in billiens of riels} -95 -115 -115 =115 =35
Net officizl intemational reserves {io millions of U.5. dollars) 549 563 376 589 6
(At end of period)
Exchange rate (riels pec U.5. dollar; end of petiod) 3,900 3,986 4023 4,059 4095

Sources: Data provided by the Cambodisn, authorities; snd Fund staff estimetes.

1/ Net domestic assets are defined as reserve money minue et foreipn asssts of the caniral bank, adjusted for valuation changes arising from the difference belween projecled and actual exchange rates.
2/ The ceiling for tel domestic assels, net credit to the government from the banking system, and nel domestic financing of the budget will be adjusted upward (downward} by any shortfall (excess)

in fotal noaproject budget suppoet frem the indicative targets, The adjustments for shortfalls in nonproject budget support will oot exceed $10 million,
3/ Maturity based on original contract.
4/ Ceiling applics to amount outstanding. Excludes normal impont-related credit and amy borrowing associated with debi rescheduling.

5/ Exclurdes amounts coniracted under the povernment loan agreement with China dated July 26, 2000 for a maximuam lean amousnt eguivalent to §12 million.

& Continuous indicative target.

7/ The floor on aiet official inkenational reserves will be adjusted downward {upward} by amy shortfalls (excess) in external nonproject budget support from the indicative targets. The adustments for
shortfzlis in budget support will not exceed §10 million. Valaation effects on the stock of gold haldings are exciuded, and gold holdings in 2002 and 2003 are evaluated at the end-December 2002 gold price.
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EAEPARTMENT

INTERNATIONAL MONETARY FUND
Public Information Notice

Public Information Notice (PIN) No. 03/21 Intemational Monetary Fund
FOR IMMEDIATE RELEASE 700 19" Street, NW
February 28, 2003 Washington, D. C. 20431 USA

IMF Concludes 2002 Article IV Consultation with Cambodia

On February 20, 2003, the Executive Board of the Inlernational Monetary Fund (IMF)
concludad the Article [V consultation with Cambodia.’

Background

Since late 1998, the newly formed coalition govemment embarked on a comprehensive
economic reform, which was supported by significant inflows of aid and a three-year
arrangement under the Poverty Reduction and Growth Facility (PRGF) approved in October
1899. Recognizing that rapid grewth was key 1o reduce widespread poverty in Cambodia, the
authorities’ strategy focused on providing a conducive environment for private sector
davelopment through maintaining macroeconomic stability, rebuilding institutions, and
addressing govemance problems.

The reform strategy has bsen braadly successful, especially an the macroeconomic front. Real
GDOP growth averaged 7 percent during 1999-2001, although it is expected to have slowed to
4% percent in 2002, owing 1o adverse weather conditions. Inflation has been contained well
below 5 percent since 1989, underpinned by fiscal discipline that was backed up by a
strengthening of fiscal revenue frcm 8.3 percent of GDP in 1998 to 11.7 percent of GDP in
2001. At the same time, defense and security spending was reduced by one percentage point
of GDP, helping the government to increase social spending. Revenue performance in 2002,
howevar, suffared from a drap in trade taxes, an erosion of the tax base owing to clearing a

' Under Article |V of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officigls the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusicn of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Exacutive Directors, and this summary is transmitted to the
country's authorities.

Washingfon, D.C, 20431 » Telephotie 202-023-7100 « Fox 20290236772 = wwvemi.org
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kacklog of applications for tax exemptions and recently signed public contracts that have
reduced transfers to the Treasury. The 2002 revenue shorifall was met through a compression
of nonwage expanditure and iarger-than-expected foreign financing. Financial deepening
continued, but private credit expansion remainad weak. The exchange rate against the U.S.
dellar has remained broadly stable since 1999. International reserves have risen steadily from
US$320 million at end-1988 to about US$665 million at end-2002 (equivalent to 3% months of
imports). Efforts are being made to reach a resoclution of outstanding debt issues with the
United States and the Russian Federation. Finzlly, program objectives in 2002 under the
PRGF have been broadly achieved.

Cambodia has also made progress in implementing key structural reforms, although slippages
have occurred in several areas. The capacity of fiscal departments has been strengthened and
bank relicensing was successfully completed. The first phase of the military demobilization
program was compleled in late 2002. Trade liberalization has proceeded smoothly in the
context of the ASEAN Free Trade Area and in preparation for World Trade Organization
(WTQO) membership. However, further implementation of civil service reform has been
postponed until after the national elections. Mcreover, while lllegal logging has been curtailed
and several forestry concessions were cancelled, there is still no effective system in place for
manitoring logging activity and sustainable legging plans have yet to be worked out. The
recent suspension of donor support to the Farest Crime Menitoring Unit and the government's
announcemeant to terminate the activities of a foreign non-govemmental organization (NGQ) as
an independent monitor have given rise for concern among donors. Cambodia lacks an
adequate legal and judiciary framework for enforcing the rule of law, and recently adopted laws
{e.g., Land Law and Forest Law) still remain to ba implemented.

Notwithstanding recent achievements, the foundations for growth remain weak. Growth has
been narrowly based on the garment sector and agricultural production has grown very slowly
as the irrigation system is under-developed. Moreover, 1he high factor cost of producticn in
Cembodia makes attracting foreign investment gdifficult. Furthermore, the slippages in
structural reform, together with a weak gavermnment capacity, continue to hamper creation of
an environment conducive to private secter activity.

Executive Board Assessment

Executive Directors welcomed the maintenance of macroeconomic stability and the restoration
of growth over the last few years, which were supported by donors through financial and
technical assistance, and favorable external factors that facilitated a rapid expansion of
exports. Netwithstanding these developments, however, Directors noted that poverty is still
widespread and—with a narrow production base, continuing govemnance concerns, and a still
low revenue-to-GDP ratic—the foundations for sustained growth in the futurs remain weak.
Geing forward, the main challenges facing the country will therefore be to rationalize
expenditures and boost revenues, broaden the production base, and strengthen progress on
key structural issues, particularly governance, fiscal reform, and forestry.

To reduce poverty, Directors stressed the impertance of promoting broad-based econcimic
growth through foreign investment and the encouragement of private sector activity. In this
regard, they noted that removing impediments to business activity is essential. In particular,
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complaints by foreign and domestic investors about the burden of informal facilitation fees and
uncertainties in the regulatory framework and labor market rigidities need to be addressed with
urgency. Poverty alleviation efforts would also need to focus on strengthening productivity in
the agricultural sector, as mast of the poor live in rural areas.

In the period ahead, Directors underscored the need for a major strengthening of government
capacity, which will require rebuiiding official institutions and an upgrading of the civil service in
close consultation with the World Bank and other donors. In additian, Directors considered the
current system of investment incentives, which provides for large exempticns, difficult to
administer, and recommended replacing the system with a simple and transparent regime with
low tax rates.

Directors welcomed the progress made in increasing fiscal revenue in recent years, but noted
that a further increase in the tax ratio is required 10 provide resources for strengthening
govemnment capacity and spending on social services and infrastructure. In this regard, they
urged the authorities to make effective use of technical assistance to further improve tax and
customs administration and 10 prevent further erosion of the revenue base. Moreover, greater
efforts should be made to ensure that appraopriate fees frem government coniracts with service
providers are transferred to the Treasury.

Directors commended the autharities for their initial efforts in redirecting expenditure from
defense to prionty sectors and encouraged the authorities 1o press ahead with these efforts,
with more emphasis on health, education, and the agricultural secter. They also encouraged
the authorities to enhance coordinaticn among government agencies in order to strengthen
budget and cash management.

Directors underscored the urgent need to improve govemance during the next phase of
reform, and welcomed the preparation of the Second Govemance Action Flan, which is
focused on corruption and social issues. In this conneclion, Directors urged the adoption of the
Anti-Corruption Law as soon as possible and further progress in establishing a modern legal
and judiciary system. Directors also highlighted the importance of effective monitoring of
logging activities to ensura the sustainability of natural resources, and stressed that progress
in this area would be an important indicator of the govemment's commitment tc enhanced
govemance. Directors also underscored the importance of approving a medium-term plan for
sustainable forestry management in a fully transparent manner.

Directors welcomed completion of the process of relicensing ccmmercial banks, which has
helped to restore banking secior scundness. In this connection, they urged the authorities to
follow thraugh an their plans to privatize the Foreign Trade Bank and stressed the importance
of strengthening banks’ lending activity. To reduce lending risks faced by banks, the regulatory
framework, including laws related to the provision of collateral and the protection of creditors’
rights, should be further enhanced. Directors encouraged the authorities to develop
mechanisms to allow micro-finance institutions te play a larger role, in particular, in providing
credit to rural areas. Incentives and appropriate policies to encourage de-dollarization were
also seen as impertant steps to ke taken.
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Directors recommended the maintenance of a flexible exchange rate regime and noted the
progress made in establishing a liberal trading system. In particular, Directors commended the
authorities’ efforts to pursue membership in the WTQ, including the drafting of several
commercial laws that would facilitate creation of a transparent trading environment.

Directors commended the authorities for completing a fully participatory National Poverty
Reduction Strategy (NPRS). They encouraged the authorities to update the NPRS on a
continuous basis in light of the recommendations in the Joint Staff Assessment and as new
information becomes available.

Directors welcomed the authorities’ efforts to search for and block the assets of terrorists, and
urged continued attention to this issue.

While recognizing recent efforts to upgrade economic statistics, within the framework of the
Technical Cooperation Action Plan for Cambaodia, Directors indicated the need for further
imarovements in data compilation to enhance economic analysis and program monitoring.

FPublic Information Notices (PINs) are issued, (i} at the request of a member country, following the
conclusion of tha Adicle 1V consullation for countries seeking tc make known the views of the IMF 1o the
puklic. This action is intended 10 strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF’s assessment of these policies; and (ii) following
policy discussicns in the Executive Board at the decision of the Board.




Cambodia: Selected Economic Indicators, 1998-2002

1998 1999 2000 2001 2002
Est

(Annual percent change)

Output and prices

Real GDP 2.1 6.9 7.7 6.3 4.5
GDP deflator 13.8 3.7 -4.6 -29 3.0
Consumer prices (end-period) 133 -0.5 -0.8 0.7 3.7

({In percent of GDF)

General government

Total revenue 83 10.6 11.2 11.7 12.1
Total expsnditure 13.8 14.7 16.4 17.7 18.9

Of which: current expenditure 8.3 B.G 8.5 10.4 11.1
Current fiscal balance -0.3 1.6 1.6 1.2 0.9
Overall fiscal balance (excluding grants) 5.5 -4.0 -5.2 -6.0 £.8

(Annual percent change)
Meney and credit {end of period)
Broad money 1567 17.3 28.8 20.4 268
Private sector credit 28 16.5 17.7 42 3.4
{In millions ¢f .S, dollars; unless ctherwise indicated)

External sector 1/

Current account balance {excluding cfficial transfers) -281 -295 -412 -456 -391

{in percent of GDP) -8.7 -8.9 -12.3 -13.4 -10.7
Domestic exports 685 921 1,206 1,295 1,434
Retained imports -954 -1,219 -1664 -1,777 -1,880
Gross official reserves 3490 422 485 050 6842

{In menths of imperts of goods and services) 3.6 32 2.8 29 3.3
Externa!l debt stock (in percent of GDP) 2/ 67.9 68.7 B67.6 66.2 65.6
Exchange rate {end of peried; riels per U.S. dollar) 3,780 3,775 3,910 3,800 3,835

Sources: Data provided by the Cambodian authorities; and IMF staff estimates and projections.

1/ Data for 2002 are projections based on information through mid-Novembar,

2/ Induding debt owed to the former Council of Mutual Econcmic Assistance.
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Press Release No. 03/19 International Monetary Fund
FOR IMMEDIATE RELEASE Washington, D.C. 20431 USA
February 20, 2003

IMF Completes Sixth Review of Cambodia's PRGF Program and Approves
US$12 Million Credit

The Executive Beard of the International Monetary Fund (IMF) today completed the sixth and
final review of Cambodia's economic performance under the Poverty Reduction and Growth
Facility (PRGF) arrangement (see Press Release No. 99/51)". This enables the immediate release
of a further SDR 8.4 million (about US$12 million) fram the arrangement, which would bring
total disbursements under the IMF-supported program to SDR 58.5 million (about

US$80 million).

After the IMF Executive Board's discussion, Shigemitsu Sugisaki, Deputy Managing Director and
Acting Chairman, made the following statement:

“The Cambodian authorities have continued to make good progress in implementing their
economic reform program. Performance under the PRGF arrangement was broadly satisfactory,
as inflation remained low and sustained economic growth was maintained despite adverse
weather conditions. While progress was also made in the implementation of structural reforms,
efforts need to be strengthened in key areas, particularly revenue administration, expenditure
management, civil service reform, and forestry and agricultural policy. In the area of forestry
policy, it is especially important to minimize any possible disruption in forestry monitoring
arising from the government’s decision to replace the current internationally-recognized
independent monitor.

“To ensure broad-based economic growth aver the medium term, Cambodia needs to foster the
development of private sector activity and attract foreign investment, Moreover, competitiveness

! The PRGF is the IMF’s concessional facility for low-income countries. It is intended that PRGF-
supperted programs will 1n time be based on country-owned poverty reduction strategies adopted
in a participatory pracess invalving civil society and development partners, and articulated in a
Poverty Reduction Strategy Paper (PRSP). This is intended to ensure that each PRGF-supporied
program is consistent with a comprehensive framework for macroeconomic, structural, and social
policies to foster growth and reduce poverty. PRGF loans carry an annual interest rate of 0.5
percent, and are repayable over 10 years with a 5 Ys-year grace penod on principal payments.

Weshington, D.C. 20431 «» Telephone 202-623-7100 » Fox 202-623-0772 » wwwimf.ong
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will need to be improved through a reduction in costs, including that associated with informal
facilitation fees, and enhanced predictability of the business environment. The replacement of the
current system of investment incentives by a simple and transparent regime with lower tax rates
will help to create such an environment. Further legal and judicial reform and improvements in
governance, a key cross-cutting issue in Cambodia, will also be important for minimizing risks to
the success of the government’s medium-term development strategy.

“Additional increases in fiscal revenue will be needed to strengthen government institutions and
upgrade the quality of the civil service. Improvements in revenue will require strong efforts to
prevent a further erosion of the revenue base, collect tax and nontax arrears, and strengthen tax
and customs administration. At the same time, improved cash management will be crucial for
establishing effective budget execution and the continued avoidance of domestic financing of the
budget through the banking system, which is essential for macroeconomic stability.

“The momentum of banking sector reform should be maintained, with a view to promoting
financial intermediation. Bank supervison and the regulatory framework should continue to be
strengthened, and the planned privatization of the Foreign Trade Bank should be carried out
without delay.

“The recent completion of the National Poverty Reduction Strategy (NPRS) is a welcomed
development. This strategy provides an adequate basis for implementing a broad-based poverty
reduction strategy. It is now essential that the Cambodian government demonstrate full ownership
of the implementation process.

“Strong and sustained growth over the medium term will continue to depend on the provision of
broad-based technical assistance and financial donor support. In the latter regard, it is important
for the authorities ta step up their efforts to urgently resolve outstanding bilateral debt issues
consistent with Cambodia’s fiscal constraints. In addition, nonconcessional borrowing should
continue to be avoided,” Mr. Sugisaki stated.



Statement by Sri Mulyani Indrawati, Executive Director for Cambodia
February 19, 2003

At the outset, I would like to convey the Cambodian authorities’ appreciation to the
Fund management and staff for their continnous support and advice. The extensive
consultation and discussions during the Fund mission had provided a comprehensive
assessment and valuable suggestions on the implementation of the reform measures under the
Poverty Reduction and Growth Facility (PRGF) arrangement. As such, the three-year PRGF
program was completed successfully, with both quantitative and structural performance
criteria observed. Such an achievement required both domestic effort and support from
international community. Hence, the Cambodian authorities would like to express their
gratitude to their development partners and the donor community for their support.

Notwithstanding a very weak foundation for growth, including severely damaged
infrastructure, weak institutional capacity and human resource constraints, the continuous
implementation of cohesive macroeconomic policy and structural reform has led the
Cambodian economy te a more sustamable cconomic growth path. The authorities also
believe that the successful implementation of the program will not only establish a sound
basis for further deepening the reform process, but will also put the Cambodian economy in a
much better external position.

Recent Economic Developments

Despite the global economic downturn, the Cambodian macroeconomic performance
in 2002 was satisfactory and showed strong resilience. GDP was estimated to have grown by
around 5.0 percent compared with 6.3 percent in 2001, due mainly to the slowdown of the
global economy and the adverse impact of weather conditions on agriculture production. The
annual inflation rate for 2002, based on 12-month average increased to 3.3 percent. The
increase reflected the drought in some arcas and insufficient rice stockpiling by farmers.
Gross official foreign reserves increased steadily to US$ 665 million at the end of 2002,
equivalent to 3.4 menths of imports, The current account deficit improved; the ratio of
current account deficit to GDP declined from 13.4 percent to about 10-11 percent {excluding
grants), reflecting strong export and tourism performance, as well as capital inflows.
Cambedia continues to face enormous challenges, given the weak global economic recovery,
shrinking export markets, and unfavorable climatic conditions, all of which have dominated
the recent macroeconomic landseape in the country,

Fiscal Policy

The Cambodian autherities have continued to implement fiscal reforms to ensure a
fiscal position that would underpin macroeconcmic stability, Under the PRGF-supported
program, several strectural measures have been implemented to strengthen tax and customs
administration, including broadening the tax base and preventing leakages. Consequently, the
overall fiscal performance in 2002 has been breadly satisfactory, as government revenue rose



to 12.1 percent of GDP. These improvements reflect the effectiveness of several revenue
measures introduced during the past two years, including the revenue recovery from Post
Telegraph and Telecommunication (PTT) and the lease of government assets. The revenue
target for fiscal year 2003 has been set at 12.7 percent of GDP. Hence, the current budget
surplus is expected to increase to 1.4 percent of GDP compared with 0.9 percent of GDP in
2002. To meet the revenue target for 2003, the government will continue to implement
vigorously fiscal measures, focusing in particular on the collection of tax arrcars, and the
improvement of tax and customs administration.

On the expenditure side, the government has exercised prudence, putting in place
significant expenditure restraints in order to provide scope for priority spending and budget
reallocation. Budget management had been stream!lined through reallocation of spending to
the social and economic sectot, In ling with its commitment to a pro-poor fiscal policy, the
Cambodian government will carry out the second phase of military demobilization to divert
more resources from defense and security to the social seetor, which is expected to be
completed by the third quarter of 2003, As a result, defense and security spending is expected
te decline from 2.8 percent to 2.5 percent of GDP in 2003, while social sector spending is
budgeted to increase from 3.6 percent to 3.8 percent of GDP. Administrative procedures and
public sector governance would also be enhanced to ensure that social sector spending targets
are achieved. Moreover, to further strengthen budget management, the government accounts
have been centralized at the National Treasury.

Monetary Palicy and Financial Sector Reforms

To facilitate economic development in Cambodia, maintaining price stability has
been the main okjective of the monetary policy framework. In addition, monetary policy
remains tight to inhibit bank financing of the budget. However, the central bank’s ability to
use traditional monetary instruments in its conduct of monetary policy is limited, due to high
dollarization in the economy. The Cambodian authorities agree with staff that de-
dollarization should be a long-term objective through maintaining macroeconomic stability.
With respect to the exchange rate policy, the National Bank of Cambodia (NBC) continues to
pursue a managed float exchange rate regime. Over the past two years the Riel has been
stable against the US dollar in real terms. The foreign exchange intervention policy adopted
by the NBC is also aimed at strengthening the official foreign reserve position,

Turning to financial sector reform, the NBC has furthered its efforts to strengthen
banking sector soundness, in accordance with the blueprint for financial sector development
drawn up with the assistance of ADB. In 2002, the liquidation of ten insolvent banks was
completed and unclaimed deposits were fully transferred for reimbursement. The NBC is
now in the process of strengthening banking supervision and issuing uniform accounting and
disclosure requirements for commercial banks and specialized banks. Consequently, the
banking sector has regained public confidence and deposits have increased by around 22
percent in 2002, The need to enhance credit extensions by the banking sector and credit to
the rural area by micro-finance institutions has also received priority attention from the NBC.
Further, the establishment of an association of banks recently would help promote market



discipline, further strengthen the spirit of private-public sector partnership in the banking
sector, and build up capacity.

Reform of Natural Resources Management

The authorities believe that sustainable management of its natural resources and the
protection of the environment are among the main elements of its strategy for combating
poverty in Camboedia. Hence, the authorities have reaffirmed that they will not step
backward, but will continue to be steadfast and remain committed to the reform of the
forestry sector. In this regard, the authorities have temporarily banned logging until after the
management plans and agreement on restructured concessions are approved. The authorities
have also canceled several concessions, and ceased log transportation.

The latest developments in the forestry sector demonstrates that forest management is
a very challenging task. Despite full efforts by the government to conduct consultations with
publi¢ in a trangparent manner, tensions have arisen, leading tc a dispute between the
government and the independznt monitoring unit - Global Witness (GW). The Cambodian
government has no intention whatsoever to suspend or cease the process and mechanism of
forest crimes monitoring. They remain committed to ensuring the continuity of this
mechanism and to the nationwide implementation of a strong, effective, credible and reliable
system of forest monitoring. In this connection, the authorities fully recognize the importance
of the role played by an independent monitoring unit. Against this background, the
authorities have proposed a flexible, constructive and compromise solution to the external
donor partners, and requested their assistance in the identification of an alternative
monitoring umit.

A new approach of national resources management has also been introduced with the
recognition that the authorities alone would not be able to control illegal logging activities,
due to a very limited number of staff. Hence, the authorities have decided to allow 132
families in villages of Preah Vihear province to own and manage forested land. They will be
granted the right to control the nse of their land, so that they can manage the land and help
curb illegal logging activities in this sanctuary.

National Poverty Reduction Strategy {NPRS)

In January this year, the Cambodian government adopted the NPRS, which
established a framework and poliey direction for poverty and inequality reduction over the
next three years. The macroeconomic and other key structural policies outiined in NPRS are
based on I-PRSP and PRGF supported programs, in particular in the area of fiscal and
financial reform, governance, military demobilization and civil service reform, In the
implementation of the NPRS, the Cambodian authorities are aware of the risks and
challenges including the risk of slower than expected growth. However, with extensive
consultation with and participation of all government ministries and agencies, the donor
community, NGOs, as well as with the poor, the Cambodian authorities believe that their
efforts will be effective in reducing poverty.



Governance and Civil Service Reform

With the recognition that pood governance is a prerequisite for sustainable socio-
economic development and social justice in Cambodia, the authorities continue to implement
measures contained in the Governance Action Plan (GAP) that was disseminated in
December 2001. While significant outcomes have already been achieved in many areas, in
particular, public finance, military demobilization, and land management, greater vigilance
will be needed in the areas of judicial reform, administrative reform, corruption and forestry.
To complement this framework, the National Audit Authority (NAA} has been established
and began operation in 2002.

Civil service reform under the three-year PRGF-supported program has also begun to
bear fruit. The implementation of the nationwide computerized payroll system and the
elimination of “ghost” workers have resulted in annual savings of USS 2.2 million.
Significant progress was also made in the conversion of some officials to teachers, as well as
the establishment of a new remuneration grid. The Cambodian authorities agree with staff
that the low quality of public services is largely attributed to the low wages in the civil
service, which is approximately only one-third of the average wage of private sector
employees in the forrmal sector. In light of this, the authorities have increased salaries for
civil servants commensurably with their skills, expetience and responsibility, especially for
teachers and health workers.

The military demobilization program, which 15 aimed at transferring demobilized
soldiers into productive economic sectors, has been moving forward. The first phase of
military demobilization program in 2002, which invelve 15,000 soldiers was successful. The
authorities will continue with the second phase in which another 15,000 soldiers are expected
to be discharged in the first half of 2003.

Debt Resolution

The Cambodian authorities have centinued their efforts in seeking a resolution to its
outstanding debts with bilateral creditors. With regard to the outstanding debt to Russia,
dialogues with the Russian authorities were held twice in 2002, in Phnom Penh in June and
in Washington DC in September. The agreement on rescheduling has been reached for pre-
cut-off date debt which accounted for one-third of the total debt stock. This has marked
significant progress in debt resolution efforts. Further negotiation will be needed for
rescheduling cf the post-cut-off date debt for the remaining two-thirds of the total amount. In
this context, the Cambodian authorities have confirmed in written communication to the
Russian authorities that they remain strongly committed to continuing negotiations to find an
appropriate solution.

Regarding the outstanding debt to the US, efforts to determine the prectse amount of
debt have been ongoing. The Cambodian autherities look forward to further discussions on
the reconciliation of the outstanding debt. At this stage, the Cambodia’s servicing of their
debt will severely affect their fiscal position and put pressure on resources needed to



mmplement their National Poverty Reduction Strategy. In this respect, the authorities would
like to express their appreciation to staff for providing technical support in the debt
negotiation.

Canclusion

In conclusion, with continuous support from the international community, and the
authonities’ strong commitment to the program, Cambodia has made considerable progress
under the three-year PRGF arrangement despite its prevailing capacity constraints and
unfavorable external factors. Progress had been made in several key areas, namely, in fiscal
and financial sector reforms. The authonties have expressed strong commitment to take steps
to strengthen governance and build up institutional capacity, the absence of which they fully
understand could undermine the investment and business climate m Cambodia. However, the
success of economic reform will depend also on centinued support from the international
community.

With the successful implementation of the program over the past three years, the
Cambodian authorities request the Executive Board’s approval for the completion of the sixth
review under the PRGF arrangement and the release of the seventh disbursement. Financial
and technical assistance will be needed in the years ahead to support the anthorities’ ongoing
efforts. The Cambodian authorities have also expressed their interest in continued Fund-
support through a suecessor PRGF arrangement,

Finally, on behalf of the Cambodian authorities, 1 would like to reiterate our
appreciation to the staff, management, and the Board for their continuous support for the

reform program in Cambodia.
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