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Despite relatively strong eco-
nomic expansion during the past
decade, Cambodia faces a number of
looming challenges in the coming
years, including a significant econom-
ic slowdown, higher inflation and a
dramatic increase of unemployment
among young people unless the gov-
ernment’s "war against corruption"
becomes effective now.

Critical reforms, such as civil
service and judicial system reforms,
are imperative to sustainable develop-
ment in Cambodia. Such reforms will
be possible only if current political
tensions are mitigated and the elec-
toral agenda does not alter the actual
enforcement of such reforms, which
currently remain tentative.

Economic Growth

According to the National
Institute of Cambodia, the country’s
economy rebounded to 7.7 percent in
2004, reaching 7 percent in 2003,
compared to 5.2 percent growth in
2002. Growth is expected, however, to
slowdown to about 5 percent in 2005
and to stabilize at 4 percent per annum
in coming years.

The agricultural sector cur-
rently experiencing a sharp decline of
natural resources, including forestry
and fish stocks; and low and erratic
growth in paddy production. An effi-
cient irrigation system, as well as reg-
ulation enforcement, will help in
anchoring the sector. Yet larger chal-
lenges remain. More than 70 percent
are employed in agriculture and 80
percent of the poor derive their main
source of income from this sector.
Hence, improving agricultural produc-
tivity is key to alleviating poverty.

Thanks to an impressive
increase in garment exports (+31 per-
cent), the industrial sector achieved a
remarkable 16.5 percent growth in

2004. However, expectations of con-
tinued growth in the garment industry
need to be tempered given the quota
phase-out at the end of 2004 that will
continue to pose challenges to the
industry due to current inadequacies in
competitiveness and the prevalence of
high transaction costs.

Results of a recent study on
labor competitiveness in the Cambodi-
an garment industry show that, out of
80 factories surveyed, about half are
optimistic about future production
growth with expectations of increased
capacity in coming years. Only about
20 percent expected a reduction in
their respective production output,
while the remaining 30 percent have
taken the position of "wait and see".

Another EIC survey of the top
100 CEOs in Cambodia, including
those from approximately 34 garment
factories, conducted during the same
period, indicates that a majority of gar-
ment factory managers had concerns
over the elimination of the quota sys-
tem; many expressing that 2005 would
likely be more difficult than previous
years. However, the industry has held
steady and under control. For exam-
ple, many factories that initially faced
order problems are now again produc-
ing garments originally protected by

the quota system.
Recent statistics released by

the customs department show that
Cambodian garment exports continued
to increase steadily in non-EU markets
during the first five months of 2005
with a 15 percent increase to the US
market and a surprising 16 percent
drop to the EU market compared to the
same period in 2004. In other markets,
Cambodian garment exports doubled.
On the price side, Cambodian garment
exporters have kept their prices basi-
cally flat.

In June 2005, the EU and US
moreover imposed a quota on Chinese
garment imports until the end of 2007.
This new development allows Cambo-
dian garment exports to keep, to some
extent, its market share in the world’s
largest economies. Accordingly, EIC
expects that Cambodian garment
exports will continue to increase, at a
moderate rate of 5 to 7 percent per
annum in the coming years. On the
price side, it is expected that Cambo-
dian exporters will be forced reduce
prices, or, at best, keep prices flat.

Nevertheless, Cambodia
faces impending challenges with Viet-
nam’s likely accession to the WTO in
2006. In that case, Vietnam will have
no quota constraints to export its gar-
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ment products to the US and EU. Viet-
nam is known to be one of Cambodia’s
greatest competitor countries. In 2000,
approximately 15 percent of Cambo-
dia’s garment factories moved to Viet-
nam after the signing of US-Vietnam
economic agreements and signaling
the threat of such an outward migra-
tion of production in the future.

An economic slowdown may
be avoided altogether, however, with
the elimination of unnecessary trans-
action costs and through increased
competitiveness, now indispensable in
the open global market. According to a
recent study funded by USAID, labor
productivity in the garment industry
can increase of upwards to 15 to 20
percent by promoting training among
factory-level middle management.

The service sector increased
by 9.2 percent from last year mainly
due to an impressive rebound in the
tourist industry in 2004. Almost 1 mil-
lion tourists visited Cambodia in 2004
representing a 41 percent growth from
2003; increasing proportion arriving
through Siem Reap. During the first
five months of 2005, this high growth
has remained unchanged, compared to
the same period last year.

To sustain this growth while
protecting Angkor sites from deterio-
ration, Cambodia will need to diversi-
fy its tourism offerings. Domestic
trade, transportation, and financial ser-
vices are also potential contributors to
growth. Sustainability will be possible
only if infrastructure and regulation
are effectively implemented.

Trade and Investment

External trade and FDI are
still important to Cambodia’s economy
and have recently been primary
sources of job creation, thanks to the
garment and tourist industries. Yet the
garment sector continues to face chal-
lenges in global competitiveness while
the number of hotels in Siem Reap has
already reached the point of satura-
tion. As a result, FDI will likely drop
by about half between 2005 to 2008.
Worker productivity increased by

about 4 percent per annum during the
last five years due in large part to the
industrial and private services sectors.

Yet, as recently noted by the
World Bank, Cambodia’s comparative
advantages will have an effective
impact on competitiveness only if the
risks and costs of doing business in
Cambodia sharply decrease. Cambo-
dia can capture real benefits from the
open market only if the economy is
enabled to produce competitive goods
for export. This is predicated on the
ability of the government to institute
other reforms, such as trade facilita-
tion, and the elimination of burden-
some informal transaction costs.

Price and Money

Cambodia has experienced
very low inflation and a stable
exchange rate since 1999. However,
according to the National Institute of
Statistics, Cambodia may face consid-
erable inflation. In June 2005, the
inflation rate on year over year was 7
percent compared to 3 percent in June
2004. The 20 percent increase in fuel
prices has impacted all sectors of the
economy. Food prices also endured
high inflation, with a 11 percent
increase, due to last year’s drought and
the alarming decline in fish stock.
Proper irrigation systems and the
responsible enforcement of fishing
regulations are the only means to
lessen these fluctuations of supply.

Prudent fiscal and monetary

policies in recent years, as well as
measures to control the spread
between the official and market
exchange rates, have led to price sta-
bility. However, recent signs of a
weakening riel against the US dollar
must not be neglected. It is now imper-
ative to reduce the amount of riel in
circulation. The riel exchange rate will
likely decline if there is no tightening
of monetary policy. Such devaluation
would indeed decrease consumer buy-
ing power, especially for the rural poor
since a devalued riel means higher
costs for basic imported goods.

Scarcity of credit and banking
system weaknesses seem to be the
main factors behind the current high
interest rates in Cambodia, though
rates have been on a downward trend
since 2002. Unfortunately official
interest rates, as reported by the
National Bank of Cambodia, seem to
have had very little effect on the living
conditions of the typical Cambodian.
Credit from official institutions is
nearly nonexistent, and especially for
the rural poor, though to the benefit of
the informal sector where interest rates
are very high.

Institutional reforms need to
be accelerated to make financial
reform more effective. In fact, finan-
cial sector reforms started in 1989 and
the adoption of the "Financial Sector
Blueprint for 2001-2010" twelve years
later; 2004 marking the end of the first
phase. Since then, much effort has
gone towards developing regulations.
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Yet real actions remain to materialize
such as the creation of a basic frame-
work for monetary policy; capacity
building for industry; increased and
extended access to financial interme-
diation, especially in rural areas.
According to the UNDP, access to
credit is available to only 15 percent of
Cambodian households.

Fiscal Developments

Budgets and enforced fiscal
structures are key tools to implement
Cambodia’s reform strategy and to
improve the overall social conditions
of the Cambodian people. Domestic
revenues increased by an estimated 22
percent in 2004, thanks to real
improvements in tax collection, which
satisfied the planned budget target.
Non-tax-based revenues remained,
however, flat. Civil aviation and
tourism outcomes remained very low
reaching only 54 percent of the
planned budget, despite the over 40
percent increase of foreign tourists
coming to Cambodia. Provisional fig-
ures released by the Ministry of
Finance for the budget implementation
during the first five months of 2005
showed that government revenue col-
lections reached the planned budget,
while expenditures remained below
targets.

Indeed, while budgetary
incomes saw substantial increases,
government spending increased mod-
erately, at 12 percent in 2004, thus
reaching only 92 percent of the bud-
geted level. According to the Ministry
of Economy and Finance, budget
expenditures for the "priority sectors",
such as Rural Development, Health,
Agriculture and Education, reached
only 88 percent of the allocated bud-
get. For 2005 and beyond, government
expenditures are expected to increase
more slowly than the nominal GDP
because of projected moderate growth
in government domestic revenues and
in foreign aid.

In 2004, the budget deficit
dropped by 1.5 percentage points of
GDP and was mainly financed by for-

eign assistance. Loans represented
about 21 percent of total foreign aid
disbursed during the last twelve years
with a steadily growing share over that
period. Cambodia’s outstanding for-
eign debts were estimated at US$ 1.2
billion at the end of 2004. Should
growth of loan disbursements remain
strong over the next ten years, and if
no critical reforms are made to
improve tax collections, Cambodia
will inevitably face a debt crisis.

Efficient use of the budget as
a tool of economic management will
be possible once public financial man-
agement reforms become effectively
implemented. Over the past few years,
the government has made great efforts
to design revenue and expenditure
benchmarks and to implement some
fiscal regulations. Non-tax-based rev-
enues, such as the sale of state assets,
have not always been through trans-
parent public auctions however. This
has led to revenue leakage and corrupt
practices, and has hindered the gov-
ernment from meeting its financial tar-
gets. Proper revenue mobilization will
provide for public expenditures, espe-
cially in priority sectors, and thus
improve general public services.

Income and Poverty

Aside from the low level of
government spending, the excessive
inequalities in income distribution has
impeded poverty reduction. Since

1997, the garment industry has provid-
ed 300,000 jobs formally, and at least
twice this number in informal employ-
ment. The expected decline of garment
exports coupled with the approximate-
ly 230,000 additional young people
seeking jobs every year, raises con-
cerns. In addition, EIC estimates that
more than half a million young people
will migrate from the provinces to
urban areas during the next four years.
One must question the ability of Cam-
bodia’s economy to absorb a surge of
new entrants into the labor market.

The socio-economic gap
between urban and rural areas is also
indeed very wide. While monthly
income averages US$ 500 per house-
hold in Phnom Penh, it only reaches to
about US$ 100 in rural areas. More-
over, rural incomes remain tenuous
and are seasonal. Enabling multiple
production cycles of agriculture will
result in continuous increases in pro-
ductivity, income and capital formula-
tion, and eventually reduce the risk of
farmers falling into poverty. Maintain-
ing and expanding growth in non-agri-
cultural sectors will provide momen-
tum for poverty reduction as well.

According to the UNDP, eco-
nomic growth in recent years may
have, ironically, only a minimal
impact on poverty reduction. The
World Bank estimates that the poverty
rate has actually increased from 41.5
percent in 1999 to 45.5 percent in
2003. As a result, Cambodia remains
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at the bottom quartile of the UNDP
human development index ranking
130th out of 177 countries in 2004.
The UNDP education index for Cam-
bodia was 0.66; the second lowest
after Lao, among ASEAN countries.
According to the World Health Orga-
nization, Cambodian public health
indicators are among the worst in the
world. Life expectancy is estimated at
only 57 years; 13 years below the
regional average.

Key Institutional Reforms

It follows that implementa-
tion of serious reforms is crucial and
urgent for Cambodia. At the "cross-
roads" of development, Cambodia
needs to change now. As opposed to its
regulatory role of ensuring market
fair-play, the government has been dis-
torting markets through onerous trans-
action costs. This has been hindering
competitiveness and deterring new
entrants from business. The necessity
of fighting corruption and strengthen-
ing institutions has been vocally pro-
claimed by the government. It is now
time for the actual implementation and
enforcement of these reforms.

Improvements in administra-
tive accountability and transparency
have long been promised by the gov-
ernment. This will only be possible
through deep structural public admin-
istrative reforms. If some progress has
been made these last years, civil ser-
vants’ pay still remain far below a liv-
ing wage, which merely fuels corrupt
practices. Public administrative
reform also includes military demobi-
lization, decentralization of power,
and diffusion of administrative tasks.
To speed up the reform, clear, harmo-
nized, and strongly enforced guide-
lines need to be drawn up immediate-
ly. Indeed, any progress in this process
depends heavily on the willingness of
line ministries still reluctant to dele-
gate responsibilities to provincial and
district administrations.

Effective and reliable legal
and judicial reforms are keystones to
ensure the proper implementation of

any such reforms noted above. Some
progress has already been made, such
as the establishment of a council on
legal and judicial reform.

Yet long awaited milestones
such as the anti-corruption law and
fundamental codes still await draft
review or ratification. Restructuring
the council of magistrates and the cre-
ation of a credible court of law will
also enhance crucial judiciary integri-
ty. Most importantly, judicial reform
means partly to get rid of the current
patronage system in which Cambodia
is mired. Without equal compliance to
the law by all agents of society, the
rule of law is unforeseeable.

Last but not least, responsible
management of Cambodia’s land and
natural resources must be promptly
implemented as they are pre-requisites
to all agricultural activity. Only then
can land management reforms "trans-
form the land into an engine of eco-
nomic growth and poverty reduction",
as pledged by the Prime Minister. Seri-
ous concerns are, however, being
raised, considering the recent reserva-
tions of the Prime Minister and the
opaque process resulting in concen-
trated land ownership in the hands of
private companies.

Forestry management reform
raises questions as well. The impacts
of forest destruction on the country’s
socio-economic development have
been minimal according to some stud-
ies. Yet, present and continuous illegal
logging necessitates an examination of

the effectiveness of reforms. Fish
resource management has manifested
similar problems of over-exploitation
and destructive practices by a limited
number of powerful fishermen.

Concluding Remarks

If Cambodia benefited from
relatively strong economic growth
during the last ten years, 2005-2007
will be a period of reflection on the
country’s socio-economic develop-
ment. Income stagnation and poverty
for many in the rural population have
led some to think of the past ten years
as a "lost decade". Real political will
and full commitment to bring all
efforts to fruition, in addition to suffi-
cient time and allocation of resources
are the key factors in the success of
reform.

Considering the current polit-
ical standoff that has led to the strip-
off of three parliamentarians’ immuni-
ties and to the National Assembly and
Senate sessions’ boycott, one might be
doubtful of any significant reform in
the near future. As long as this politi-
cal conflict remains unresolved, ratifi-
cation of many laws required by the
WTO and other crucial draft-laws,
such as the anti-corruption law, will
tragically remain pending. Cambodia
may therefore slip again into another
lost decade.
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