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Growth remained strong at 6.9 percent in 2016, after7.0 percent in 2015. Cambodia’s

economic actwity continuesto expand ata rmobust pace. Construction re mained one
ofthe main driversof growth. Garme nt exportseased slightly asthe country’s e xte mal
competitiveness was emded by USdollarappreciation, rising labor costs and increasing
competition from other regional ow-wage countries. Better we ather conditions last
year resulted in increased agrc ultural production, although agrc ultural commodity
pricesremain depressed. Realgrowth isprojected to e main strong, expanding at 6.9
percentin 2017 and 2018, partly undempinned by gove mme nt spe nding. Downside risks
to this outlook include the fallout from further rises in US intere st mtes, a slowe r-than-
expected economic recovery in Europe, and uncernaintiesoverglbaltrade. Pove rty

reduction is expected to continue over the next few years, driven mainly by the

garme nt, construction and service s sectors, togethe rwith incre ase s in re mittanc e s.

REC ENTDEVELO PMENTS

Preliminary estimates indicate that growth
remained strong, achieving 6.9 percent
in 2016, after 7.0 percent in 2015. Growth
continued to be underpmnned by resilent
construc tion activity, despite the fact that
gament exports moderated. A further
easing in tourst amivals was offset by an
expansion of the agriculture sector, in rice

production in particular, thanksto improved
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weatherconditionslastyear, although agrc ulture

commodity pricesremain subdued.

While remaining strong, growth in gament
exports eased, expanding at 8.4 percent
(n value terms) yearon-year i 2016,
compared with 12.3 percent in 2015. Rising
laborcosts, driven in part by the increasing
cost of living, US dollar appreciation, and
competition from other regional low-wage

countries, in particular Myanmar, continue
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to exert downward pressure on prices
of exported gamment products. As the
completion phase of many modem high-
rise residentialand commercialc onstruc tion
projects that have fueled the construction
boom isnow approaching, imports of basic
construc tion materials have softened. Steel
mports (in volume terms) eased, growing
at 28 percent yearon-year by end-2016,

compared with 32.8 percentin 2015.

Agric ultural production improved largely
due to better weather conditions after the
country experienced severe droughts for a
numberofyears. Rainy seasonrice production
expanded, rising to 7.3 milion tons in 2016,
oran 89 percentincrease on 2015. However,
agricultural commodity prices remain
depressed, imiting growth in totalagric ultural
exports. Tourist activity continued to ease,
with amvals growing 5.0 percent yearon-
year in 2016, compared with 6.1 percent
m 2015. So far, there has only been limited
suc cess in dive rsifying to urist attrac tion site s
beyond the Angkorcomplex.

Rural households have inc re asing ly
diversified their livelihoods, tapping into both
the ruraloff-farm economy and remittances
to help sustain poverty reduction. Declining
commodity prices, coupled with severe
weathereventsn 2013 and 2015, has re sulted
in a slowdown and stagnation in agric ultural
GDP in recent years. By 2015, non-agric ulture
wage incomes made up more than one-
thid of rural incomes, compared with less
than one-fifth in 2007. During the same
period, agricultural incomes including
agrculturalwagesdeclned to only 43 percent

oftotalruralincomes from 63 percent.
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Cambodia’sextemalposition improved due
to resilient export growth and depressed
oil prices. The current account deficit
(excluding official transfers) is estimated to
have namowed to 9.5percentofGDPin 2016,
compared with 10.6 percent in 2015, mainly
financed by FDI inflows, which rose to 10.2
percentof GDPin 2016 versus 9.1 percent in
2015. As a result, gross intemational reserve s
accumulated further, re aching US$6.4 billion
(orabout5.4 monthsofprospective impo rts)
by end-2016, compared with US$5.6 billion
n 2015.
Positive  macro-financial  developments
include some easing in still strong credit
growth,accompanied byanacceleration in
private sector deposits. Supporting economic
growth, broad money expanded, growing
at 17.9 percent yearon-year by end-2016,
compared with 14.7 percent in 2015, thanks
to rising foreign curency deposits. However,
domestic credit growth moderated, partly
reflecting softer economic activity and,
consequently, lower demand for credit
from the wholesale, manufacturing and
agric ulture sec tors. Macro-prudential
measures intronduced by the central bank
lastyearmayhave also contrlbuted towards
slower domestic credit growth. As such, the
banking sectors credit growth decelerated
to 25.8 percent yearon-year by end-
2016, compared with 28.6 percent in 2015.
Improved confidence in the banking
sector has helped to attract private sector
deposits, whichaccelerated to 19.3 percent
yearon-year by end-2016, up from 16.6
percent in 2015. The non-performing loan
(NPD) ratio 1o se slightly to 2.7 percentin 2016,
up from 2.3 percentin 2015.
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Inflationary pressures have been building
up asa result of continued strong dome stic
demand led by household consumption
driven by rsing wages. Growth in the
consumer price index (CPD accelerated
to 4.3 percent yearon-yearin March 2017,
compared with 2.8 percent at end-2015,
fueled by strong domestic consumption.
In particular, vehicle imports expanded at
21.4 percent yearon-year (in value temms),
compared with 20 percent in 2015, and
diesel imports surged to 14.2 percent year-
on-yearin 2016, compared with 3.6 percent
i 2015.The Cambodianriel(CR) hasrecently
appreciated against the USdollar, the Thai
baht and the Vietnamese dong. The riel/
USdolarexchange rate reached CR 3,990
in March 2017, compared with CR 4,050 in
December2016.

Driven by rnising public sector wages, the
fiscal deficit has widened but remains low.
The fiscal expansion is mainly aimed at
boosting public sector wages, which are
estimated to have risen to 7.4 percent of
GDP in 2016, up from 6.5 percent of GDP in
2015. Meanwhile, public capital spending
continued its declining trend, dropping to
72percentof GDPfrom 7.8 percentof GDP,
largely due to a gradual reduction in the
development partnerfunded component.
In 2016, public outlaysare estimated to have
risen to 21.4 perxcent of GDP, compared
with 20.5 percent of GDP in 2015. Revenue
colection remained strong, at 18.5 percent
of GDP, slightly below 18.7 percent of GDP
collected in 2015 due to the decline in
non-tax revenue. The overall fiscal deficit
(ncluding grants), therefore, widened to
1.4 percent of GDPin 2016, compared with

APRIL2017

a fiscal balance in 2015. Cambodia’s debt
distre ss rating in the latest Wordd Bank/IMF
Debt Sustamability Analysis conducted in
2016 remained low, largely underpinned by
the ovemiding principle of bormmowing only on

concessionaltems.
OUIIOOK

Growth is projected to remain strong,
expanding at6.9 percentthisyearand next,
butisexpected to decelerate slightly to 6.7
percent in 2019. Economic ac tivity is partly
buoyed by nsing govemment spending.
However, some signs of moderation, in
particular in the construction sector, are
emerging. A slight easing In gamment
exports is expected to be offset by a
gradualexpansion ofthe agric ulture sector,
thanks to concerted efforts to revitalize the
sector. The tourism sectormay also recover
gradually due in part to newly established
regional direct flights and a number of
mitia tive s to bo o st to urist amivals, such as the

“China Ready” mitiative.

The growth outlook in the medium term
remains favorable, largely underpinned by
export diversification. However, boostng
produc tive inve stme nts n physical
infra struc ture, unde rpinning the pro-growth
(and pro-poor) policy under the 2014-18
National Strategic Development Plan willbe
crucial, given thatinade quate infrastruc ture
has long been one of Cambodia’s key
constraintsand isseenasa majorbottleneck
Afterrecent increases in public spending in
the social sectors, the important next step
will be to enhance spending efficiency.

Improving labor produc tivity, as well as the
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performance of the public sector, will be
fundamentalfor Cambodia if it is to remain
competitive, given rising competition from

otherlow-wage gament exporting countres.

Poverty reduction is expected to contnue
over the next few years, driven mainly by
the gamment, construction and services
sectors, togetherwith mcreasesin remittances.
The rural non-farm (garment, services and
remittances) economy could be asignificant
contrbutorto poverty reduction and shared
prosperity in Cambodia in years to come.
Cambodia is similar to Vietnam in that
livelihood diversification in rural areas has
contrbuted to poverty reduction and

shared prosperity.

Downside risks to the outlook include the
fallout from furthernsesin USinterest rates, a
slowerthan-expected economic recovery in
Europe,and uncertaintiesoverglobaltrade.
Domestically, potential election-related
uncertainty may also occurduring and after
the general election, which is scheduled
to be held in mid-2018.

KEY MESSAGESAND POLICY
OPIONS

Staying competitive by enhancing labor
produc tivity willbe key in compensating for
rapidly rising private sector wages. A top
priority willbe to improve the quality o fbasic
education and promote vocational and
te c hnic al skills, while reducing energy costs
to attract and compete in high value-added

CAMBODIA ECONOMIC UPDATE

and more sophisticated manufacturing.
Investing now in further improvements in
leaming outcomes, coupled with mcreased
secondary schoolattainment, willbe e ssential
for the future success of the diversification of

the economy.

Public administration reformsto bring about
an improvement in public service delivery
willbe important, especially afterthe recent
boost in civil servants wages. Given that
the public sectorisa majorservice provider
and facilitator, it is crucial to link the public
sector's significant wage increases to
mprovements in service delivery. Raising
public sector produc tivity und e rpins priva te
sector development in driving growth and

reducing poverty.

In the context of a declining development
partner-funded capitalbudget, Cambodia
will need to enhance public investment
management(PIM)to scale up govemment-
financed capital spending. Pro-growth
and pro-poor investments, especially
in physical infrastructure, could benefit
from additional allocations to compensate
for the

partner-funded

reduction in the development
budget.

enhancing the legal framework for PIM

However,

and capacity building at core and line
agencies and ministries should be the first
priority, and is a prerequisite for improving
investment efficiency. For more details
on PIM, see the selected issue section
on “Investing in Public Infrastructure and

Services”.
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THE CAMBODIAN ECONOMY ATA GIANCE

Real growth remains healthy...
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Gross intemational resexrves have risen on the
back ofan improved extemal position...
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Strong collection has namowed fiscal deficits...
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...butkey exports have eased.
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strong FDL
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... but public capital investment has shrunk while wages
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BEREEENT ECONOMICEELORIMENTS

THE REALSECTOR
a) Gamentand footwearsector

While still remaining strong, garment e xpots
have nonetheless eased since the second
halfoflast year Rising laborcosts, driven in
patt by the increasing cost of living, USdolar
appreciation and competition from other
regional low-wage countries, m patticular
Myanmar, continue to exert downward
pressure on the pricesofexported garmment
products. Asa result, yearon-yeargament
exports growth (in value terms) decelerated to
8.4 percent (Figure 1), amounting to US$6.6
bilion n 2016, compared with 12.3 percent
growth in 2015.

Figure 1: While remaining strong, gamiment exports
have eased. (US$ million)
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Suggesting stronger efforts to maintain
marketshare, Cambodia’sgamentexports
volume furtherexpanded, increasing to 12.3
percent yearon-year in 2016, compared
with an 8.9 percentincrease in 2015 (Fgure 2).
Growing competition slashed gamment
export prices to all major destinations.
Exportspricesto the USmarket were hardest
hit,dropping by 7.2 perc entin 2016 (Figure 3).
Cambodia’s gament exports to the US
peaked in 2013, when the total garment
reached TUS$2.03 billon.
Since then, exports to the US have steadily
declned, faling to US$1.7 bilion in 2016

(Figure 4).

exports value

Figure 2: Rising gamment export volume but easing
gament export value reflects increased compe tition.
(y/y, change, percent)
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Figure 3: Average gament exports prices (US$ per
dozen) are in decline.
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Figure 4: Gament exports to the US have declined.
Gamentexportsby main de stina tio ns (US$ millio n)
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While annual FDI inflows to the garment
sector have gradually slowed, declining
from US$490 million in 2012 to US$160 millio n
in 2016 (Figure 5), total gament exports
nonetheless continued to grow. However, a
further decline of FDI inflows into the sector
does not bode well for future gamment
sectorexpansion, as the industry is c urre ntly
moving towards higher value-added
products and wil need to become more
capitalinte nsive if it is to ¢ o nfront inc re a sing

laborcostsby improving produc tivity.

Asin the case of garmentexports, footwear
exports are also facing tougher price
competition. As a result, average footwear

prices stagnated in 2016 (Figure 6). None-
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theless, Cambodia’s footwear

remained strong, growing at 15.6 percent

exports

yearon-year, reaching US$763 milion in
2016. Footwear exports to the EU market,
which absorbed 43 percent of total foot-
wearexpor1ts, grew at 9.2 percent yearon-
yearin 2016, compared with 30.2 percentin
2015. Thisispartly explained by the factthat
footwear exports are much more recent

and were starting from a verylow base.

A furthermoderationin gamentexportswas
observed during first few months of this year.
However,itistoo eary to conclude whether

ornotthiswillaffectthe 2017 gro wth projec tion.

Figure 5: FDIin the gament sectoris declining.
(Dtalfixed assets, n US$ billion)
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Figure 6: Expansion of footwearexports has eased,
while the average footwearexport price levelled off
due to rising compe tition.
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b) Construction and realestate

Construc tion ac tivity c ontinued to be vibrant
as investor appetite for residential and
commercial property remained strong, wit-
nessed by continual growth in the number
and value of construction projectsapproved
in 2016 (Figure 7).
surge in 2016, the total value of approved
constfruction projects fell in the first quarter of
2017, compared to the same period of the

Following the large

previous year, while approved construc tion
projects total square meters also dipped,
according to the latestdata available.? This
signals potential moderation in ¢ onstruc tion
ac tivity in the short and medium tem.

Figure 7: Totalnumberand value ofapproved
construction projects increased partly due to a number
ofmega projects approved in April 2016. (US$ million)
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On the otherhand, asmany modem high-rise
construction projectsare nearing completion,
basic construction materal imports growth
have decelerated. In particular, steelimports
(in value terms) slowed down, growing at 9
percentyearon-yearbyend-2016,compared
with35.4percentin2015.Incontrast,importsof
othermaterialsforconstruction, such asfixtures,
fittings and furnishings, continued to surge
(Figure 8), rising by 54.3 percent yearon-year
n 2016, compared with 38.5 percentin 2015.

The recent construction and real estate
boom has largely been fueled by rsing
foreign direct investment (FDI) inflows
and domestic credit expansion (Fgure 9).
Approved FDI (in fixed assets) in the
construction sector reached US$1.3 billion
in 2016. Domestic credit provided to the
sector has grown rapidly over the past five
years, averaging 32 percent annually. The
total FDI (stock) in the construction sector
i the period 2000-15 is estimated to have
reached US$3.5 billion® (or 19 percent of
GDP), while outstanding domestic credit
provided to the c onstruc tion se c toramo unts
to US$3.0 billion (or17.4 percent of GDP) at
the end of 2016.

Figure 8: Steelimports have eased while imports of
matenrals (fixtures, fittings, and fumishings) c ontinue to
be strong.(Y/Ychange, percent)
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Figure 9: FDI inflows and domestic credit to the
construction sectorhave undermpinned the construc tion

boom. (US$ million)
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1 Excluding a numberofmega projectsapproved in Aprl 2016, construc tion project numberand value stillgrew by about 30 percent yearon-yearin 2016 (e stima t-

ed based on a monthly approved value between US$300 to US$600 million).

2 Approved construction projects’ total value registering a 22.1 percent year-on-year decline in the first quarter of 2017, while approved construction projects’ total
square metersalso dipped, recording a 45.4 percentyearon-yeardrop,according to Q1 2017 Progress Repont, Ministry o f Land, Ubanization and Construc tion.

3 Foreign Direct Inve stment Survey, July 2016, the NationalBankof Cambodia
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¢) To urism

Tourist amivals growth eased further, regis-
tering a 5.0 percent yearon-yearincrease,
compared with 6.1 percent in 2015 (Fgure
10). Intemational amivals by airgrew by 9.2
percent yearon-yearin 2016, similar to the
increase seen in 2015. Asia continued to
be the majorsource of toursts and the top
five Asian countries which, similar to 2015,
accounted for about 60 percent of the
market share in 2016. Vietnam, China, and
Thailand are the main countries of orgins,
accounting for19.1 percent, 16.6 percent, and
7.8 percentofthe totalshare, respectively.

Efforts have been made to attract additional
arrivals by establishing more direct flights
and mtroducing new mitiatives such as the
“China Ready” initiative and jointtourpack-
ages. The role and organizational struc ture
of the Ministry of Tburism have also been
strengthened.* The Ministry of Tourism has
beengiven a leading ole in managing and
developing the tourism sector, including
human resource development, and has
also been tasked with collaborating with
othergovemmentagenciesand the private
sectorto inplementthe Iaw on T urism and

the Tourism Development Strate gic Plan.

There are signsofa gradualrecovery in the
tourism sector n eary 2017. Amvals from
Westemm Europe and North America have
picked up, although Asia continues to be

the mam tourism market forCambodia.?

Diversification of tourist attraction sites
beyond the Angkor Archeological Park is
important. Curently, intemational amvals

remain largely driven by the Angkorcomplex

Figure 10: Cambodia's intemational ammivals have
eased.(Millio ns o f visito rs)
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Figure 11: Both Thailand and Vietnam did well in
attracting intemational amivals in 2016. (Y Y change,
percent)
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Source: the Cambodian authoritie s, ATand Vietnamese authonties

located in the northeastem province of
Siem Reap (Figure 10), despite the factthat
Cambodia is endowed with countless

historical, cultural and natural tournst

destinations. T this end, interagency
coordination, as well as collaboration with
the private sector to develop and access
to new attraction sites and to improve
sites, wil be

essential. Given the recent construction

currently underdeveloped

expansion, helping other emerging urban

areas to become more tourst-friendly

destinations with improved tourism
infra struc ture, facilitie s and ac c e ssibility wo uld
help to support diversification in the tourism

sector.

4 Sub-Decree dated December16, 2016 on struc ture and func tions o f the Ministry o f T urism.

5 'Toursm statisticsreport forJanuary 2017, Ministry o f To urism.
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d) Agric ulture

Rice production expanded last year, thanks
to improved weather conditions. Rainy
seasonrice production, which accounts for
almost 80 percent of Cambodia’stotalrice
production, grew significantly for the first

time since 2013 (Fgure 12), mcreasing by
0.38 million metric tonsin 2016 (and reaching
7.5 milion tons, or a 5.3 percent yearon-
yearincrease). Thisisexplained by harvested
area expansion of 0.08 millon tons and an

increase in yields of 0.3 million tons.

Fgure 12: Contribution to annual wetseason
rice production increase. (Million me tric tons)
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Source: the Cambodian authorities

Hgure 13: Prices of agricultural commodities,
exceptnatural ubber, remain subdued.
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6 Weekly report by the Ministry o f Agric ulture,, Fore stry and Fisherie s, January 19, 2016. http://www.maff.gov.kh/re ports/69-c o ping sta tus/ 1771-we e kly-re port-18-01-17.htm1

The harvested area expanded by 1.1 percent,
reaching 2.56 million ha, while yieldsrose by
4.2 percent, averaging 3.2 tons per ha (98
percent of the cultivated area hasaleady
been harwested).® However, cultivation of
dry season rice in 2017 has slowed as the
cultivated area hasdeclned by 11.3 percent,
compared with the same period last year,
due to prolonged rainfall after the end of
the normal rainy season. Plantations of other
crops, such as cassava, com, beans and

vegetables, have also been slow.

Mo st agricultural commodity prices remain
low, although natural rubber prices picked
up recently (Fgure 13). Agric ulture prices as
a whole are expected to rise by less than
1 percent over 2017, but grain prices are
projected to decline byalmost3 percenton
animproving supplyoutlook.” Naturalrubber
prices ralied to US$1.92/kg in the fourth
quarter of 2016, up from US$1.57/kg in the
previous quarter. Prices were reportedly
supported by strong buying interest from
China, while supply constraints were largely
due to delayed tapping in Malaysia (and
Thailand) caused by El Nifio conditions eatier
mn 2016. Key natural rubber producing
countries, including Ihdonesia, Malaysia,
and Thaiand, have agreed to undertake
supply control measures in an effort to

sustain high prices.

7 Industial Commodities Prices to Surge in 2017: World Bank. See http://www.worddbank.org/en/news/press-release/2017/01/24/ind ustrial-c o mmo ditie s-pric e s-to -surge -

in-2017-wond-bank
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PO VERTY

Asa newly emerging sector, the construc tion
sector has played an increasingly imporntant
rmle in providing an altemative source of
income for workers migrating from rural
households to be employed in urtban areas.
Thisis in addition to the income source from
the traditional gament and footwear sector.
Jobs created by the construction sector
accounted for about 200,000 in 2016, a
33.3 percent yearon-year increase.® 'This
represents 10 percent of total employment
in the industry sector, equivalent to about
one-third of total employment generated
by the gament and footwear sector. Wages
of unskilled workers in the construction
sector have rnsen to as high as US$200
a month, well above the garmment and
footwearindustry’sminimum wage o fUS$153
a month, which represents a 9.2 percent
yearon-year increase. Wages of skilled
construc tionwo rkersare twic e asmuc hasthe
mininum wage, ranging from US$300 to
US$450 a month.

Diversification of
helping to

livelihood portfolios is
sustain poverty reduction in
Cambodia. By 2015, non-agric ulture wage
mcomes made up more than one-third of
rural incomes, compared with less than
one-fifth in 2007 (Figure 14). During the
same period, agriculturalincomes inc luding
agricultural wages declned to only 43
percentoftotalruralincomes, down from 63
percent. Thus, poverty isexpected to have
continued to decline, despite agricultural
growth stagnating, the sector that had
driven poverty reduc tion until2012. This tre nd
means that the rural non-farm economic

activity such as gamment, construction and

8 Annual report for 2016 and targets for 2017, Ministry of Iand, Uibanization
and Construc tion, January 13, 2017.
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BOX 1: PRODUCTIVIY

The importance of productivity as a concept
cannot be understated, as it reflects the ef-
ficiency with which an economy transforms
resources into outputs. With higher produc tiv-
ity, a country can afford better living stand-
ards. Productivity growth often refers to an
mcrease in outputs produced with the same
level of nputs and the same period of time.
Using a growth decomposition tool (the
Shapely method) and data form Cambodia
socio-economic surveys, annual growth per
capita value-added isdecomposed into four
components, namely contributionsofproduc -
tivity growth, employment growth, laborforce
growth, and change in working-age popula-
tion, forthe period 2007-14.

The results show that annual growth percap-
ita value-added during the period 2007-14
is healthy. Annual produc tivity growth of 6.0
percentisfound to be the large st c ontrbuting
factorin annualgrowth percapita value-add-
ed of4.2percent(Table Bl). The declne in the
employment rate, however, dragged down
growth percapita value-added by as much
as2.8 percent, caused mainly by a decline in
the agriculturalemployment rate.

1/http://globalpractices.worldbank.org/mfm/
Page s/ Site Page s/ MEM %200 nline %20 o Is.a spx

Table Bl: Decomposition of percapita
value-added growth (by the Shapley
method), employmentby majorsector,
in the period 2007-14.

Percent %
Contribution

Annual Growth percapita
Value Added

Change in Produc tivity
Change in Employment rate
Agric ulture
Ind ustry
Servicesetc.
Change in Patticipation Rate

Change in Share of
Working Age Population

So urc e : Bank sta ff
computation
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services and, to a lesserextent, remittances
could be a significant confributor to
poverty reduction and shared prosperty
in Cambodia in the years to come. In this
regard, Cambodia is simiar to Vietnam,
where livelihood diversification in rural areas
hasallradymade animportantcontrbution
to poverty reduction and shared prosperity.

Figure 14: Agriculture income only accounted for
43 percent of total rural incomes. Ruralinc ome (%)
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THE EXTERNALSEC TO R

a) Merchandise exports

Overall merchandise exportsremained solid,
with continued gament and non-garmment
export growth. Merchandise exports are
estimated to have expanded at11 percent
yearon-yearin 2016, reac hing 45.5 percent
of GDP (Figure 15), driven by gament and
footwearexports, which rose by 8.4 percent
and 14.8 percentyearon-year,respec tively.
Thisiscompared withan8.3percentyearon-
yeargrowth in 2015. Agric ulturalc ommo dity
exports, in particular paddy rice exports,
are believed to have been boosted by the
expansion of wet season rice production,
which increased by 5.3 percent yearon-
year, orby almost 0.4 milion metric tons in
2016.

CAMBODIA ECONOMIC UPDATE
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BOX 1: PRODUCTIVIY (CON’D)

Of the 6.0 percent increase in produc tivity in
the period 2007-14, growth of produc tivity in
agriculture contiibuted the second-largest,
afterreal estate (Table B2). Using employment
data by sector (and sub-sector), the fastest
annual produc tivity growth rate isseen in real

estate, whichgrew atan annualaverage rate
of 2.7 percent during the period 2007-14. This
was likely boosted by the realestate boom
in Cambodia during the post-global financial

crisis period. Poductivity growth in agricul-
ture wasnext, rising by an annualaverage of
1.8 percent with the application of more ad-
vanced agricultural technology and inputs.
The thid-fastest productivity growth of 0.7

percentwasin trade (wholesale and retail).

While the gamqment and footwear sector con-
tinued to be a main driver of growth, the sec-
tors annual average productivity growth was

only a modest0.16 percent.

Table B2: Decomposition of percapita value
added growth (by the Shapley method),
employmentby sector, in the period 2007-14.

Percent %
Contribution

Annual Growth percapita
Value Added

Change in Produc tivity
Agric ulture

Mining & other
manufac turing

Utilitie s

Gament & footwear
Construc tion

Tade

Tansport &
Communic ations

Realestate
OtherAc tivitie s

Intersectoral
Reallocation HEffect

Change in Employment rate
Change in Participation Rate

Change in Share of
Working Age Pop

Source: Wonrd Bank staff ¢ alc ulations
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Figure 15: Trade deficitis nanowing. Expo1ts,
imporntsand trade deficit. (Percent of GDP)
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b) Tansferreceipts—workers remittances

Workers’ remittancescontinue to be strong.
In 2016, remittance inflows are estimated
to have reached US$431 milion.® A laige
number of Cambodian migrant workers,
attracted by high wages in Thailand, while
also being negatively affected by declining
agriculture commodity prices for their
agricultural production at home, mainly
contributed to the remittance inflows. This
has helped boost household remittances,

especiallyin ruralareas, since 2014 (Figure 16).

Fgure 16: Woikers' remittances continued to be
strong. (US$ millio n)
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9 Balance of paymentsstatistic s, the Central Bank
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BOX 1: PRODUCTIVIY (CONTD)

Regional companrsons also show that

Cambodia’s annual growth per capita
value-added during 2007-14 was relatively
high (Table B3). Using data sourcesfrom Wond
Development Indicators, annual growth per
capita value-added for Iao PDR, Vietnam,
Thailand and Indonesia were compared with
that of Cambodia. Among the five countries,
Iao PDR had the highest annual growth per
capita value-added of6.1 percent. However,
its produc tivity growth was only 5.1 percent
versus 6.0 percentin Cambodia. None theless,
it is worth mentioning that Cambodia isin at
an earier stage of development than most
comparator countries with the exception
ofIao PDR.

Table B3: Annualgrowth percapita value
added —regionalcomparisonsin 2007-14

Cam- Iao Vie t- Tai- Ihdo-
bodia PDR/1 nam/2 land/2 nesia

Pro duc tivity 6.0 5.1 1.8 2.5 3.2

Employment -2.9 0.0 0.0 0.1 0.5
rate

Participation 0.3 -0.2 0.2
rate

Demograph- 0.8
ic change

Source: Woid Bankstaffcalculations. 1/ 2007-10; 2/ 2007-13

c¢) Merchandise impots

Demand for imports has been contained,
due to a deceleration in imports of basic
construction materals, particulardy steel
(and cement), asthe completion phase of
many modem high-rise residentialand com-

mercial construction projects is nearng. In
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addition, there hasbeen a rapidly growing
imp o1t sub stitutio n e ffort, with the expansion
of domestic production, especially forfood
and beverage products and cement. Im-
port growth is estitmated to have remaimed
at around 9 percent yearon-year in 2016,

equivalent to 56.9 percent of GDP.

However, reflecting continued strong do-
mestic consumption, a number of key im-
portproducts, such asmotorvehicles, diesel
and foodstuffs, emained robust. Inports of
motor vehicles (not including motorcycles)
continued to be buoyant, growing at 21.4
percent yearon-year (in value terms) in
2016, compared with 21.1 percent in 2015
(Figure 17). Diesel imports wse, reaching
14.2 percent yearon-year in 2016, com-
pared with 3.0 percentin 2015.

Figure 17: Inports of vehicles, diesel and
foodstuffs emained strong.(YoY ,% change)
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d) The cunmentaccount

Overall Cambodia’s extemal position fur
ther improved as frade deficits narrowed,
supported partly by resiient exports and
continued low intemationaloil prices. Main-
ly financed by FDI inflows, which are estimat-
ed to have amounted to 10.2 percent of
GDP in 2016, compared with 9.1 percent in
2015, the current account deficit (excluding

@ CAMBODIA ECONOMIC UPDATE

official transfers) is estimated to have nar-
rowed to 9.5 percent of GDP in 2016, down
from 10.6 percentin 2015 (Figure 18).

Figure 18: MDIlargely finances current account deficits

which are gradually namowing. (In percent of GDP)
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Source: The Cambodian authornties and Bank staffestimates

Capital inflows and an improved current ac-
count position have contributed to rising in-
temational reserves, which reached US$6.5
billon (equivalent to 5.4 monthsofprospec-
tive imports) last year. This occumred as net
foreign assetsofthe centralbankaccelerat-
ed,expanding at22.3 percentyearon-year
mn 2016, compared with 20.4 percentin 2015.

INFIATION

Inflationary pressures have built up as aresult
of continued strong domestic demand led
by household consumption driven in partby
the rise in wages. Inflation has accelerated,
rising to 4.3 percent yearon-yearin March
2017, compared with 2.8 percent in 2015
(FHgure 19). The food component, in partic u-
lar fish, meat, pouliry, vegetables and fruit
prices, continued to drive inflation, while res-
taurant, health care, fumishings, and clo th-
ing components combined (classified under
“others”) also rose. The transportation com-
ponent remained subdued, whie a slow
recovery in intemationaloil prices hasbeen

observed.
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Figure 19: The food component continues to drive
inflation. Contrbutions to 12-month inflation (Perc ent)
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The recent uptick in inflation is believed to
have been driven largely by expanding
dome stic

demand, boosted by rsing

consumption as wages rise. 'This is very
different from the period ofglobalfood and
oil price shocks, followed by the 2007/08
global financial crisis, when imported
inflation—with  the “pass-through” from
mported prices of ol and foodstuffs to
domestic inflation—was largely responsible

for rising domestic inflation (Figure 20).

Figure 20: Post-global financial cnsis, inflationary
pressures have been largely contributed by
domestic consumption.
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Regional inflation has also been edging
up (Figure 21). Although inflation is sfill
expected to remain subdued forsome time
to come, inflation expectations appear to
be rising on the back of a sizeable energy

and commodity price recovery.
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Figure 21: Regional inflation has been creeping up.
(y/y change, percent)
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THE MO NETARY SECTOR

a) Monetary aggregates, interest rates
and exchange rates

Supporting economic growth, broad money
has expanded, increasing by 17.9 percent
yearon-year by end-2016, compared with
14.7 percent n 2015, thanks to risng foreign
currency deposits boosted by improved
confidence in the banking system (Figure
22). However, the contrbutions from nel
deposits and rel in ciculation to broad
moneygrowthremainsubdued,reflectingthe
centralbanksprudent policy in maintaining
exchange rate stability to help stabilize
domestic prices in the highly dollarized

Fgure 22: Broad money growth has been driven by
nsing foreign cumency deposit. Contrbution to
bmwad money growth (in percent)
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economy. While rsing foreign cumency

deposits reflect the increasing attractiveness

of Cambodia’s banking sector, it also
suggests rising capital inflows into the
country.

Despite the decline increditgrowth, caused
partly by more modest economic ac tivity,
short-term US dollar denominated lending
and deposit rates have edged up (Fgure
23). Asthe economy is highly dollarized, it is
strongly influenced by US Federal Reserves’
monetary policy, which has recently been
tightened, with three interest rate increases
sinc e the end of2015.1°

Figure 23: Short-term US dollarinterest rates have
edged up despite the decline in credit growth.
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Source: The Cambodian authorties

The Cambodian rel (CR) has recently
appreciated agamst the USdollar, the Thai
baht and the Vietnamese dong (Figure 24).
The rie/ USdollarexchange rate appreciated
to CR 3,990 m March 2017, fom CR 4,050
in December 2016. As explained above,
increased investor confidence resulted in

stfrong capital inflows, observed since early
2016 with rising foreign cumency deposits
(see also the discussion on FDI inflows under
the extemal sector section above), while
the contrbution of the rielin broad money
growth remained subdued. Thismay explain

the recentappreciation of the riel

Figure 24: The rel has appreciated against the USdollar,
the Thaibaht, and the Vietnamese dong. Rielperdong,
baht, and USD indic e s (2005=100) and Riel per USD (RHS)
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In addition, recent efforts to promote the
use ofthe rielby the centralbankmay have
strengthened trust in the localcurency. The
centralbank hasbuilt a good trackrecord,
which includes avoidance of domestic
bank financing for the government’s fiscal
deficit, while maintaining relatively low
inflation (except during the period of all
and food price shocks preceding the 2008-
09 global financial crisis). The pegged riel
versus US dollar exchange rate regime, as
well as trade and financial dependence
on the USdollar, however, continues to be
conducive to dollarization.! Cambodia’s

externalcompetitivenessis expected to be

10 The US Federal Reserve targets a “Fed fund rate"—the inferest rate at which a depository institution lends funds maintained at the Federal Reserve to another
depository institution overnight, using open market operations (decided by FOMC)—for the purchase and sale of US treasury securities (bills, notes, and bonds).
Since 2006, there have been three increases in the interest rate: the first rate increase from 0.25 to 0.5 percent per year (December 20, 2015), the second to 0.75
percent(December18, 2016) and the third increase to 1.0 percent (March 15, 2017). Asof March 16, 2017, the effective Fed fund rate isnow 0.91 percent and the

bankprime loanrate is4 percent.

11 Strengthening the wle oflocalcunenciesin EUcandidate and potentialcandidate countries,occasionalpaperseres, the European CentralBank, No 170, April2016.
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further eroded if the country maintains the
pegged exchange rate policy, if and when
further dollar appreciation occurs. In the
absence ofanindependentexchange rate
regime, the overvaluation of real effective
exchange rate,therefore,callsforpoliciesto

improve produc tivity and ¢ omp e titive ne ss.'?

b) The banking sector

The banking sectors credit growth has
moderated  slightly,  partly  reflecting
more modest economic activity. Macro-
prudentialmeasuresrecently ntroduced by
the central bank may have also helped to
slow domestic credit growth. The banking
sectors credit growth decelerated to 25.8
percentyearon-yearbyend-2016,compared
with 28.6 percentin 2015 (Figure 25).

Outstanding credit provided to the private
sectorrose to US$12.4 billion or62.3 percent
of GDP by end-2016, up from US$9.8 billion
or 54.7 percent of GDP in 2015. Improved
confidence in the economy has attracted
additional private sector deposits, which
accelerated to 19.3 percent yearon-year
growth in 2016, compared with 16.6 percent
m 2015. The loan-to-deposit ratio remaied
high at 100 percent at the end of 2016.
The non-performing loan (NPD) ratio for the
banking sectorrose slightly to 2.7 percentin
2016, up from 2.3 percentin 2015. However,
care should be taken in the interpretation
of NPL ratios, as mconsistencies in loan
classifications and the confinuous rolling

overofloansmaydisguise deeperproblems.

It is important to note that there has been
a shift n the allocation of domestic credit,

12 2016 MFAnticle IV staffreport
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Figure 25: Credit growth has decelerated since
mid-2016, while de posit growth remained sttong.
(Y'Y % change)
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towards non-tradable sectors, such as

construction and retai trade, and away
from tradeable sectors, such as toursm-
related businesses and manufacturing
(Figure 26). This trend may partly reflect
US dollar appreciation, which has had the
effect of eroding competitiveness of the
main tradeable sectors, namely gaments
and toursm. As a result, investors and
producers may be redirecting investment
toward non-tradable sectors and services
serving domestic demand rather than
towards exports. Given the country’s small
domestic market, the shift does not bode
well for sustaining high levels of economic

growth.

Figure 26: The share of credits to c onstruc tion rose,
while credit to manufacturing and tourism-related
businesses declined. (% of total)
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c) Microfinance

After growing rapidly for several years, the
expansion of credit provided by micro-
finance institutions (MFI) and microfinance-
deposit-taking institutions (MDD stagnated in
2016. Credit growth of MFIlsy MDIs peaked in
2014 at more than 50 percent yearon-year
(Figure 27), but then stalled abruptly in 2016.
Outstanding credit provided by MFs MDIs
peaked in March 2016, when it reached
US$3.3 billion, or 16.7 percent of GDP, but
has since declned.® By November 2016,
outstanding credit fell to US$3.1 billion, or
15.5 percent of GDP. It is worth e mphasizing
that the micro-finance credit market is
highly concentrated, dominated asitis by
a relatively smallnumber MFls/ MDIs. The top
12 MFIsy MDIs account for 98 percent of the
microfinance market by loan portfolios and

97 percentby bomowers.!

Figure 27: Domestic credit provided by MFs/ MDIs
have abruptly stalled, while interest rates have
increased.
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The total number of households served by
MFIs/ MDIs has also declned, dropping to
only 2.14 milion households in 2016, down
from 2.19 million householdsin 2015. The NPL
ratio for the micro-finance sector rose to 1.5

13 This was partly due to the reclassification of one of the MDIs as a commercial bank.

percentin 2016, up from 0.7 percentn 2015.
In envimnments of rapidly increasing credit,
asexperienced in Cambodia overthe past
six years, the quality of portfolios is often
masked by the pace at which portfolios
grow.Only with a shockora majorslowdown
do the underlying
example,large numbersofbomowerstaking

new loans to repay old ones—suddenly

vulnerabilities—for

become apparent.

tistoo eary to be sure ofthe reasonsbehind
the stalling ofgrowth in MFV/ MDIc re dit. Initial
observations indicate that there is stronger
competition from the
of unregulated parallel

growing number
microfinance
credit, including

operations offering

private money-lenders. As competition
heats up, the crteria for obtaining loans
are being relaxed, n particular by mformal
and unregulated money-lenders. Many
households therefore appearto be relying
mcreasingly on mformal money-lenders for
quick, uncollateralized cash to make loan
repayments, cover medical expenses, or
make property repairs.’® However, some
MDIs attrib ute this stalling to slowerdemand
for credit by farmers and informal traders,
adversely affected by the difficulties
exporting

in  (informally) agric ultural

commodities to neighboring countries

and continued depressed agricultural
commodity prices. Some reports have also
attrbuted the decline in outstanding credit
from MF/MDIs to market saturation.’ The
cap for MF/MDI
introduced by the authorties in March

2017 and effective since Aprl 1, 2017 may

interest rate credit

14 See April 2016 Cambodia Economic Update for detailed discussions on the micro-finance sector.

15 2015 Cambodia Socio-Economic Survey, October2016, National Institute o f Sta tistic s, Ministry o f Planning.
16 See MIMOSA, 2016 “Microfinance Index of Market Outreach and Saturation: Cambodia”, MIMOSA Project, May 2016 interim update.
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also serve to curtail credit growth (see the

following sec tion).

d) hdebtedness

In March 2017, the central bank issued a
Prakasintroducing a lending rate cap of 18
percent peryear, effective Aprl 1, 2017, for
credit provided by all MFlsy MDIs under its
supervision.!” 'The intention of the lending
rate cap/ceiling policy is to brng down
interest rates charged by central bank-
licensed MFsMDEk. Cheaper bomowing
should then help to

agricultural activities, attract investment,

costs promo te

and expand dome stic production,

otherwise not feasble, in particular for
poor farmers and small businesses. The
policy can also be seen as an attempt to
discourage aggressive lending practices
and to rein in possible overheating in the
consumercredit market (see the discussion
below on the use of MFI¥ loan proceeds

below).

However, it is not clear how many of the
licensed MFIs/ MDIs will be able to lend at,
orbelow, the celling rate. Fmany MFs MDIs
cannotmanage to lowertheirinterest rates,
the policy could severely curtail their new
lending (unless they institute non-intere st-
related charges to compensate for the
ceiling). The policy could therefore force
many MFIs/MDIs to leave the microfinance
market, while encouraging the proliferation
of private money-lenders and non-licensed
MFls, among which responsible lending

practices are not observed. I this were to

17 Prakasdated March 13,2017, National BankofCambodia.
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transpire, the policy may fail to provide
rural, poor bomowers with the protection
and benefits that was intended. In addition,
the policy notably excludes a number
of commercial banks that are leaders in

microfinance lending.

The 2015 Cambodia
Survey (CSES) results show that credit
provided bynon-govemme ntalo rg aniza tio ns
(NGOs), which may also include MFs/ MDI,
accounted foronly 20 percent of the total

So cio-Ec onomic

outstanding loan amount bormowed by all
households in 2015, while those provided
by banks represented the largest share,
covering almost 60 percent (Figure 28).
This may limit the potential impact of the
Prakas capping lending rates that applies
to only central banklicensed MFs/MDIs
when it became effective in April 2017. The
average interest rate paid by households in
Cambodia isashighas2.4 percenta month
(or32.9percenta year)althoughhouseholds
have increasingly avaied themselves of
bankcredit, while reducing theirreliance on

private money-lenders.

Figure 28: Access to bank loans has risen rapidly at
the expense of credit provided by NGOs (and
MHs/ MDIs) and private money lenders. (Percent of
total)
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Source: Cambodia socio-economic surveys
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The 2015 CSES does not, however, specify
the proportion of the credit provided by
central bank-licensed MFs/MDIs in the total
credit figure, so it is difficult to quantify the
potential impact of the newly introduced

interest rate cap.

Rural households appear to have faced
more challenging bormowing temms, as they
pay the highestinterestrate of2.5 percenta
month (or34.5 percent annually), versus 2.1
percent a month (or28.3 percent annually)
paid by households in other utban areas
(and 2.4 percent a month paid by Phnom
Penh households).

Indebted rural households represented 88
percent of the total 1.25 milion indebted
householdsin Cambodia in 2015 (Figure 29),
up from 80 percent in 2009. During the
same period, the proportion of loan
proceeds used by the rural households for
productive purposes, which may include
those classified as “agricultural activities”

and “non-agriculture activities”, declined

Figure 29: Share ofindebted households by
geographicaldomain (thousand, 2015)

Phnom Penh, 38
(3%) Otheruban,

1183, (9%)

Otherrural,
1,104, (88%)

Source: 2015 Cambodia socio-economic survey

18 MIMOSA Cambodia, June 2016 report.

to 32 percent, down from 38.3 percent. The
average loan size increased more than four
time s the rate of increase of GNIpercapita
overthe same period.!® Rising consumption
due to increased accessto domestic credit
may have also confributed inflafionary
pressures that, as we already noted, have
built up recently.

Indebtedness has intensified since 2010,
m particular for rural households (Figure
30). Average outstanding debt amounts
per household as a percentage of annual
disposable income in rural areas trended
upwards, reaching 29 percent of average
annual income i 2015, except in 2013
Rising
indebtedness may also result fom a rapid
expansion of financial products and services.

when it peaked at 30 percent.?

This includes leasing, which now covers
durable goods such as motor vehicles,
machinery, equipment, smart-phones and
more, provided by the bank and non-bank
sectors, taking advantage ofrising dome stic
demand boosted in partby the c onstruc tion
and realestate sectorboom.

Figure 30: Household indebte dness is rising
among otherrural households. Outstanding
loan (% ofannual disposable income)
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Source: Cambodia socio economic surveys

19 Annualincome and outstanding loan amountsare reported in the 2015 Cambodia Socio-Economic Survey (CSES). There isa discrepancy between the outstanding

loanamountcollected in the 2015 CSESand thatrecorded by the centralbank.
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THE FISCALSECTOR
a) Domestic revenue

While revenue collection remains strong,
the revenue-to-GDP ratio is stagnating after
rising rapidly during the past few years
(Figure 31). Strong performance in direct
continued,
while non-tax collection declined in 2016.

Overallcollection asa percentage of GDP

and mdiect tax collection

now seems to have stagnated. This is not
surprising as the revenue-to-GDP ratio has
experienced a rapid increase during the
pastfew years, thanksto improved revenue
administration with the implementation
of 2014-18 Revenue Mobilization Strategy
(RMY), rising imports and buoyant dome stic
consumption. Dome stic re ve nue ise stimate d
to have remained at 18.5 percent of GDP,
compared with 18.7 percent of GDP in
2015, caused primarly by a decline in non-
tax revenue by 0.8 percent of GDP to 2.2
percentof GDPin 2016.

The recent expansion of imports to feed

the construction and real estate boom

Figure 31: While re maining stitong, domestic
collection appears to have stagnanted as a
percentage of GDP.
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suppo1ted c usto msre ve nue s. Rising d o me stic
production and consumption fostered the
collection of domestic taxes. The collection
of non-tax revenues, consisting primarily of
royalties, revenue-sharing and feesboosted
largely by the mtroduction ofa standardized
receipting system and interagency Prakas,

hasnow moderated.

Combined GDCE and GDT continues to
contrbute mughly 80 percent of total
collection (Figure 32). Inproved collection
efforts by key revenue collecting agencies,
namelythe GeneralDepartmentofCustoms
and Excises (GDCE) and the
Department of Taxation (GDT, continue

General

to underpin overall evenue performance.
While the GDCE remains the
contrbutor, mobilizng over 40 percent of
the total collection, the
is catching up, collecting 36 percent of
the total in 2016, compared with only 31

percent in 2009. During the same perod,

largest

GDTs revenue

mcreasing revenue from direct taxes, rising
to 3.8 percent of GDP in 2016, up from 1.7
percent of GDP, is also encouraging, given

Cambodia’s commitment to gradually

reduce its import tariffs under the ASEAN
Fee Trade Agreement (AFTA).

Figure 32: GDCEand GDTcontinue to be main
revenue collecting agencies with combined
collection accounting for80 percent oftotal
collection. (Percentoftotal)
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Soruce: the Cambodian authorties and Bank staff estimates
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b) Public expenditures

Fiscalexpansion started in 2016, aftersever
al years of fiscal consolidation (Figure 33). In
2016, public outlays are estimated to have
risento 21.5percentofGDP,compared with
20.5 percent of GDP in 2015. This expansion
waslargelyboosted by the rising public sec-
torwage bil, with the minimum c ivil se rva nts’
wage targeted to rrachatleast CR1 million
(equivalent to about US$250) a month by
2018. Meanwhile, total capital inve stment
expenditure is on a downward trend, as a
result of the gradual decline in the devel
opment partner-funded component as a

percentage of GDP.

Figure 33: Wages are rising but capital investment is
shrinking below the level required by 2014-18 NSDP.
(Percent of GDP)
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The public sector wage bill is estimated to
have rsen to 7.4 percent of GDP in 2016,
up from just over4 percent of GDP in 2011,
whereas durng the same period public
capital investment shrank
to 7.1 percent of GDP,2° down from 10.8

percent of GDP. Although rising collec tion

expenditure

has allowed an expansion of public sector
steady declne

spending in recent years does not bode

wages, the of capital

well for improving competitiveness and

sustaining high levelsofeconomic growth.

This declining trend is mainly explaimed by
the reduction in development partner
financed capital investment. An increase n
public infrastruc ture investment is needed
to promote outputboth in the shortterm, by
boosting aggregate demand,and also inthe
longer term, by expanding the productive
capacity of an economy with a higher

infra struc ture stoc k.

The National Strategic Development Plan
2014-18 (NSDP) targets capital investment
expenditure of around 7.6 percent of GDP
to achieve a GDP growth target of about
7 percent. However, actual investment
expenditure shrankto 7.1 percent of GDP in
2016 (Table 1). In the context of a declining
development partner-funded capital
budget, which is not anticipated by the
NSDP, scaling up government-financed
capital spending to boost productive pro-
growth and pro-poorinvestments, especially
m physical infrastructure, is needed.
However,enhancing the legalfrnmeworkfor
Public lhvestment Management (PIM) and
capacity buiding atcore and line ministrie s
would be needed first, as a prerequisite
for improving investment efficiency. For
more details on PIM, see the selected issue
section on “Investing in Public Infra struc ture

and Services”.

c¢) Hscalbalance

While helping to propel growth, fiscal
expansion hasresulted in a widening of the
overdllfiscaldeficit.Ho we ve r,sustaine d ro b ust
collection has helped to contain the deficit.
In 2016, the overall fiscal deficit (including

grants) is estimated to have widened to

2 Table 5.1 Capital investment required to achieve GDP growth targets and potential sources of financing for the needed investment: 2014-18,

NSDP (2014-18), RoyalGovemment of Cambodia.
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Table 1: Public capitalinve stment e xpe nditure

istrending downwardsand below the NSDP
required level (Percent of GDP)

2014 2015 2016e 2017b  2018f
NSDP

7.5 7.4 7.6 7.6 7.3
Dome stic

1.8 1.8 1.9 1.9 1.7
Exte mal

5.7 5.6 5.7 5.7 5.6
Actual

8.2 7.8 7.1 7.2 7.0
Dome stic

1.9 2.6 2.4 2.4 2.4
Extemal

6.3 5.2 4.7 4.8 4.6
Source: 2014-18 NSDP and Wond Bank staff e stimate s and
projection
Note: e = estimates; b =budget; f=forecast

1.4 percent of GDP, compared with the
fiscal balance registered in 2015 (Figure 34).
Excluding grants, the fiscal deficit rose to 3.0
percent of GDPin 2016, compared with 1.8
percentof GDP in 2015.

Cambodia’sdebt distre ss rating in the latest
Word Bank/IMF Debt Sustainability Ana lysis
conducted in 2016 remained low, largely
underpinned by the ovemiding principle of

bormowing only on concessional terms.

Figure 34: Sustained strong collection has resulted
in a reduction in fiscal deficits. (Percent of GDP)
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d) 2017 Budget

The 2017 budget sees further expansion in
public outlays, driven once again by the
rising public sectorwage bill The budgeted
revenue appearsbelowlastyearsestimated
collection, resulting in a widening of the
overall fiscal deficit to 2.3 percent of GDP.
Budgeted public outlays for 2017 account
for21.7percentof GDP,compared with the
estimated outlaysof21.4 perxcent of GDP in
2016, asthe public sectorwage billincreases
further to 7.6 percent of GDP, up from 7.4
percentof GDPin 2016 (Table 2). Asa result,
the non-wage component continues to
be compressed, declning to 6.9 percent
of GDP in the 2017 budget, down from 7.1
percentof GDPin 2015.

With a slight reduction in dome stic re venue
budgeted, the overall fiscal deficit (including
grants) is therefore widerby 0.9 percent of
GDP, expanding to 2.3 percent in the 2017
budget, from an estimated overall deficit of
l4percentofGDPin 2016. Exc luding grants,
the budgeted deficit for 2017 reaches 3.5
perxcentof GDP,compared with 3.0 percent
of GDP in 2016.

Table 2: 2017 budget versus 2016 estimates
(Percent of GDP)

GeneralGovemment 2016e 2017b

Operations

Domestic revenue 18.4 18.2

Dtalexpenditures 214 21.7
o/w wage 7.4 7.6
non-wage 7.1 6.9
Capital 7.2 7.2
Overall deficit -1.4 -2.3

Source: The Cambodian authorities and Bank staff e stima te s
e =estimatesand b =budget
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Growth is projected to remain diversify tourism attraction beyond from the Angkor
obust, at 6.9 percent both this complexto boosttourst amvals.

year and next, but is expected

to decelerate slightly to 6.7 Tble 3: Selected economic indicators, projections for2017-19
percent in 2019 (Table 3). While

growth ispantly buoyed by rising 2015 2016e 2017p 2018 f 2019f
govemment spending, some Real GDP growth, gt 7.0 6.9 6.9 6.9 6.7
] . . . constant market prices
signsofmoderation, in particular
i . RealGDP growth, at 6.9 6.8 6.8 6.8 6.6
in the construction sector, are constantfactorprces
now starting to emerge. 'The Agric ulture 0.2 1.2 1 0.8 0.7
slight easing in performance of dustry 11.7 10.4 9.8 8.9 8.8
the gament sector is expected Sewvices 71 6.8 7.1 8 7.2
to be offset by a gradual Public Sector(% of GDP)
. . Generalgovemment 18.7 18.4 18.2 17.7 17.1
expansion of the agriculture d .
omestic revenues
sector (thanks to recent efforts Generalgovemment 205 214 233 225 216
to rmevitalze the sector) and expenditures
. 1b inc lud i -1. .0 -1.4 -3. -3.4
other manufacturng, such as ?f;its alance including 8 0 35 3
foodstuffs,beveragesand agr- Inflation (period average) 1.3 3.5 3.7 4.2 5.2
processing. The toursm sector  CumentAccountBalance 97  -106 9.5 9.2 -8.9
mayalsorecovergraduallyimpart (% of GDP)
. . FDI(% of GDP) 9.1 10.2 9.4 7.1 6.5
due to newly established direct °°
. e Fxtemaldebt (% of GDP) 32.1 32.9 33.5 33.8 33.6
flights and a number of initiatives
Sources: The Cambodian authorities, the World Bank and IMF
and promo tional efforts to Note:e =estimates; p=projection; f=forecast
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The outlook forgrowth remains favorable in
the medium term, largely underpinned by
export diversification. Howe ver, asdisc usse d
in the selected issue section below, boosting
productive investments, especially in
physical infrastruc ture, underpinning pro-
growth and pro-poor commitments under
the 2014-18 NSDP, while also enhancing
spending efficiency, will be crucial, given
thatinade quate infra struc ture haslong been
one of Cambodia’s key constraints and is
seenasa majorbottleneck Improving labor
productivity, as well as the performance of
the public sector, will be fundamental for
Cambodia to remain competitive, given
rising competition from other low-wage

garmment exporting c ountres.

Cambodia’sextemalpositionisexpected to
be sustained, withrising FDlinflows, depressed
oil prices, and slower imports in the short
term. Adjustmentsin the constructionsector
after the post-global financial crisis boom
will ease imports in the short term, as the
completion phase of many modem high-
rise residentialand commercialc onstruc tion
projects is nearing. Gradual progress in
promoting domestic production wil also
help to substitute imports in the medium

term.

The expansionary fiscal policy will likely
continue at least untidl 2018, as a rising
public sector wage bil, election-related
expenditures, and the need to boost public
mvestment, are likely to keep public outlays
on the rse. In contrast, with the adjustments
of the construction and real estate sector
resulting in softer demand for domestic
o bust

consumption and imports, the

CAMBODIA ECONOMIC UPDATE

revenue gainsthat Cambodia experienced
until recently may slowly diminish. This is
likely to occur unless tax policy measures
are mtroduced to expand the taxbase and
furthe r strengthe n re venue administration in

the short and medium term.

The rural non-farm economy could be a
significant conftributor to poverty reduction
and shared prosperty n Cambodia in
the years to come. Cambodia is similar to
Vietham, where livelihood diversification
m rural areas has aleady contrbuted
significantly to poverty reduction and shared
prosperity, and non-wage agrculture
mcome constituted about 36 percent of

incomesforthe bottom 40 percentin 2015.

Downside risks to this outlook include the
fallout from further rises in US intere st rates,
a slowdown in the economic recovery
in Furope, and uncertainties over global
trade. Domestically, potential election-
related uncertainty may occur durng
and after the general election, which
is scheduled to be held in mid-2018. US
monetary policy tightening is expected to
result in the USdollar appreciating vis-a-vis
the Euro and othercumencies, which would
make Cambodia’s exports and toursm
relatively more expensive for the rest of
the word, and therefore less competitive.
Continued interest rate hikes in the USmay
weaken prospects of further capital inflows
to Cambodia. Any disruption in global
tfrade flows will have substantial negative
mpacts on Cambodia, given its high level
of dependence on exports, particuladdy
gaments and footwear, as one of main

driversofeconomic growth.
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Staying competitive by enhancing labor
productivity wilbe key in compensating for
rapidly rising realwages. A top priority willbe
to improve the quality of basic education
and promote vocational and technical
skills, while reducing eneigy costs to
attract and compete in high value-added
and more sophisticated manufacturng.
Investing now in further improvements in
leaming outcomes, coupled with increased
secondary wil be

essential for future success for diversification

school attamment,

ofthe industry sector.

Public administration reforms to bring about
an improvement in public service delivery
will be especially after the

recent boost in civil servants wages. Given

mportant,

that the public sector is a major service
providerand facilitator, itiscrucialto link the
public sector’s significant wage boost with

CAMBODIA ECONOMIC UPDATE
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improvements in service delivery. Raising
public sector produc tivity underpins private
sectordevelopment as it helps to promote
investment and faciltate trade to drive

growth and reduce poverty.

In the context of a declining development
partner-funded capitalbudget, Cambodia
wil need to enhance Public Ihvestment
Management(PIM) to scale up govemme nt-
financed capital spending. Pro-growth and
pro-poorinve stments, especially in physical
infrastructure, could benefit from additional
allocations in order to compensate for the
reduction in development partnerfunded
budget. However, enhancing the legal
framework forPIM and capacity building at
core and line ministries will be needed first,
as a prerequisite for inproving inve stment
efficiency. For more details on PIM, see the
selected issue section on “Inve sting in Public
Infra struc ture and Services”.
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A recent assessment calls for improving
all stages of PIM—project pre-appraisal,
appraisal,

project  priortization, and

budgeting supported by up stre am
decision-making. It is important to establish
standardized guidelnes and effective
cost controls in downsteam pmject
while

capacity of ministries and agencies to

implementation, upgrading the
prepare and assess effective and efficient
mvestment projects connected with their
strategic prorities in the Budget Strategic
Plan (BSP) and Medium-Term Expenditure
Fame wo rk (MTEF).

APRIL2017

Further attention to improving consumers’
financial literacy, in particular for the
poordy educated portion of the population,
should be a priority. lh addition, to avoid
unsustainable overindebte dne ss, limita tions
on consumer lending relative to po rtfolio
size may be wamanted, in order to rein in
possible overheating in the consumercredit
market. It is likely that the newly introduced
lending rate cap helpsto reduce bomo wing
costs, beneficial for productive purposes,
in particular for poor farmers and small
businesses. However, it may also curtail
access to finance in under-served areas.
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MOTIVATION

Investing in key public goods and services
suc h asinfrastruc ture, health and education
is fundamental for economic growth.
Investing in infrastructure is necessary for
any economy to function effectively. An
increase in public infrastructure spending—
physical capital spending—affects output
bothinthe shortterm,byboosting aggregate
demand,and inthe long term,byexpanding
the productive capacity of the economy
and its competitive ness. Inve sting in public
he alth
cost-effective and give higher retums on

human health and services financing.?

(ncluding prevention) can be

Funding education buids human capital
conftributing to long-term economic benefits

N’é wl&n@
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by providing a better-trained labor force.
Through the provision of both social and
economic infrastruc ture, public e xpenditure
in the key sectorscan serve asan important

catalyst foreconomic growth.?

To ensure value for money, efficient public
spending is key, and the challenge is
particularly daunting when it comes to
ensuring efficient public capital investment.
Capitalspending isoften a long-term public
mvestment to build physical infrastruc ture
such as mmads and bridges. &t is therefore
essential to select the most viable projects
that maximize social and economic benefits.
Notonlyupfrontcapitalinve stmentc osts,but
also operations and maintenance funding

is very important. Bomowing for physical

21 The case for investing in public health, World Health Organization 2014. For more details, see http://www.euro.who.int/__data/assets/pdf_file/0009/278073/

Case-lhvesting-Public-Health.pdf

22 Why Public Ihve stment Matters, IMF. Formore details, see http://www.imf.o1g/extemalnp/fad/public inve stme nt/
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infrastruc ture projects without properdy
assessing economic and tec hnic alfe a sibility
is likely to result in subparoutcomes(e.g., a
madofpoorqualitythatrapidlydeteriorates
under heavy truck traffic). Improvements in
public inve stmentmanagement(PIM) c ould
therefore significantly enhance the returns of
public inve stments.?® Countre s with stronger
PIM institutions have been shown to have
more predictable, credible, efficient, and

productive public inve stme nts.
PUBLIC SPENDING TRENDS

T improve access to, and the quality and
coverage of, public services, Cambodia
has substantially scaled up its domestic ally
financed (i.e., government-funded) public
spending during the past decade, partly
offsetting the declne in the extemally
financed (i.e., development partner-funded)
budget. Supported by continued rapidly
increasing revenue collection, efforts have
been made to promote domesticaly
financed spending by boosting annual
budget approprations fora numberofkey
sectors, while also attempting to enhance
spending efficiency through the introduction
of full program-based budgeting, which
promotes linkages between inputs and

outputs,aswellasbudgetand policy.

As a result, domestically financed

approprations for education and
transportation rose to 2.3 percent and 0.9
percent of GDP in 2016, respectively, from
1.5 percentand 0.4 percent of GDP in 2007
(Figure S1).%

education and transportation grew the

Ttal public expenditure on

23 Making public investment more efficient, IMF, June 2015.

most, rising to 3.3 percent and 1.9 percent
of GDP in 2016, respectively, from 2.6
percent and 1.6 percent of GDP in 2007
(Figure S2). Unlike
which was largely boosted by domestic
financing (government’s funding), public

education spending,

spending on transportation was driven by
both domestic and extemal (development

partnerfunded) sources.

Figure S1: Iaige increase as a perxcentage of GDP

in domestically fmanced education spending.
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Fgure S2: Highereducation and tanspo1t spending
boosted by domestic financing. (Percent of GDP)
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Notwithstanding the substantial boosts in
totalresource allocation,the capitalbudget
remains compressed and in declne. The
boostsin resource allocation by the authoritie s
discussed above have mainly taken
place in recurment spending (Figure S3),

and in public sectorwagesin particular, leaving

24 Public spending on education includes MoEYSand MIVTallo c ations while spending on agric ulture ¢ o vers MAFF, Mo RAM, and MRD appro prations.
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domestically  financed physical capital

mvestmentslargely unchanged. Forinstance,
domestically  financed capital budget

allocations for education and public

health remain atless than 5 percent of the

totalsoftheirrespective budgets.

Figure S3: Recentallocation boosts in particularfor
transport are biased torwards recuire nt spending.
(Perc ent)
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Figure $4: Cambodia's general govemment capital
expenditure is declining and below that ofits peers.
(Percent of GDP)
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Source: Word Bank and IMF.

A declne m public capital spending over
the past five years has been observed and
Cambodia’s general govemment capital
expenditure is declning and now below
that of its peers (Figure $4). Iooking at total
capital investment, which includes both
capital investment,

public and prvate

Cambodia continues to undernvest.
Although the 2014-18 NSDP targets total
capital investment of over 26 percent of
GDP, actual total capital mvestment has

remamed below 22 percent of GDP.%

SPENDING AND ALOCATION
EFFICIENCY WIIH REGIONAL
COMPARISONS

RegionalcomparisonshowsthatCambodia’s

overall sectoral expenditure (including
externally financed budget) on education,
he alth,

remains broadly comparable with those

agriculture and transportation,
in other countries in the region (Table S1).

During the past decade, the largest
sectoral spending boosts, increasing by 0.8
percent and 0.7 percent of GDP, were for
transportationandeducation,respectively.In
contrast, public health spending declined

by 0.7 percent of GDP.

Assessing a numberofindicators shows that
Cambodia’s public spending efficiency
appears mixed.? However, using just a
few indicators to evaluate overall sectoral
public  spending efficiency appears
insufficient. This is largely because of the
Iimited numberofindicators avaiable, and
the fact that they can often be influenced
by many factors beyond simply allocation
efficiency. For instance, reducing the
stunting rate n chidren under 5 depends
notonly on pubic accessto health services
but also on nutrtion. Likewise, retums on
capital spending do not only depend on
mitial physical capital investment largely

25 Actual capital investment under the national account statistics is gross fixed capital formation, which remained below 22 percent of
GDP. Forrequired capitalinvestment, see ChapterV, Costs, Resources, and Programing, 2014-18 NSDP (pages 202-209).

26 Following IMF Staff report on “Making Public Investment more Efficient”, this section presents some proxies for inputs (level of spending) and outputs/outcomes
(roads, maternal mortality), in an effort of assessing efficiency. It is worth noting important data limitations in the selection of indicators. Another caveat is that

the proxiesare notcompletely oruniquely attributable to spending levels.
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Table S1: Sectoral spending - regional
comparsons

% of GDP FEducation Health* Agrculture Tansport

2016 orlate st avaiable years

Cambodia 3.3 2.0 2.0 1.9
Philip pine s 3.4 1.6 1.0 2.6
Singapore 3.0 2.1 0.0 0.9
Thailand 3.8 5.6 1.6 14
Malaysia 5.0 2.3 0.7 1.3
Korea, Rep 3.4 4.0 0.8 1.2
Bangladesh 2.0 0.8 1.3 1.1
2007
Cambodia 2.5 2.7 1.8 1.2
Philippine s 2.4 14 1.0 1.8
Singapore 3.9 1.0 0.1 2.3
Thailand 3.7 4.6 1.0 0.6
Malaysia 5.5 2.0 0.9 2.0
Korea, Rep 2.9 3.3 1.0 1.6
Bangladesh 1.8 1.0 0.6 0.5

Ihcrease ordecrease

Cambodia 0.7 -0.7 0.1 0.8
Philippine s 1.0 0.2 0.0 0.7
Singapore -0.9 1.1 -0.1 -1.4
Thailand 0.2 1.0 0.6 0.8
Malaysia -0.6 0.3 -0.2 -0.7
Korea, Rep 0.5 0.7 -0.2 -0.4
Bangladesh 0.2 -0.2 0.7 0.6

Source: Asian Development Bankand the Cambodian author-
ties. * World Development ndicator

financed by development partners but also
onoperationsand maintenance funded by
the domestically financed budget.

¢ (Cambodia’s net enmlment rate
for prmary education is broadly
comparable with those of many regional
countries and better than the average
performance of the least developed
and lwer middle-income countres
(Figure S5). However, Cambodia’s net

CAMBODIA ECONOMIC UPDATE

Iowermiddle income

Bangladesh

enrolment rate for lower secondary
school, while mprved during the period
2007-14, remains significantly below its
regionalpeers (Figure S6).

Figure S5: Net enolmentrate (adjusted), primary(%)

2014 2007

D0 ——

Vietnam
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Source: The Word Bank EdStats

Figure S6: Netenrolment rate (adjusted), lower
secondary (%)

2014 = 2007

Thailand
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Source: The Word Bank Ed Stats.

Despite being among the highest public
health spenders in the region,
Cambodia hasbeen less successful than
Vietnam and Mongola in reducing
stunting and the mornality rate of
chidren under 5 years of age, although
itdoesnonethelessperform betterthan a
numberof countries, including Iao PDR,
Indonesia and the Philippines (Figures S7
and S8).
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Figure S7: Stunting in children aged under5 border management reforms, although

the country has not been successful in

Vie tnam S— reducing its cost to export, rendering the
Thaiand m 2014 countrylesscompetitive.Cambodia’sc ost
Philippines 2007 . . .
Mo v toexportpercontainerremained relatively
alaysia
Lao PDR unchanged between 2005 and 2014
hdonesia (Figure S10).
Bangladesh
Cambodia
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* Despite relativelylarge public inve stme nts Bangladesh

in transportation, Cambodia has only Nicaragua

been able to make limited progress in Cambodia —— =2014 - 2005
improving the percentage of paved Philippine s S—

madsin total mads (Figure S9). Smilady, Myanmar F—

the relative score for Cambodia’s ;zemam —

mad quality, ranked by the Global aﬂando c00 000 - oo

Competitiveness Ihdex, declined to Source:Word Development hdicators.
3.4 in 2016, from 3.8 n 2010.2” While
Cambodia has performed relatively well
in improving its logistics performance
index (LPI) ranking, reflected in an
increase in Cambodia’s IPI score
during the period 2010-16. This is a result

of its success in implementing basic

2T GlobalCompetitivenessindex reports, 2010-11 and 2016-17.
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PUBLIC INVESIMENT
MANAGEMENT (PIM)

a) Rolesofcapitalinve stment

While there is evidence that capital spending
boosts growth more than recument spending,
the fiscal multiplier effect of capital spending
maynotbe aslarge asexpected ifthere are
leakages. lizetzki et al. (2011) find that, in
developing countries, the multipler effect
of government investment is significantly
higherthanthatofgovemmentconsumption
overa two-yeartime horizon. ?® This sug ge sts
that capital expenditure is a crucial factor
in driving growth in developing countries.
However, the fiscal multiplier effect of capital
spending may not be as laige as
expected if there are leakages. Waste
due to inefficiencies in some developing
economiesisestimated to be ashighas50or
60 percent of the funds invested—Ilevels that
would severely hamper any fiscal stimulus
efforts (Riera-Crichton et al, 2014). The
positive stimulus from fiscal policy is far larger
m developed industral countries than in
developing economies, and this can be
explained by the fact that developed
economies are often more efficient in
allocating and executing spending.

For Cambodia, declning investment
would have important implic ations
for its competitiveness, as inadequate

infrastructure has long been one of
Cambodia’s key constraints and is seen
as a majorbottleneck? 'The recent boost
in public spending by the govemment
appears biased towards raising public
sector wages, while domestically financed

capital expenditure has remained modest,

at around 2.0 to 2.5 percent of GDP in the
period 2009-16. Therefore, going forward,
Cambodia would need to prepare to scale
up government-financedinvestment anditis
therefore crucialforCambodia to enhance
the efficiency and effectiveness of public
investment management (PIM). ln 2011, an
index of public investment efficiency ranked
Cambodia among the bottom 40 percent
of developing economies, maimnly due to
weaknesses in investment project selection
and appraisal(Dabla-Nomisetal, 2011).

b) Cambodia’scument PIM practices

A recent assessment found that the existing
legal and regulatory framework for PIM is
only very loosely govemed by a diverse set
of budget and investment laws, and other
While there is
some relevantlegislation, such asthe Annual
Budgetlaw, the Public Finance System Law,
and the Procurement Law, PIM-specific

regulation appears to be inadequate. The

govemment regulations.?®

Budget Iaw doesnot provide a dedicated
chapter or any articles on regulating
capital expenditure and PIM, while the
Public Fnance System Iaw makes only one
reference to capital budgeting and PIM
processes. As a result, the division of les
and responsibilities among key stakeholders
isloose or, simply put, legally non-binding.

Several challenges are apparent in the
upstream stagesofprojectpreparation, pre-
screening, appraisal, and budgeting. For
domestically financed investment projects
in particular, there are no standardized
PIM. The non-standardization and absence
of a centrally developed, uniform set of
guidelines, manuals, and templates for
the preparation of prwoject proposals and

% IMFworking paper(2011), How Big (Smal?) Are Fisc al Multipliers? https://www.imf.org/extemal/pubs/ft/wp/2011/wp1152.pdf

2% Key constraints Cambodia faces include high energy costs, infrastruc ture bottlenecks, and regulatory impediments to doing business

(Doing Busine ss 2016, Wodd Bank).
30 Word Bank Cambodia PIM Assessment, 2017.
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appraisals, and the monitoring ofexecution,
have resulted in vastly different practices
In addition, the
function of independent review (of project

across line ministres.
documents) has not been formalized; an
effective gatekeeping mle forthe allocation
and use of the capital budget is therefore
no n-e xiste nt.

The quality of capital budget execution
and monitoring in the downstream stages
has been found to be madequate, partly
due to the lackofany centrally developed
standardized
problem can be observed in the stages

operation guidelines. This
of project implementation, adjustment,
facility operation, and ex-post review. While
developmentpartnerfunded projectsfollow
Standard Operations Procedures, there is a
lack of standardized operation guidelines
for govemment-funded investment, which
resultsina wide varationofpracticesamong
spending agencies. In such an environme nt,
there is no effective instrument or tool at
hand to ensure effective monitoring that
could help ascertain whether financing of
public investment is being used efficiently
and approprately. As such, the new legal
procurement framework would need to be
complemented with secondary PIM-specific
regulations to ensure that it can achieve
value formoneyin capitalprojec ts.

c) Stepstowards impro ving
Cambodia’s PIM

In orer to

going forward, broad and comprehensive

address these challenges
recommendations for strategic reforms are
suggested. These include institutional and
procedural developments supplemented
with the priortized reform actions over the
short to medium term in allstages of PIM.

Introduction of a
with the

a. Gatekeeping mle.

gatekeeping mwle func tion

APRIL2017

of independent review in upstream

decision-making for pmroject pre-
appraisal,appraisal, projec tprio ritiza tion,

and budgeting.

b. Standardized Estab lishing
standardized guidelnes and effective

guidelines.

cost controls in downstream prject
implementation. Instead of developing
guidelnes and

completely new

procedures goveming PIM, a more
desirable strategy may be to review
and possibly adoptkey principles of the
existing Standard Operating Procedures
(SOP) Gradually
applying unified governing guidelines
and procedures for both domestically
financed and externally financed public

investment guidelnes and procedures

whenever feasble.

will also underpin the authorties e fforts
to achieve budget integration and
policy-budgetlnkages.

c. Capacity upgrade. Upgrading the
capacity of ministies and agencies
to prepare and assess effectively
and efficiently investment projects,
strictly connected with their strategic
priorities in the Budget Strategic Plan
(BSP) and Medum-Term Expenditure
Famework (MTEF) to achieve the goal
of moving towards the establishment
linkages policy,
planning and budgeting. In this regamnd,
the further strengthening of budget
comprehensiveness wil also lend
itself to supporting improved public
investment efficiency by fully integrating
domestically and externally financed

budgets.

of effective ac1oss

Allthree main recomme ndatio nshighlighted
above would serve the centralobjective of
PIM reform in Cambodia by establishing a
centralized independent review or gate-
keeping function atthe Ministry of Ec onomy
and Fnance.
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Given that Cambodia’s public spending on
keysectorsisnow comparable withitspeers,
improving public spending efficiency is the
next important step. In addition, the recent
efforts to promote domestically financed
spending in key sectors such as education,
health, transportation and agric ulture have
been biased towards increasing recurent
spending, mainly on public sector wages.
It is therefore necessary to ensure sufficient
allocations for operations and maintain-
ance.

Sustained investment in physical capital, so
far mainly financed by development part-
ners, would therefore underpin the coun-
try’s growth prospects, as it is fundamental
formaintaining Cambodia’scompetiveness
going forward. Ihadequate infrastructure
haslong beenone of Cambodia’skey con-
straints and is seen as a major bottleneck.
Given its smal, open economy, Cambo-
dia’s growth prospects hinge upon its com-
petitiveness, which has been constrained
by nsing wages and input costs, an ap-
preciation of the US dollar, and mstitution-

al capacity and govemance challenges.
Strategic reforms at all stages of PIM are
needed to strengthen both the upstream
decision-making for project pre-appraisal,
appraisal project priontization, and budgeting,
and also downstream to establish standard-
ized projectimplementation and monito ring
by possibly adopting key principles of e xist-
ing Standard Operating Procedures (SOP)
wheneverfeasible.

Towards this end, it wil be necessary to
continue building capacity to be able to
prepare and assess more effective and effi-
cientinvestmentprojects, stric tly connected
to the BSP and MTEF. Such pmwjects should
fully integrate extemally and domestically
financed budgets, in order to achieve the
goal of moving towards the establishment
ofeffective linkagesacrmsspolicy, planning
and budgeting. In the absence of the Me-
dium-Term Expenditure Famwork (MTEF),
adequate resources are not earmarked for
infra struc ture operations and maintenance,
which likely leadsto highercapitalexpendi
ture in the long term and also resultsin poor
public investment efficiency.

31 Guidelines for Public Expenditure Management, Bany H Potterand Jack Diamond, IMF.
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E. CAMBODIA: KEY INDIC ATO RS

2014 2015e 2016p 2017f 2018f 2019f
Output, Domestic Demand and Prices
RealGDP (% change yoy) 7.1 7.0 6.9 6.9 6.9 6.7
Domestic demand (% change yoy) 10.1 8.5 9.5 10.3 10.2 10.7
Consumerprce index (annual 1.7 1.3 3.5 3.7 4.2 5.2
avg, % change yoy)
Public Sector(% of GDP)
Generalgovemment domestic revenues 17.7 18.7 184 18.2 17.7 17.1
Generalgovemment 21.6 20.5 21.4 23.3 22.5 21.6
expenditure s
Overall fiscal balance excluding grants -4.2 -1.8 -3.0 -5.1 -4.8 -4.5
(including grants) -1.8 0.0 -14 -3.5 -3.4 -3.3
Foreign Trade, BOP and ExtermalDebt
Tade balance (millio ns US$) -2,023.6 -2,261.8 -2,276.0 -2,451.1 -2,570.7 -2,690.1
Exportsof goods (millio ns US$) 7,636.0 8,280.2 9,115.2 10,044.2 10,994.9 12,026.7

(% change yoy) 10.9 8.4 10.1 10.2 9.5 9.4
Keyexport (% change yoy) 1/ 11.7 14.5 12.0 11.5 10.8 10.8
Imports of goods (millio ns US$) 9,659.6 10,542.0 11,391.2 12,495.2 13,565.6 14,716.9

(% change yoy) 8.7 9.1 8.1 9.7 8.6 8.5
Cunmentaccountbalance -1,630.5 -1,925.0 -1,9114 -2,036.1 -2,204.8 -2,470.6
(millio ns US$) 2/

(% GDP) -9.7 -10.6 -9.5 -9.2 -8.9 -8.9
Foreign direc t inve stme nt 1,679.9 1,668.8 2,036.0 2,078.3 1,904.2 1,795.0
(millio ns US$)

Extemaldebt (millio ns US$) 5,555.4 5,860.9 6,578.1 7,426.9 8,338.3 9,295.2

(% GDP) 33.0 32.1 32.9 33.5 33.8 33.6
Debtservice ratio (% exports 1.2 1.5 1.6 1.9 2.1 2.3
of g&s)

Foreign exchange reserves, gross 4,657.9 5,672.1 6,457.0 6,980.8 7,407.7 7,810.9
(millio ns US$)
(prospective monthsof -4.6 -5.2 -5.4 -5.4 -5.3 -5.1

imports of g &s)

Financial Marke ts

Domestic credit (% change yoy) 28.4 28.6 25.8 23.2 21.5 20.2
Sho rt-term interest rate (% p.a.) 11.5 11.6 11.8 11.8 11.9 11.9
Exchange rate (Rie/US$, annual 4,030.0 4,025.0 4,058.0 4,062.0 4,067.0 4,075.0
average)

Memo: Nominal GDP (millio ns US$) 16,809 18,241.7 20,020.2 22,157.7 24,663.3 27,623.3

Sources: The Cambodian authorities, World Bank and IMF
Note:e =estimates; f=forecast;p = projection

1/ Gamentand footwearexports

2/ Excluding official transfers.
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