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This dissertation consists of three essays examining different aspects of exchange rate and
inflation in the Lao People’s Democratic Republic (Lao PDR). Chapter 1 focuses on dollarization
in Lao PDR and aims to examine whether Lao PDR presents any trend of shifting from using
US dollar to using Thai baht or from using US dollar to renminbi. Chapter 2 focuses on
investigating the exchange rate pass-through to consumer price in LLao PDR and aims to
estimate how much the Thai baht has affected international trade in Lao PDR. Chapter 3
focuses on monetary policy in Lao PDR and aims to examine whether the Bank of Lao PDR
reacts to inflation and the change of exchange rate, indicating three types of monetary policy
rules—Taylor, McCallum, and Ball rules.

Chapter 1 provides background history information on dollarization in Lao PDR and the role
of the Bank of Laos in ensuring adherence to economic development fundamentals. Moreover,
the chapter provides empirical evidence by estimating implicit basket weight of a currency
block in the target countries using the Frankel and Wei (1994) method as a fundamental to
estimate and to extend using modified Frankel and Wei regression proposed by Kawai and
Pontines (2016). Finally, this chapter uses daily data from 2012 to 2021, wherein the main
country, Lao PDR, is compared with three of its neighboring countries: Vietham, Myanmar, and
Cambodia. Results show the dominant currency remains to be the US dollar; however, for the
Thai baht, Lao PDR and Myanmar exhibit stronger signs of shifting to the Thai baht compared

to Vietnam and Cambodia. Conversely, for the renminbi, Lao PDR, Myanmar, and Vietnam are




more influenced by the Chinese renminbi than Cambodia. Despite results showing that the
dominant currency remains to be the US dollar, which does play a big role in the present, the
results did indicate a significant sign of the increasing influence of the Thai baht and renminbi
on Lao PDR.

Chapter 2 focuses on exchange rate pass-through to consumer price in Lao PDR using
quarterly data from 2005Q1 to 2020Q4. This study uses the autoregressive distributed lag
(ARDL) model to determine the possible long-run relationships between exchange rate and
domestic price inflation and short-run interactions between the two variables. Results found
that the long-run variation in the consumer price index is mainly explained by money supply
and US dollar. This result is supported by the error-correction model. Lao is considered a
dollarized country, and Lao has made effort to move away from dollarization. However, the US
dollar remains the dominant currency in the Lao PDR economy in the long run. In the short
run, the results indicate that the Thai baht affects the Lao PDR economy. In the long run, Thai
baht does not present any sign of effect to the Lao PDR economy.

Chapter 3 mainly focuses on the reaction and how the government of Lao PDR responds to
changes in inflation and exchange rates. This chapter attempts to follow the previous paper
by Xaiyavong and Czerkawski (2014) with a different methodology. Hence, we use simple
OLS in estimation with more recent data. Moreover, this chapter examines the conduct of
monetary policy in Lao PDR using 1986-2017 annual data provided by the Bank of Laos and
focuses on the Bank of Lao PDR’s response to inflation monetary-based, and exchange rate
based on the Taylor, the McCallum, and the Ball rules. Empirical estimation of monetary
policy rules, especially in less-developed countries, is key for testing if monetary policy
targeting rules can effectively describe the behavior of monetary authorities and their stated
objectives in Lao PDR. Results show that the Taylor rule does not describe the interest rate-
setting behavior of the Bank of Laos. Moreover, the impact of inflation on the interest rate is
shown when the model includes only the inflation rate. Meanwhile, estimation results for the
modified McCullum rules better reflect the behavior of the Bank of Laos as the results show
that the coefficient on inflation becomes larger when other variables are removed. The
situation of the estimation results with GDP are identical; however, the number is not very
large compared to the coefficient of inflation. Finally, the estimation of Ball rules does not
present any significant sign as compared to the two other rules (Taylor and McCullum rules).
Therefore, the Bank of Laos has been targeting monetary aggregates in its policy decisions,

confirming the results of Xaiyavong and Czerkawski (2014).
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