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¢ The Article 1V consultation discussions were held in Ulaanbaatar during December 1-17,
2001 and May 28—June 11, 2002 and in Washington during the Annual Meetings. The staff
team met with Finance Minister Ulaan, Bank of Mongolia (BOM) Governor Chulunbaat, other
senior officials, and representatives of Parliament, the private sector, trade unions and NGOs.

e The staff team included Messrs. Molho (head), Jang, and Nishigaki (all APD), Dodzin and
Hur (PDR), Lueth (EP, FAD), Menshikov (MAE), and Ms. Pollard (assistant, APD). The team
was assisted by Mr. Martin, the Fund Resident Representative, and worked closely with the
World Bank. Ms. Baasankhuu (OED) attended some of the meetings.

e The last Article TV consultation was concluded in January 2000, and a new PRGF
arrangement for Mongolia was approved in September 2001. The 2002 Article IV consultation
was initially planned to be carried out jointly with the first PRGF review. However, the PRGF
review discussions have yet to be completed, resulting in a delayed issnance of this report for a
stand-alone Article IV consultation.

s Mongolia’s macroeconomic data are broadly adequate for surveillance, but there are serious
deficiencies in some areas of the real, external, and fiscal sectors.

» A data ROSC module, which assessed Mongolia’s data dissemination practices in relation
to the GDDS, was published in May 2001, and a fiscal ROSC module was published in
November 2001.

*  An on-site safeguards assessment of the BOM was completed on March 5, 2002.

» Mongolia has accepted the obligations of Article VIII, Sections 2, 3, and 4 of the Articles of
Agreement.

o The authorities intend to publish this report.

¢ The principal authors of this report are Messrs. Molho and Jang, with substantial inputs
from other team members.
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EXECUTIVE SUMMARY

Background

e Mongolia has made good progress since the early 1990s in its transition to a market-based
system, but its policy performance under successive Fund arrangements has been mixed, and its
prospects for sustainable growth and poverty reduction remain uncertain. With the help of
determined efforts to stabilize the macroeconomic situation and introduce basic market institutions,
output recovered quickly from the collapse suffered in the early 1990s. However, weak economic
governance has continued to distort incentives for private investment and has posed a threat to fiscal
sustainability, as a surge in government expenditure gave rise to a very large build-up of public debt.

¢ Domestic economic performance has been mixed since the last Article [V consultation. Real
GDP growth is estimated to have fallen to about 1 percent a year in 2000-01, owing to two
consecutive harsh winters, which led to large Tosses in the herd stock. Inflation rose to 11%2 percent in
2000, but it fell back to the single digit range in 2001 and has continued to decline so far in 2002.

s The overall balance of payments has been strong in recent years, but Mongolia’s external
sustainability has remained under threat. Gross international reserves have remained at a
comfortable level since 2000. However, the stock of post-1991 external debt remains well above
80 percent of GDP, while the much larger stock of pre-1991 debt to Russia has yet to be resolved.

Policy Issues

o The overall government deficit was contained in 200001 with the help of an extraordinary
improvement in revenue performance, but a continued increase in current outlays could lead to
an unsustainable widening of the overall government deficit in the period ahead. To protect fiscal
sustainability, the authorities have been urged to defer or suspend their plans to grant large civil
service wage and pension increases until they are in a position to adopt and implement a
comprehensive civil service reform that will protect fiscal sustainability without adversely affecting
public investment and the delivery of essential social services for the poor.

» Monetary and credit aggregates have expanded sharply in 2001 and the first half of 2002.
While these developments have not yet had any apparent adverse effects on inflation and the external
accounts, the authorities may need to take more decisive steps to tighten monetary conditions and
slow the growth of reserve money in the period ahead.

¢ Exchange rate flexibility will need to be enhanced to guard against any significant erosion in
external competitiveness. To maintain donor and investor confidence, sound macroeconomic policies
will need to be complemented with continued prudent external debt management and market-friendly

structural reforms.

» The government has recently introduced a number of measures to strengthen fiscal
governance, but progress towards reducing the public sector’s dominant role in the economy has
been slow. The implementation of measures to enhance fiscal transparency and accountability needs
to be stepped up in the period ahead, including through improved fiscal data reporting and steadfast
implementation of treasury reforms. In addition, the government will need to make faster progress
towards rationalizing the civil service, restructuring and privatizing large state-owned enterprises, and
establishing a market-friendly trade and investment regime.



I. INTRODUCTION

1. Mongolia has made great strides since it initiated its transition to a market-based
system in the early 1990s, but it continues to face important challenges. With sustained
support from the official donor community, determined efforts were launched from the early
vears of the transition to stabilize the macroeconomic situation and introduce basic market
institutions. These efforts led to a quick recovery from the collapse in output suffered in the
early 1990s, with the help of significant gains in productivity and robust performance in the
newly privatized livestock sector. However, with the government retaining a dominant role in
key economic activities, the incentives for private investment remained weak and the recovery
was fragile. As the domestic economy was also beset by volatile terms of trade and severe
weather conditions in recent years, the prospects for sustainable growth have come under
threat, the incidence of poverty remained high, and some indicators of income inequality
worsened (Annexes I and II).

2. Mongolia’s overall performance under three successive ESAF/PRGF
arrangements approved, respectively, in 1993, 1997, and 2001 has been mixed. On the
positive side, the exchange and trade system was liberalized, the Bank of Mongolia (BOM)
gradually replenished its stock of international reserves, and the rate of inflation was
progressively reduced. However, successive governments have been unable to implement the
reforms required to curb unproductive government spending. The adoption of measures to
privatize large state-owned enterprises and strengthen the governance of the banking system
has also been slow and uneven. In these circumstances, the pressures generated by a large
public sector and a generous pension and social insurance system, together with large quasi-
fiscal deficits, led to a ratcheting up of government expenditures in relation to GDP, distorted
incentives for private activity, and gave rise to a very large build-up of public debt. This mixed
record of performance under Fund arrangements has tended to prevent timely completion of
program reviews (Box 1).

3. The last Article IV consultation was concluded in January 2000 in conjunction
with the last completed review under the three-year PRGF arrangement approved in
July 1997. In concluding the consultation, Directors observed that fiscal consolidation would
remain essential to ensure public debt sustainability, and emphasized that the large increase in
civil service wage levels implemented under the 2000 budget had to be accompanied by
vigorous implementation of public sector administrative reform. They also stressed the need to
strengthen tax administration, and encouraged the authorities to pursue reforms that would
improve the delivery of government services, rationalize the size of the public sector, and
enhance the transparency of its operations. Directors recommended continuation of a tight
monetary policy stance to ensure the achievement of program targets for inflation and the
external sector. They observed that the market-led depreciation of the exchange rate had



Box 1. Performance under Recent PRGF Arrangements

The Executive Board approved a three-year PRGF arrangement for Mongolia on July 30, 1997. The
arrangement envisaged a rapid reduction in inflation and a build-up of international reserves through
monetary and fiscal tightening. The fiscal tightening was to be driven by rapid reductions in unproductive
expenditures, with the expenditure-to-GDP ratic expected te be significantly reduced by the end of the
program period. Structural reforms were envisaged in a number of areas, including the implementation of a
broad-based VAT, elimination of subsidies for public enterprises, liberalization of energy prices, and an
aggressive privatization program.

Performance under the first annual arrangement initially exceeded expectations, but the program
reviews could not be completed, as macroeconomic performance deteriorated in 1998. As export
commodity prices declined steeply, the external current account shifted into a large deficit, growth slowed,
and the exchange rate came under severe downward pressure. Just as budget revenue contributions of the
large copper mine (Erdenet) slipped, the government was unable to restrain wage pressures. In addition,
large expenditures were necessary to clear arrears on utility bills from the winter of 1997, Thus, the
government deficit, excluding privatization receipts, surged to more than 14 percent of GDP in 1998, For
its part, the BOM tightened monetary policy and initially tried to maintain a stable exchange rate, While
this policy stance resulted in significant reserve losses, it helped keep inflation in check. During the first
year of the program, most structural targets were met: energy prices were liberalized, most small to
medium-size businesses were privatized, and a VAT was introduced. However, a continued decline in
export prices, together with poor management and lax regulatory oversight of the banking system, strained
the weak financial position of a number of banks and slowed the reform of the banking system.

The second annual arrangement was approved in mid-1999, following the adoption of a package of
measures to bolster fiscal revenues, enhance exchange rate flexibility, and revive the process of bank
reform, but policy implementation faltered in the run-up to the parliamentary elections of mid-2000.
Macroeconomic conditions stabilized and reserves rose to more comfortable levels during the second half
of 1999, A fresh round of banking sector reforms was also undertaken, with two insolvent banks being put
under receivership in December 1999 and slated for closure, while a third (the Agricultural Bank) was
slated for restructuring. In the fiscal area, while declining export prices weakened the budget's revenue
performance, lower capital expenditures kept the budget deficit broadly on track, The Board completed the
first review in early 2000. Thereafter, however, some of the revenue measures introduced in mid-1999 were
rolled back, energy prices were again kept at an artificially low level, and there was a large accumulation of
budgetary and inter-enterprise arrears. In the meantime, fissures in the three-party government coalition
deepened, and the government was unable to secure parliamentary approval for key reform measures in the
area of state enterprise privatization. The arrangement lapsed in mid-June and the commitment period
expired on July 29, 2000,

The government that took office in August 2000 embarked on a new adjustment program aimed at
restoring macroeconomic stability and reinvigorating the reforms required to promote a more rapid
pace of private sector led growth and poverty reduction, with support from a new three-year PRGF
arrangement approved in September 2001 (EBS/01/166). A key element of this program was to be a
sustained fiscal adjustment effort aimed at placing the ratio of public debt to GDP on a clearly declining
path while protecting the financing of priority public investment and pro-poor social services. While fiscal
consolidation was to be achieved during 2001 primarily by enhancing revenue mobilization, from 2002
onwards, it was to rely on an enduring reduction in lower-priority expenditure. While some progress has
been made over the last year towards the introduction of reforms to enhance fiscal transparency and
accountability, fiscal sustainability has come under threat as populist measures are under way to raise
public wages and pensions beyond what would be affordable. Given a lack of agreement between the
authorities and the staff on a fiscal policy framework for 2002 and the medium term and the government’s
mixed performance in meeting the program’s performance criteria to date, the discussions for the first
PRGF review have not yet been completed.




facilitated an appropriate adjustment to the large external terms of trade shock of the late
1990s, and encouraged the authorities to continue their flexible exchange rate policy while
maintaining a sufficient level of international reserves. Directors encouraged the authorities to
persevere in their efforts to further strengthen the banking system. In light of little recent
change in poverty indicators, Directors encouraged the authorities to refocus their efforts on
poverty alleviation, including by developing a Poverty Reduction Strategy Paper (PRSP).

4, The government has taken important steps to implement some of the above
recommendations, but performance in a few key areas has been disappointing. In the
area of budgetary management, notable efforts are under way (o enhance fiscal transparency
and accountability, in line with the recommendations of a fiscal ROSC. Steps have also been
taken to strengthen tax administration, including by introducing legislation to rationalize
intergovernmental tax-sharing arrangements. Reflecting the effects of increases in indirect
taxes and intensified collection efforts, revenue growth has risen sharply in recent years.
However, the high burden of taxation has reportedly acted as a disincentive to private
investment. Moreover, the needed reforms to rationalize the size of the public sector and
improve the delivery and targeting of government services 1o the poor have yet to be adopted.
Monetary and exchange rate policies also appear to have deviated from Directors’
recommendations, as continued rapid growth in monetary and credit aggregates has been
accompanied by a somewhat more rigid exchange rate policy, which could hinder external
performance in the period ahead. In the banking system, notable progress has been made
towards improving the regulatory and supervisory environment, restructuring the Agricultural
Bank, and privatizing the Trade and Development Bank. However, the resulting improvement
in indicators of banking system soundness may be threatened by recent trends towards an
excessive easing in monetary and credit conditions.

5. The key challenge for the government in the period ahead is to establish a
medium-term policy framework that consolidates progress towards macroeconomic
stabilization while also creating a more favorable environment for sustainable, pro-poor
growth. In the fiscal area, the government’s strategy will need to be focused primarily on
bringing about a sustained decline in the overall government deficit consistent with public debt
sustainability, while also aiming to reorient tax and expenditure policies to make them more
pro-growth and pro-poor. Decisive fiscal consolidation should also serve to increase the room
for maneuver in the conduct of monetary and exchange rate policies consistent with the need
to promote broad-based export-led growth and private sector development. At the same time,
emphasis will need to be placed on reforms to enhance public expenditure management and
reduce the dominance of the public sector in the economy. These efforts will need to inciude
the expedited privatization and restructuring of large state-owned enterprises and utilities,
continued efforts to strengthen the regulatory environment in the banking system, and
accelerated steps to establish a more market-friendly trade and investment regime.



II. RECENT DEVELOPMENTS AND SHORT-TERM OUTLOOK

6. Domestic economic performance was mixed during 2000-01 and the first half
of 2002, raising questions as to whether the pattern of economic growth recorded during
the 1990s can be replicated in the period ahead. As indicated in Box 2, Mongolia’s
recovery from the collapse in output suffered in the early years of its transition was driven
primarily by the efficiency gains generated by the introduction of market-oriented reforms.
These gains were associated in large part with the favorable performance of the livestock
sector, which became a principal source of economic growth following its privatization in the
early 1990s (Box 3).! Nevertheless, after two consecutive years of summer drought (in 1999
and 2000) followed by unusually harsh winter weather (dzud), the animal husbandry sector
and rural incomes have suffered heavy losses in recent years, which have become a drag on
overall output performance. Thus, despite a sustained pick-up in domestic demand in the
industrial and service sectors, real GDP growth is officially estimated to have fallen to about
1 percent a year in 2000--01 from over 3 percent in 1998-99.2 While developments so far in
2002 point to an increase in growth to 3¥2—4 percent, a recurrence of drought conditions in
much of the country over the last few months does not bode well for the performance of the
agricultural sector in the period ahead.

7. Mongolia has made good progress towards disinflation in recent years, although
the gains in this area may also be difficult to sustain in the period ahead. While the
annual average rate of inflation picked up to 11% percent in 2000, as the effects of the
weather-related increases in food prices and higher water user fees and energy prices were
compounded by a 25 percent general increase in civil service wages, domestic food supplies
reverted to a more normal level in 2001 while the togrog remained virtually stable vis-a-vis the
U.S. doliar, As a result, inflation fell to 8 percent in 2001 and the pressures on domestic prices
continued to recede in the first half of 2002, However, with the real effective exchange rate of
the togrog having appreciated by 9 percent since end-1999 in the midst of a deteriorating
external environment, the disinflationary influence of developments in traded goods prices
may prove difficult to sustain in the period ahead. Moreover, the recent drought conditions
may well lead to renewed shortages in food supplies, and a spike in domestic food prices, in
the period ahead. In these circumstances, the recent decline in the rate of inflation could be
rapidly reversed, especially if there is an extended easing of fiscal and monetary policies.

! For a more detailed analysis of the sources of economic growth during the 1990s, see
Chapters I and II of forthcoming Selected Issues paper.

2 The official GDP estimates for 2000—01 are subject to a considerable margin of error, and
they may need to be revised downwards once the authorities decide on the methodological
treatment of the recent weather-related losses in the herd stock.



Box 2. Growth and Recovery During Transition

As in many other former socialist economies, a painful “transformational recession™ was experienced during the
first few years of Mongolia’s transition to a market economy in the early 1990s; then the economy recovered as a
result of efficiency gains from market-oriented reforms. In fact, both real GDP and capital productivity are
estimated to have bottomed out in 1993 and improved afterwards. By 1995, capital productivity had started to
surpass its 1990 level, and by 2001, real GDP had reverted to the level prior to the transition, Labor productivity,
however, is still slightly below that of 1990, possibly reflecting sluggishness in the shedding and reallocation of
labor employed in the lower-productivity state-controlled sector of the economy.

Compared with other transition
economies, Mongolia’s speed of recovery
has been moderately high. The cumulative s

Relalive: Dutput, Capital Froductivity and Labor Productivity

growth of real GDP during 1990-2001 is ] /’ —
around 1 percent (compared with highly T S st | / -
negative numbers in some other transition o5

economies), and the length of decline
before initial recovery during transition is
around three years (compared with over
four years in some other transition
economies).'
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The sources and pattern of Mongolia’s . \\54,/

growth during the transition resemble "

those in most other transition economies. '.'s ———
Capital accumulation appears to have W e e
been the key engine for economic growth
in Mongolia before transition; however, its role diminished following the launching of market-oriented reforms.
Similarly, neither education nor employment appears to have made a considerable contribution to economic
growth during the transition. Therefore, factor inputs are unimportant explanations for Mongolia’s economic
growth during the transition, while total factor productivity (TFP) is of paramount importance. In the 1980s, TFP
was largely nepative, reflecting resource misallocation typical of all planned economies. Then, TFP declined
even further at the initial stages of the transition, becoming the primary factor accounting for the collapse in
Mongolia’s real GDP in the early 1990s. But as the market system developed further, TFP tumed positive for the
first time. Hence, consistent with most research findings about other transition economies, efficiency gains, as
measured by TFP, are the main factor accounting for the pick-up of growth in Mongolia as the transition took
root. With steadfast market-friendly reforms, TFP should be expected to continue to rise over the medium term.

Relative index (1950=100)

Annualized Output Growth and Its Sources
(In percent)

Year Output  Capital Employment  Education TFP
1680-84 7.11 7.34 0.50 0.43 -1.17
1985-89 5.51 498 2.08 0.43 -1.98
1990-94 -4.99 -1.60 -0.24 0.43 -3.58

1995-2001 2.54 -0.03 0.42 0.43 1.72

! For a detailed comparison with other transition economies, see Chapter 1 in the Selected Issues Paper.
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Box 3. Issues in the National Accounts and Trends in Sectoral Growth

The treatment of animal losses

The unusually harsh winters (dzud) experienced by Mongolia for two years in a row in 2000-01 led to exceptionally
large losses in the livestock sector, which have greatty complicated the derivation of national accounts estimates. The
number of lost animals for each of these two vears exceeded 10 percent of the beginning-of-year stock. Output of the
livestock sector, which accounts for about 25 percent of GDP in Mongolia, has so far been calculated by the National
Statistical Office (NSO) as a sum of the value produced in the forms of meat, milk, hair, and skin, and the change in the
value of the animal stock. During 2000-01, while the former decreased significantly, the latter became a large negative
number, resulting in a big overall decline.

The SNA methodology leaves room for discretion for the treatment of such animal losses in the compilation of GDP data.
If the harsh winters are viewed as one-time catastrophic occurrences, then the whole or part of the resulting exceptional
losses may be excluded from the calculation of GDP. However, in the case of Mongolia, harsh winters can be expected to
occur with some regularity. In addition, the animal losses resulting from adverse weather are not totally exogenous but
may also depend on the extent to which herders make adequate preparations to prepare for winter.

In these circumstances, the authorities are considering three options for the methodology to account for animal losses:

« Option A: Distinguish between animals employed as fixed assets (i.., used for production year after year) and work
in propress {i.c., those in the process of being fattened for future siaughter or future employment as productive assets
but still in their growth period), and exclude losses of animals employed as fixed assets from the GIP estimates.

s Option B: Distinguish between losses that are recurrent or accidental and those that can be deemed as exceptional/
catastrophic losses, and exclude exceptional/catastrophic losses from the GDP estimates.

e Option C: Treat the losses that occurred in 200001 like the losses that occurred in previous years, and adhere to the
same national accounts methodology used by the NSO for previous years.

As illustrated below, the GDP growth estimates for 2000-01 are highly sensitive to the choice from among the three
options,

Annual Growth Rates (In percent)
2000 2001
GDP  Ofwhich: livestock GDP  Of which: livestock
Preliminary official estimates 1.1 -15.7 1.1 -18.5
Option A 3.6 -8.3 -1.6 -24.3
Option B 1.6 -14.3 -1.4 -26.2
Option C -1.4 -22.5 -5.2 -42.1

Sectoral composition of growth and implications for the medium term

Mongolia’s agricultural sector has historically been an important source of economic growth, accounting for more than
half of the growth recorded during the 1990s. Despite the large losses of the livestock sector during 2000-01, a pickup in
the growth of the secondary and fertiary sectors is provisionally estimated to have helped keep overall growth at a
positive level. Looking ahead, the staff’s latest estimates suggest that, on current trends, real GDP could rise by 3}42-4
percent in 2002. Thereafter, if Mongolia’s economic policies arc along the lines recommended by the staff, the growth
objectives established in the government’s I.PRSP (5 percent in 2003 and 6 percent in 2004) could be achieved, with the
help of sustained strong performance in the secondary and tertiary sectors and resumed growth in agriculture (albeit at
more modest rates than in the 1990s). However, the attainment of these objectives could come under threat if the
agriculiural sector remains more vulnerable in the period ahead than it had been over the last fifty years.

Est. Est. Proj.

Contributulon to the growth (In percent) 1996-99 2000 2001 2002
Agriculture, Hunting and Forestry 1.9 -5.8 -5.9 0.1
Secondary Scetor -0.1 0.3 2.8 1.5
M ining and Quarryving 0.6 0.8 11 0.9
M anufacturing -0.8 -0} 1.5 0.5
Tertiary Sector 1.5 6.6 4.2 2.3
Whole sale and retail trade 0.6 4.4 - 2.4 1.8
Hotels and Restaurants 0.0 0.1 a.1 a0
Transpert, Storage and Communication 0.5 1.9 1.2 0.7
Financiai intermediation 0.0 0.1 0.5 0.3

Real GDP 33 1.1 1.1 3.9




-11 -

8. Fiscal developments in 200001 were dominated by an unrelenting rise in current
expenditure, although the resulting threat to fiscal sustainability was masked by reduced
capital expenditures and an extraordinarily rapid growth of revenues. Weak accounting,
internal control, and auditing procedures, together with unrealistic budgeting, resulted in large
overruns on wages and goods and services, a substantial accumulatlon of government arrears,
and a sharp increase in current expenditures in relation to GDP.? While delays in the
implementation of foreign-financed projects served to slow the growth of capital expenditure
and net lending, total expenditure rose to about 43%2 percent of GDP in 2001. However, the
increase in spending was more than offset by a sharp increase in revenues, which were
bolstered by the full-year effect of the tax measures adopted in mid-1999 and a new package of
indirect tax increases adopted in 2001 (including an increase in the VAT rate and a temporary
introduction of a 2 percent import duty surcharge), as well as a rebound in commodity export
prices during 2000 and improved collection efforts. The overall fiscal deficit (including grants)
thus fell from more than 12 percent of GDP in 1999 to about 5%z percent in 2001, while the
stock of post-1991 government debt (excluding a much larger stock of unresolved pre-1991
debt to Russia) declined from a peak of 100 percent of GDP in 1999 to 874 percent of GDP
(60 percent in NPV terms) in 2001 (Tables 1 and 2). * However, the pickup in commodity
export prices turned out to be temporary, while Mongolia’s high tax burden has become a
serious disincentive to private activity. In these circumstances, the recent deficit reduction may
be difficult to sustain in the absence of decisive action to rein in expenditure pressures.

9. Fiscal developments so far in 2002 point to a worrisome continuation of recent
expenditure trends. With civil service wages and pensions budgeted to increase by 20 percent
with effect from October 1, 2002, current expenditure could rise by as much as 1 percentage
pomt of GDP in 2002, after having surged by more than 5 percentage points of GDP in 2000-
01.% At the same time, revenue growth is projected to weaken markedly followmg the removal
of the 2 percent import duty surcharge and the decline in profits of the copper mining sector.
As a result, on current policy trends, the overall deficit could widen to at least 8 percent of

* The recent overruns on wages and goods and services are to a large extent attributable to
expenditures by semi-autonomous budget entities in the education and health sectors that have
discretion over the use of windfalls in their own revenues. The surge of both revenues and
expenditures in relation to GDP since 1999, and their persistent overruns with respect to
budget, raise questions about the reliability of the official budgetary data and GDP estimates.

4 Around 65 percent of Mongolia’s external debt (which accounts for 95 percent of total public
debt) has been contracted on concessional terms.

* The initial budget’s expenditure estimates for 2002 as presented in Table 2 understated the
increase in spending associated with the higher public wages and pensions by excluding the
accounts of 26 budgetary entities in the social sectors slated to be devolved under the
government’s social sector privatization program. These entities’ accounts were reincorporated
in the amended budget for 2002 approved in August, as discussed below.
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GDP in 2002, thus placing the NPV of total public debt again on an upward trend in relation to
GDP. Moreover, the carry-over effects of the wage and pension increases would exert further
upward pressure on current expenditure and the overall government deficit in 2003, crowding
out public investment and straining the government’s limited borrowing capacity. Budgetary
developments during the first half of 2002 led to a significant pick-up in net government
borrowing from the banking system (Table 3).

10.  Monetary and credit aggregates have risen sharply over the last two years,
reflecting the combined effects of structural changes in the banking system and a
sustained easing of monetary conditions. On the structural front, the rehabilitation efforts
following the banking system crises of the 1990s finally appear to have borne fruit, with a
welcome increase in confidence in the banking system apparently leading to reintermediation
and a sustained increase in money demand (Box 2, EBS/00/3 and paras. 37-39, Attachment II,
EBS/01/166). However, the growth of money and credit also appears to have been fueled by
an accommodating monetary policy, as sales of BOM bills have fallen far short of sterilizing
the monetary impact of a large increase in the BOM’s net international reserves (NIR). As a
result, the growth of credit to the private sector surged to 142 percent during 2001, spurred by
a drawing down of excess bank liquidity to meet the private sector’s pent-up demand for bank
credit, and a compression of interest rate margins stemming from increasing competition
among banks (Table 4). As net sales of BOM bills declined during the first eight months of
2002, the net domestic assets (NDA) of the BOM rose sharply, and the twelve-month rate of
growth of reserve money picked up to 21%2 percent as of end-August 2002. Reflecting also the
operations of three new domestic banks, which were licensed in 2001, and lending by a large
foreign-owned bank branch which opened in March 2002, the year-on-year rate of growth of
credit to the private sector has remained above 100 percent through end-August 2002, while
broad money growth rose to about 35 percent.

11.  Mongolia’s balance of payments recorded significant overall surpluses during
200001 and the first half of 2002, but its external position has nevertheless remained
vulnerable. Exports rose briskly in 2000 under the impetus of rising world prices for copper
and cashmere exports, but they leveled off in 2001, as the earlier improvement in the terms of
trade was largely reversed, and China imposed a ban on exports of raw materials of animal
origin following the outbreak of foot-and-mouth disease in Mongolia (Table 5). Import growth
also rebounded in 2000, but it was subdued during 2001. With receipts from emigrants’
remittances reported to remain buoyant, the current account deficit was kept within a range of
5'2-TV2 percent of GDP in 200001, and gross official reserves have risen to well over

$200 million or the equivalent of about 14 weeks of imports. Notwithstanding these
developments, the large real effective appreciation of the togrog that has occurred since

2000 in the face of deteriorating terms of trade has raised questions about external
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competitiveness and the sustainability of the incipient economic recovery. Further adding to
these concerns, the BOM’s Monetary Policy Guidelines for 2002 stipulated that the togrog
should not be allowed to depreciate by more than 3 percent during the course of 2002.

12, While the stock of Mongolia’s post-1991 external debt showed signs of leveling off
in 2001 and the debt service ratio has so far remained manageable (Table 6), continiing
heavy reliance on foreign assistance to finance a large current account deficit makes the
economy highly vulnerable to changes in donor and investor sentiment. Moreover, a
settlement has yet to be reached on the TR 10.5 billion stock of pre-1991 convertible ruble
debt (equivalent to 10 times Mongolia’s GDP), which could have significant implications for
Mongolia’s future debt service burden and external sustainability. While some steps were
taken in 2002 to establish the principles that should guide the initial negotiations on this issue,
Mongolia’s tendency to accrue arrears on its much smaller post-1991 debt to Russia may
complicate the settlement on its pre-1991 debt.®

13.  On the structural front, while important steps have been taken to strengthen the
legal framework for tax administration and budgetary management, there has been no
tangible progress in the key area of public administrative reform. On the positive side,
following the recommendations of recent FAD missions, legislation was adopted in the context
of the 2002 budget to rationalize the assignment and intergovernmental revenue-sharing
arrangements relating to the VAT, the corporate income tax, and the excise on alcohol

(Table 7).” A new Public Sector Management and Finance Law (PSMFL), which is to provide
an overall legal framework to strengthen governance within the public sector, was approved in
Fune 2002. The PSMFL. could become a milestone in governance reforms in Mongolia,
although it will need to be implemented with caution, especially as regards the envisaged
introduction of an output-based system of resource management, which could complicate the
task for expenditure control, In the area of fiscal reporting, a system for the monthly
monitoring of government arrears has been established, but the compilation of fiscal accounts
in accordance with GFS methodology has fallen behind schedule, although the authorities
recently completed the preparation of annual estimates for 2001. The implementation of a
Treasury Single Account (TSA) was disappointingly siow through the first half of 2002,
reflecting the authorities” capacity constraints, as well as political resistance to the reforms
from some quarters.

14.  In the areas of public enterprise reform and bank restructuring, the authorities
have made notable progress, but important challenges remain. Consistent with the Fund’s

® Mongolia reached an agreement with Russia for the clearance of overdue debt service
payments as of end-1999, and for the payment of debt service due in 2000 and 2001, in
November 2000. However, debt service arrears reemerged at end-2001 and have yet to be
settled, although a new schedule for their clearance was agreed in March 2002,

7 An FAD mission evaluated the new revenue sharing arrangements in September 2002,



-14 -

advice during the last Article [V consultation, the Trade and Development Bank (TDB) has
been privatized and is to be transferred to a consortium of foreign investors before end-2002.
Impressive progress has also been made in the restructuring of the Agricultural Bank, which
has been operated over the last two years under a donor-funded external management contract.
However, the privatization of other large enterprises which are still carrying out loss-making
quasi-fiscal activities has been delayed, while the energy sector’s persistent financial
imbalances continue to pose a threat to medium-term fiscal and external sustainability.®

15. The recent policy trends, together with the weak global environment, have
clouded Mongolia’s medium-term prospects for sustained economic growth. In the short
run, continuing robust growth in the industrial and service sectors could help raise real GDP
growth to 3%-4 percent in 2002, provided that the drought-related losses in the agricultural
sector can be contained. Given the considerable lags with which the incipient loosening of
monetary and fiscal policies may affect domestic demand, inflation could remain within the
single-digit range during 2002. While the current account deficit is projected to widen
somewhat in 2002, its financing should be facilitated by the private capital inflows resulting
from the privatization of TDB. Nevertheless, with the recovery in major export markets
remaining timid, and with external competitiveness coming under threat, the medium-term
outlook for exports is highly uncertain. Moreover, unless prompt steps are taken to reverse the
recent trend towards easier monetary and fiscal policies, investor and donor confidence could
tend to be eroded, further weakening the outlook for sustainable private sector-led investment
and growth.

III. POLICY DISCUSSIONS

16. The authorities and the staff agreed that the fragility of the domestic and global
environment called for redoubled efforts to protect macroeconomic stability and
maintain the momentum of market-oriented structural reform in order to achieve the
authorities’ objectives for sustainable growth and poverty reduction. It was agreed that
enduring fiscal consolidation would have to remain a centerpiece of the government’s
medium-term macroeconomic stabilization strategy. More specifically, rigorous pursuit of
expenditure-saving reforms would be essential to enable the authorities to gradually reduce
unproductive expenditures in relation to GDP, pave the way for an eventual reduction of the
tax burden on the private sector, and increase the room for maneuver in the conduct of

® For a more detailed review of recent developments in public enterprise reform and
privatization, see Chapter I of forthcoming Selected Issues paper.
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monetary and exchange rate policies. Nevertheless, there was considerable debate on the
detailed aspects of fiscal, monetary and external sector polices and related reforms that would
be consistent with the achievement of the above objectives.

A. Fiscal Policy and Reforms

17.  The staff cautioned that the authorities’ continued lax expenditure policies posed
by far the greatest threat to macroeconomic stability and the government’s medium-
term growth and poverty reduction goals. The siump in the earnings of the copper mining
and cashmere sectors, together with declining dividends from enterprises that have been, or are
about to be, privatized, suggested that overall revenue growth could no longer be counted on to
restrain the overall government deficit. In these circumstances, the implementation of the
government's planned increases in wages and pensions would likely exert further strong
upward pressure on current outlays, which are already very high in relation to GDP. The
resuiting pressure on the overall government deficit would likely lead to resumed growth in the
NPV of public debt in relation to GDP, which would not be sustainable, and/or would lead o
costly cuts in public investment. Last but not least, the continuing recourse to heavy external
borrowing to finance a large government deficit would continue (o tilt the policy mix required
to maintain short-term macroeconomic stability in favor of a tighter monetary policy, and
could also exert upward pressure on the exchange rate, with potentially damaging effects for
competitiveness, export growth, and medium-term balance of payments stability.

18.  As a first step towards the restoration of fiscal sustainability, the team urged the
authorities te adopt as soon as possible a realistic and transparent amended budget for
2002, which should be centered on expenditure restraint. Consistent with the objective of
placing the NPV of public debt on a clearly declining path, and to partially accommodate the
fall in tax receipts stemming from the decline in the world prices of copper and cashmere, the
team recommended that the amended budget aim to contain the government deficit to

6Y4 percent of GDP. Such a target would require the adoption of measures o reduce
government expenditure to no more than 42%2 percent of GDP. To meet this objective without
having to make drastic cuts in capital expenditures, the average increase in civil service wages
and pensions to take effect during the last quarter of 2002 would need to be reduced to no
more than 10 percent. The team also recommended that any general salary increase be limited
to what would be required to compensate for the effects of expected inflation; the remainder
should be differentiated on the basis of productivity, in consultation with the World Bank.’
Qutlays on goods and services should be restrained to the extent possible, but should still be
realistically budgeted to avoid any new accumulation of arrears. It would also be important to
protect the government’s credit-worthiness and reassure investors and donors about its future
debt-servicing capacity by making adequate allocations for a continued reduction in domestic

® In the context of its Public Expenditure and Financial Management Review (PEFMR), the
World Bank fielded a mission to Ulaanbaatar in September 2002 to discuss alternative options
for civil service wage policies and reform strategies. '
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and external arrears, especially in connection with post-1991 debts to Russia. The team
emphasized the need to fully reintegrate into the amended budget the accounts of the 26 social
sector entities that were excluded from the initial budget and to keep them on-budget thereafter
as long as they conduct any fiscal or quasi-fiscal operations.

19. An amended badget for 2002 was approved by an extraordinary session of
Parliament on August 30, 2002, Consistent with the staff’s advice, the amended budget
reincorporated the accounts of the aforementioned 26 social sector entities, included more
conservative revenue estimates, and aimed to restrain the overall deficit to 6%2 percent of GDP.
To achieve this deficit target, the projected increase in net lending for capital projects was
revised downwards. However, there are doubts about the realism of the budget’s other
expenditure estimates, Wage and salary allocations, in particular, seem barely adequate to

“cover the overruns in evidence so far in 2002, and would likely fall short of what would be
needed to fund the budgeted 20 percent increase from October 1. The allocations for goods
and services are lower by 1 percentage point of GDP relative to the 2001 outturn and could
prove insufficient to meet budgetary entities’ ordinary needs. In addition, a sharp reduction in
domestic net lending, which is envisaged for the latter part of 2002, is to be funded throu gh
large net repayments of previously loaned funds, which may well fail to materialize. Finally,
no allocations appear to have been made for the repayment of external arrears. In all, to meet
the sustainability objective, domestically financed capital expenditures would probably have to
be sharply curtailed, while existing plans for wage and pension increases would have to be
deferred or suspended.

20. It was agreed that a credible public sector reform program to gradually reduce
the ratio of current expenditare to GDP would have to be the centerpiece of Mongolia’s
fiscal consolidation strategy over the medium term, so as to eliminate pressures for
further increases in taxes and/or cuts in capital expenditures down the road. In this
context, the team expressed concern that the authorities’ existing plans to grant further civil
service wage and pension increases in 200304 were inconsistent with the attainment of the
above objectives. The authorities maintained that their planned wage increases were necessary
to ensure adequate remuneration of civil servants and would be offset by the outsourcing of
social sector functions and a downsizing of the civil service (Box 4). However, the team noted
that the measures proposed by the government to accommodate the wage increases appeared to
be neither credible nor desirable. A downsizing of the public sector achieved through the
contracting out or privatization of social services was unlikely to generate any real savings and
might only lead to an increase in contingent government
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Box 4. Government’s Fiscal Reform Agenda and Implications
for Fiscal Sustainability

The Government of Mongolia has endorsed an ambitious fiscal reform agenda with the overriding aims of
improving the pro-business orientation of the tax system while also providing for the funding of the increases in
public wages and pensions envisaged in its Action Program. While the details on these measures have yet to be
worked cut pending their consideration by Parliament, this box describes the highlights of the reform agenda,
and the staff’s assessment of the implications for fiscal sustainability, based on available information.

Revenue Side

Reduction in income tax rates. The top rate of the corporate income tax (CIT) and the personal income tax
(PIT) is to be reduced from 40 percent to 30 percent from January 2003 and would be lowered further toward a
unified rate in the medium term. While the loss of PIT revenue would be small, the resulting loss in CIT
revenues is projected to be on the order of 0.6 percentage points of GDP.

Increase in tax exemptions. A set of tax incentives for promoting exports and investment is to take effect in
2003. As a first step, in June 2002, legislation was passed to establish a free-trade zone in Altanbulag aimag. In
addition, the PIT tax credit is to be increased in two stages (estimated revenue loss of 0.1 percentage points of
GDP a year in 2003—04), and VAT exemptions are to be introduced for processors of agricultural products, to
offset cascading and bring the processing industries’ tax liabilities more in line with actual value added.

Broadening of the tax base. To make up for the revenue losses from the above measures the authorities plan to
eliminate a large number of tax exemptions, including, most notably, the temporary tax relief for industries with
foreign investment or substantial exports and the exemption of domestic beer from the excise tax.

Expenditure Side

Wage and pension increases. Under the 2002 budget, public wages and pensions would rise by 20 percent
from October 2002, However, according to a tripartite agreement signed by trade unions, the employer’s
federation, and the government in June 2002, the increase would be 25 percent in 2002 and would be followed
by another increase of 30 percent in 2003, while the government’s draft Medium-Term Budget Framework
(MTBF) envisages an increase of 20 percent with effect from October 2003, followed by a further increase of
27 percent, with effect from April 1, 2004. As a result of these increases, the ratio of current expenditutes (o
GDP would rise by 1!4-2 percentage points of GDP in 2003 and another 3% percentage points in 2004.

Social sector privatization and civil service reform. To contain its wage bill during 2003-04, the government
intends to privatize in a phased manner 90 institutions in the health and education sectors, while also
introducing reforms to streamline the civil service. As a result, 16 percent of current government employees
would have their civil service status revoked, and another 12 percent would be laid off.

Social security reform. Further saving would be generated by increasing the female retirement age of 55 by
half a year annually, up to 60, abolishing early retirement, and expanding the coverage of the pension scheme to
herders and self~employed starting in 2003. The authorities estimate that the combined annual savings generated
through these measures would amount to 0.5 percentage points of GDP in 2003.

In the staff’s view, the government’s wage and pension policies and reform agenda would pose a serious
threat to fiscal sustainability. On the revenue side, the uncertain benefits from the broadening of the tax base
would be unlikely to make up for the losses resulting from the reduction in tax rates. In addition, while most of
the new tax exemptions aim at newly established enterprises, the tax base could be significantly eroded over
time owing to abuse and increased administrative costs. On the expenditure side, layoffs of the suggested
magnitude would be difficult to implement in a timely manner in the light of other countries’ experiences, and
the planned social sector privatization would either undermine service delivery or would be unlikely to vield
any true budgetary savings. While some of the envisaged pension reform measures could generate welcome
savings in the long run, their impact on the budget would likely be negligible over the medium term.
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liabilities which would undermine fiscal transparency. Moreover, existing proposals for large-
scale civil service layoffs did not seem realistic, nor did the government’s plans for across-the-
board wage increases appear justifiable on the basis of economic considerations. '

21.  To minimize the threat to macroeconomic stability, lessen any adverse impact on
service delivery, and enhance the pro-growth orientation of fiscal policy, the team urged
the authorities to suspend their existing plans for civil service wage and pension
increases for 2003—04. The authorities were also encouraged to postpone any decisions on
their future wage and pension policies until they have had a chance to reconsider their options
for civil service and pension reforms in a systematic and realistic manner, in consultation with
the World Bank. The government’s final wage policy decisions would need to be clearly
justified, articulated and costed in the final version of the MTBF, which is now expected to be
submitted to Parliament in May 2003. The authorities indicated a willingness to review these
matters in collaboration with the World Bank’s PEMFR team, which was tentatively scheduled
to return to Ulaanbaatar for follow-up discussions on civil service reform issues in

November 2002.

22.  The authorities and the staff agreed that the high burden of taxation on the
private sector was a drag on investment and growth, which needed to be reduced over
the medium term. Nevertheless, given the risks on the expenditure side, the team cautioned
against the planned introduction of any new tax cuts and incentives under the 2003 budget.
The authorities’ preliminary plan was to reduce income tax rates and introduce new tax
incentives to promote exports and the processing of agricultural products, while taking some
steps to broaden the tax base. While the government believed that this tax reform agenda
would be revenue-neutral, the team questioned the reliability of the estimated short-run
benefits from the broadening of the tax base. Instead, the team considered it appropriate to aim
to stabilize the revenue-to-GDP ratio over the medium term, with a progressive expansion of
the tax base making room for a gradual reduction of tax rates. However, pending the approval
of a sound and credible wage and pension policy, the team recommended that the government
postpone any reduction in tax rates, abstain from the

10 While the average monthly wage of civil servants was equivalent to about USS50 during
2001, which was 1020 percent below the average wage level in the private sector, wage data
are likely to understate the total compensation of civil servants. In addition, civil service wage
increases in recent years—including those implemented in October 2002—have been skewed
in favor of lower-level staff. Thus, while unskilled civil servants’ wages have probably caught
up with those of their private sector counterparts, the salaries of managerial staff have lagged.
Given the overriding need to protect fiscal sustainability, the challenge for the government will
be to restrain its overall wage bill, while also taking steps to decompress its wage structure,
attract quality civil servants, and shed unproductive employees.
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granting of new tax holidays, and suspend plans to establish free trade zones. While the
legislation to establish Mongolia’s first free trade zone has since been approved by Parliament,
the authorities indicated a willingness to withdraw their other tax proposals.

23.  The team urged the authorities to step up their efforts to improve fiscal
transparency in the period ahead in line with the recommendations of the fiscal ROSC.
The authorities explained that the compilation of semi-annual general government accounts in
accordance with GFS methodology had been delayed, largely because of technical constraints
and questions about the division of responsibilities within the MOFE. Following the recent
presentation of the fiscal accounts for 2001, significant progress was being made towards
producing data for general government operations for the first half of 2002. Given the
discontinuities in the budgetary data resulting from the exclusion of 26 social sector entities
from the 2002 budget, the team emphasized the importance of producing properly consolidated
semi-annual accounts for the full generat government as a matter of priority.

24.  After substantial delays in its pilot phase, the authoritics decided to expand the
TSA program on an accelerated basis, following participation in an IMF-sponsored
conference on treasury reform in Kazakhstan. Although the staff team cautioned that it
might be more prudent to first complete and assess the pilot phase, the government began a
country-wide roll-out of the TSA arrangement in July 2002, including by establishing local
treasury offices in all provinces, closing most budget entities” bank accounts outside the TSA
arrangement, and beginning to process payments exclusively through reasury ledger accounts.
To minimize political resistance at the early stages of reform, the social insurance authority
(SIA) and the Mongolian National University (MNU), which had been included in the TSA
pilot, as well as nonpilot budget entities with considerable own revenues, have been excluded
from the TSA for the time being. To address technical difficulties in remote locations in which
there is no BOM branch, each local budgetary office would maintain a separate TSA at a
commercial bank of its choice, provided that the selected bank meets a specified set of
prudential standards. The staff urged the authorities to implement the rephased TSA program
with determination. A key pending issue was the future treatment of the SIA. Another
difficulty related to the TSA bank accounts for the Ulaanbaatar City municipality. These
accounts should, in principle, be maintained at the BOM, but are temporarily maintained with
Ulaanbaatar City Bank, which has long-established economic and political links with the
Ulaanbaatar City government.

B. Monetary Policy and Banking System Reforms

25.  While monetary and credit developments may have been influenced by an
upward shift in money demand in the face of the ongoing rehabilitation of Mongolia’s
banking system, it was agreed that monetary growth needed to be moderated over the
medium term to achieve the government’s disinflation and external reserve objectives. In
the authorities’ view, the rapid expansion of bank lending to the private sector that
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occurred in 2001 should not be a cause for concern as their efforts to improve the legal
environment to facilitate loan recovery had made the banking system more resilient and better
able to manage credit risks. Nevertheless, following the continuing rapid growth of money and
credit during the first half of 2002, the authorities recognized the need to guard against an
overly rapid expansion of bank liquidity and undertook to contain reserve money growth to
well below 20 percent over the full year. Accordingly, beginning in July 2002, the BOM took
steps to raise the rates and placement of BOM bills. However, the staff cautioned that the
authorities would need to take much stronger action in the period ahead if they are to adhere to
their monetary targets, especially if there is a continuing increase in net bank credit to
government.

26.  The discussions recognized that a continuing increase in the BOM’s NIR could
necessitate large-scale sterilization operations in order to contain reserve money growth
within a prudent range. In these circumstances, it was agreed that other monetary policy
instruments needed to play a supportive role in the short run to ensure that the issuance of
BOM bills does not place an undue burden on the BOM’s profit and loss accounts. The BOM
agreed that it would need to monitor closely its on-lending undertaken with concessional
external assistance and avoid injecting funds into the banking system through the use of other
instruments. To ease concerns about the possible implications of the 2002 Monetary Policy
Guidelines, which stipulated that the BOM would offer new rediscounting facilitics and
preferential credit schemes for selected enterprises, the BOM issued a circular to commercial
banks in June indicating that it would not engage in any such operations during 2002. Over the
medium term, with fiscal consolidation and the orderly servicing of public debt gradually
enhancing the government’s creditworthiness, the BOM could begin to convert its holdings of
government debt into marketable securities and substitute these or other government debt
instruments for BOM bills in monetary management operations.

27.  The mission emphasized that the development of a sound and efficient banking
system was essential to prevent a reemergence of new contingent liabilities for the
budget over the medium term and would be key to promoting the private sector as the
main engine of economic growth, In this context, the team welcomed the introduction of
legislation which had facilitated bank seizures of collateral on nonperforming loans. The
rehabilitation of the Agricultural Bank, together with the privatization of the TDB and the
commencement of operations in Mongolia by a number of foreign-based credit institutions, all
pointed to significant improvements in bank competition and efficiency. However, some
preliminary indications suggested that rapid credit growth in the face of a compression of bank
profit margins was beginning to lead to a decline in some institutions’ loan quality and a
reduction in the banking system’s aggregate risk-based capital adequacy ratio, while the
widespread bank practice of repetitive roll-over of loans tended to understate the level of
nonperforming loans. The authorities were urged to take steps to tighten enforcement of loan
classification and provisioning standards in line with recent MAE mission recommendations.
In the case of problem banks, the team stressed that decisive actions should be taken to
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ensure compliance with existing memoranda of understanding (MOUs) and, if needed, the
MOUS should be amended to foster the build-up of liquidity required to fund expected deposit
outflows following TSA implementation. The team was informed that the BOM had recently
issued new anti-money laundering recommendations to banks in line with Financial Action
Task Force (FATF) guidelines, although new legislation would need to be enacted to require
banks to file reports on suspicious accounts and empower the autherities to freeze such
accounts.

C. External Sector Policies

28. The authorities and the staff agreed that exchange rate flexibility needed to be
enhanced in the period ahead to support Mongolia’s strategy of export-led investment
and growth. It was noted that the sustained inflows of foreign assistance, including in
connection with the budget, together with the recent pickup in emigrants’ remittances, had
probably been among the factors underlying the recent strength of Mongolia’s balance of
payments (Box 5). In this context, the BOM’s intervention practices, together with the system
used every week to set its official exchange rate, had resulted in the maintenance of a virtually
stable nominal exchange rate vis-a-vis the U.S. dollar between late 2000 and mid-2002, In the
team’s view, the consequent real effective appreciation of the togrog in the face of a
weakening of export growth and a worsening of the global environment was a potential cause
for concern. The authorities believed that the recent developments basically reflected market
forces, which had enabled the BOM o maintain exchange rate stability while accumulating
reserves and comfortably meeting its NIR targets. However, the team observed that, to the
extent that some of the continuing large capital inflows, including in connection with the
privatization of TDB, cannot be sustained over the medium term, an upward adjustment in the
BOM'’s NIR target might be warranted in the short run.

29. It was agreed that policy vigilance would be required to guard against an
excessive erosion of external competitiveness, especially in light of China’s recent
accession to the WTO, which could place Mongolia’s manufacturing exports under new
competitive pressures. To improve the responsiveness of the exchange rate to market forces,
the BOM took steps to widen the buy-sell margin around its mid-point market intervention rate
beginning in July 2002 and agreed to consider adjusting the mid-point rate on a daily rather
than weekly basis in the period ahead to allow for greater exchange rate flexibility. To address
concerns regarding the exchange rate clause of the Monetary Policy Guidelines for 2002, the
BOM undertook an exchange of letters with the Chairman of the Parliament’s Economic
Standing Committee, which clarified that that clause will not bind BOM policies during the
rest of 2002.

30. It was also agreed that Mongolia’s continued heavy reliance on debt inflows to
cover its current account deficit, together with its vulnerability to terms of trade and
climatic shocks, might constrain the country’s future debt servicing capacity. Against this
background, external debt management policies would have to remain prudent and the
authorities should not provide new public guarantees on private-sector external borrowings
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Box 5. External Performance and Short-Run Prospects in an
Uncertain Global Environment

The recent slowdown of the world economy has led to unusually large uncertainties and downside risks
for both developed and emerging economies. The downside risks reflect the possibility of a prolonged or
double-dip slowdown in activity in major industrial countries, coupled with an apparent increase in risk
aversion among investors, which could put a damper on both commodity trade and international capital flows,
thus discouraging investment and growth in capital importing countries,

Mongolia®s export performance is vulnerable to changes in global demand conditions and terms of trade
losses, but it kas so far enjoyed some measure of protection from the recent slowdown, owing in part to
the geographical pattern of its trade. Its main exports include copper, gold, processed and unprocessed
cashmere products, hides and skins, meat, and other animal products. The outlook for exports of copper has
worseried markedly in the last year, as the slowdown in high-technology industries depressed international
copper prices. Moreover, demand for finished cashmere products in major industrial countries, especially the
U.S. and Japan, has slowed. However, the impact of these developments on Mongolia’s export eatnings has
been moderated, so far, by a rise in gold prices, increased gold production from newly developed mines, and
compensating increases in the volume of exports of copper and raw cashmere. The vulnerability of Mongolia’s
export performance may have been limited so far by continued strong economic growth in Russia and China,
which are Mongolia’s largest trading partners. Russia absorbs most of the meat exports from Mongolia;
although Mongolia’s major exports to China are globally traded commodities (copper, other metals, and raw
and partially processed cashmere), which may be ultimately destined for export to industrial countries, the
demand for these products is also influenced by China’s domestic demand, which has so far been robust.

The short-term impact of a worsening external environment on Mongolia’s current account has also been
moderated by the sustained growth in receipts from emigrants’ remittances. While not all of these inflows
are recorded in official balance of payments statistics, there is considerable anecdotal evidence suggesting that
receipts from emigrants to Korea alone have become a steady source of foreign exchange and are among the
factors accounting for the recent strength of the togrog. In all, the net effect of a weakening global cutlook on
Mongolia’s current account should be modest during 2002. The staff’s baseline scenario now projects a current
account deficit during 2002 that exceeds the projection in the last staff report (EBS/01/166) by US$15 million
ot 1.2 percent of GDP.

Mongolia’s limited reliance on private capital makes it less exposed to the risks stemming from a possible
drying up of commercial loans. While foreign direct investment (FDI) is likely to decline in response to the
worsening prospects for the copper and cashmere industries, the inflows associated with the recent privatization
of TDB alone are projected to be on the order of at least US$12 million {1 percent of GDP) in 2002 and another
US$28 million (2.2 percent of GDP) during 2003-04, While a major risk is that the decline in new FDI inflows
may be exacerbated by a reduction in official loan disbursements if the government does not take timely action
to bring its reform program back on track, this is a risk that is unrelated to the global environment.

The upshot of this analysis is that, if domestic policies are brought into line with staff recommendations,
the effect of the worsening global environment on Mongolia’s external finances should be manageable in
the short run. A modest widening of the current account deficit could be readily covered by the significant
inflows of concessional financing and private capital, which are already in the pipeline. In the event that a larger
than expected widening of the current account deficit threatens the achievement of the BOM’s reserve
objectives, a market-driven depreciation of the exchange rate could serve to restore balance of payments
equilibrium without adversely affecting investment and medium-term growth prospects.
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nor contract any new nonconcessional external debts. The authorities were also intent on
maintaining orderly relations with all creditors and had reached agreement on a schedule for
the settlement of arrears on post-1991 debt to Russia. In addition, they noted their readiness to
reach early agreement with Russia on the large stock of pre-1991 transferable ruble debt. Steps
were also under way to resolve other outstanding claims by foreign creditors on the order of
US$30—40 million, which had arisen from the past issuance of guarantees on nonconcessional
external loans to public and private enterprises.

31. The authorities recognized that a liberal trade and investment system would have
to remain a linchpin of Mongolia’s export-oriented growth strategy. While Mongolia’s
formal trade regime is among the least restrictive in Asia, inconsistent application of customs
regulations and a lengthy customs clearance process, together with an excessive number of
required licenses, inspections, and certificates may still discourage trade and foreign direct
investment.!! The team urged the authorities to simplify customs controls, licensing, and
regulations, especially in connection with quality certification for the import and export of raw
materials and minerals. Equally important, steps should be taken to ensure that laws and
regulations are enforced in a transparent and nondiscriminatory fashion by the national courts
and regulatory authorities. Given the large investment requirements for the rehabilitation and
upgrading of essential infrastructure, a special effort may be required to increase private
participation in infrastructure projects. The authorities noted that they had recently established
a one-stop agency for foreign investors, and were taking steps to remove laws or regulations
that protected the BOM’s dominant role in the marketing of gold exports.

IV. MEDIUM-TERM OUTLOOK AND DEBT SUSTAINABILITY ANALYSIS

32.  Mongolia’s debt-to-GDP ratio is very high, even with the assumption that the
pre-1991 transferable ruble debt to Russia can be rescheduled on terms that are
relatively favorable. In this context, it is difficult to identify the conditions that would ensure
medium-term fiscal and external sustainability with any degree of certainty. For illustrative
purposes, the staff has made a preliminary attempt to estimate the potential impact of
alternative terms of settlement of the transferable ruble debt (Annex ITD). The results indicate
that, even with an up-front discount rate of 90 percent, both the stocks of Mongolia’s public
debt and external debt would exceed 180 percent of GDP by end-2002, while the ratio of
public debt to general government revenue would exceed 500 percent of GDP and the ratio of
external debt to exports of goods and services would be higher than 250 percent (see Table
below). To ensure fiscal and external sustainability in these circumstances, in conjunction

1 For a summary of Mongolia’s trade regime, see Annex of the forthcoming paper on Selected
Issues and Statistical Appendix.
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with the policies recommended above, Mongolia might need to secure better terms for the
restructuring of its debt to Russia and/or approach the Paris Club to request a formal
rescheduling on the whole stock of its official debt.

Mongolia: Summary Indicators of Fiscal and Extemnal Sustainability

(In percent)
Projections
2002 2003 2004 2005 2006 2007
L Baseline Scenario 1/
A. Excluding pre-1991 trunsferable ruble debt to Russia
Public debt/General government revenues 2482 2454 2433 2365 2277 2184
Public deb/GDP 88.3 370 870 846 814 781
External debvExports of goods and services 1279 1276 1275 1239 1217 1194
External debvGDP 87.0 877 870 84s 813 777
Public Debt ServiceAGeneral goverment revenues 80 1006 83 6.8 6.4 6.3
External Debt Service/Exports of goods and services 47 4.2 4.1 4.1 4.0 4.0

B. Including pre-1991 transferable ruble debt to Russia, with settlement
at end-2002 at 90 percent discount

Public debt/Gencral government revenues 5142 4897 4680 #2909 4169 3802
Public deb/GDP 184.1 1759 1679 1589 1496 1364
External debt/Exports of goods and services 268.0 2557 2460 2328 2237 2001
Extemnal debtGDP 1822 1758 1679 1589 1495 1360
Public Debt Service/lieneral government revenues 160 248 214 188 175 282
External Debt Service/Exports of goods and services 47 117 110 105 39 160

11. Sensitivity analysis (excluding pre-1991 transferable ruble debt to Russia)
A. Public debt-to-GDP ratio
1. Interest rate, real GDP growth rate, primary balance and non-debt flows

(in percent of GDP) are at average levels of past seven years 926 960 1002 1029 1050 1069
2. Real GDP growth shock in 2002 and 2003 (two standard deviations) 925 960 944 913 876 837
3, Primary balance shock in 2002 and 2003 {two standard deviations) 976 1048 1024 986 942 897

B. External debt-to-GDP ratio
1. Interest rate, real GDP growth rate, US$ GDP deflator growth, non-interest

current account, and non-debt flows (in percent of GDP) are at average levels 85.0 846 842 B30 BOB 779
of past scven years,

2. Combined shocks on interest rate, real GDP growth rate, US$ GDP deflator
growth, non-interest current account, and non-debt flows in 2002 and 2003 964 1034 1016 982 939 §94
(one standard deviation).

3. Ome-time 30 percent depreciation shock in 2002 1241 1224 1193 1146 1R2 1036

1/ Staff projections, hased on the assumption that the authoritics implement policies along the lines recommended by the staff
team during the Article IV consullalion and program discussions.

33.  Pending a settlement on the above issues, the staff has developed a framework to
assess Mongolia’s fiscal and external debt dynamics under a number of alternative
scenarios. The baseline scenario suggests that, if the authorities adopt reforms to progressively
lower the ratio of current government expenditure to GDP as needed to reduce the overall
budget deficit 1o 44Y2 percent of GDP by 200607, the external current account deficit
(including official transfers) would be manageable, and the stocks of both external debt and
public debt would peak in 2002-03 and decline steadily thereafter (Table 3). However, the
levels of external and public debt would remain high, with post-1991 debt amounting to

80 percent of GDP by 2006 and total debt, including the pre-1991 transferable debt to Russia
on the assumption that it is settled in 2002 at a 90 percent discount, amounting to 150 percent
of GDP. These results underscore the vulnerability of Mongolia’s fiscal and external positions
and reinforce the need for steadfast adherence to a sound medium-term policy framework
along the lines discussed in the preceding sections.
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34.  Abstracting from the potential new burdens on the budget and the balance of
payments that may result from a settlement on the pre-1991 debt to Russia, the baseline
scenario shows considerable resilience to external shocks, although a number of risks
need to be highlighted. As illustrated in Arnex III, which details the results of a number of
stress tests, the pursuit of policies along the lines envisaged in the baseline scenario should
help to improve Mongolia’s debt dynamics over the medium term even if the economy is
subject to a variety of external shocks. Indeed, the biggest risk would be faced in the case of
policy slippages, especially in the fiscal area. Thus, a widening of the government’s primary
deficit towards the average level observed over the last few years, together with a worsening
outlook for growth, could lead to continuing increases in Mongolia’s post-1991 public debt,
which would rise to more than 105 percent of GDP by 2006-07. Beyond this, the results also
highlight Mongolia’s exposure to the risks associated with a large depreciation of the exchange
rate and/or a real GDP shock. Mongolia has experienced both types of shocks in the recent

past, and its continuing vulnerability to the effects of potentially volatile terms of trade and
climatic conditions reinforces the need for prudent fiscal and external debt management
policies and a flexible exchange rate policy.

V. OTHER ISSUES

35.  The discussions followed up on the recommendations of recent Fund technical
assistance on economic and financial statistics (Box 6 and Annex IV), To remove the
uncertainties relating to recent national accounts data, the authorities were urged to finalize
their decision relating to the appropriate treatment of extraordinary weather-related losses to
the herd stock as soon as possible and implement it in a transparent manner, In the fiscal area,
the authorities would need to take decisive steps to ensure the timely compilation and reporting
of semi-annual fiscal data in accordance with GFS methodology, as noted earlier.

36.  The recently completed on-site safegnards assessment of the BOM identified
several vulnerabilities, particularly in the areas of its financial reporting framework and
system of internal controls (Annex V). In accordance with staff recommendations, the BOM
at the end of 2001 unwound its credit guarantees to domestic gold mining companies provided
under its deposit and trading agreement with a foreign metals trading company. Consistent
with the safeguards assessment’s recommendations, the BOM had recently published its
audited financial statements for 2000 and 2001, obtained an independent appraisal to support
the fair value of its property, and enhanced its monthly reconciliation procedures for data on
NIR. The BOM was also taking steps to fully adopt International Accounting Standards (IAS),
so as to provide-a transparent accounting for its gold and foreign exchange option and
derivative transactions in its financial statements. In the meantime, the BOM agreed to provide
the staff with monthly data on its off-balance sheet transactions along with NIR data. The
BOM is also considering ways to amend the central bank law to provide independent oversight
of its operations.

37.  The government circulated its first draft of a full PRSP to the donors attending
the Mongolia Consultative Group meeting held in Ulaanbaatar in July 2002. The staff’s
preliminary view is that, while progress has been made towards broadening participation in
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Box 6. Status of Implementation of Measures to Strengthen Statistical Data

A Data ROSC mission, which visited Mongolia in May 2000, prepared an assessment of data dissemination practices
in Mongolia against the GDDS, and the data module of the ROSC was posted on the Fund’s external web site in May
2001. The ROSC mission found that the data produced generally met, and in many instances exceeded, the
recommendations of the GDDS with respect to periodicity and timeliness of dissemination. However, further
improvements were recommended with respect to data quality and policy value. Specific recommendations for
improvements in fiscal data quality were subsequently provided by a joint FAD/STA mission in March 2001, which
also initiated the preparation of a fiscal ROSC; the status of implementation of these recommendations has been
covered in the discussion on fiscal policies above. The steps that have been taken to follow up on some of STA’s other
recommendations are summarized below.

Areas for Further Development

Status

Real Sector

The national accounts are weak in coverage of the
informal sector and small-scale activity, and the
me¢thodology for dealing with catastrophic losses in
the animal husbandry sector remains under question.
Laber market statistics need to be developed
through the establishment of quarterly sample
surveys.

The methodology for the derivation of the GDP
deflator is questionable,

There is no Producer Price Index {PPI).

There is no national Consumer Price Index (CPI).
The capital city CPI is used as the national CPI.
GDP data on the expenditure side arc not available
on a timely basis, and have large discrepancics with
the production side data.

Raw data need to be refined with a view to producing
reliable quarterly estimates of GDP.

A working group has been set up to assess the
options for the treatment of catastrophic losses, but
the decision on this issue has been delayed, owing to
the political sensitivity attached to GDP data.
Preparatory work for a Labor Force Survey was
conducted in 2002 under joint NSO-ADB project,
but follow-up steps have not yet been taken.

The NSO plans to introduce a double-deflation
method for 2002-04.

The industrial sector has started using the Central
Product Classification codes with a view to
developing them as a base of PPL.

Data collection is under way to develop a national
CPL

Fiscal Sector

Actual annual data that are publicly disseminated are
limited to general government operations.

The classification detail is insufficient. No data on the
overall balance and its financing are disseminated.
Only a total figure on central government debt is
published without disaggregation.

Some detailed information on the central and local
government has been made available in annual and
monthly publications.

Monthly reports now cover the overall balance, and
the authorities are considering electronic publication
on monthly fiscal data including financing data.

Financial Sector

The range of interest rates needed for policy
evaluation is not published.

The BOM is ready to disseminate data on interest
rates on government bonds.

External Sector

Daia on merchandise trade arc subject to significant
end-of-year revisions by the General Customs
Administration, which raise questions about the
accuracy and reliability of monthly and quarterly data.
Private sector transactions related to services,
emigrants’ remiftances, foreign direct portfolio
investments, and short-term capital flows are
inadequately covered and there are significant gaps in
the measurement of private sector external debt.
An international investment position statement is
not produced.

The Customs Administration has begun to
implement a system of verification of trade data
through comparison of Mongolian data with data of
major partner countries.

The BOM has introduced an enterprise survey to
improve the measurement of foreign direct
investment. A draft Law on Foreign Exchange
Regulation has been prepared to set the legal
obligations for residents to provide the BOM with
the necessary information to compile the balance of
payments statistics.
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the consultative process and enhancing national ownership, significant gaps will need to be
filled in the macroeconomic framework, the policy matrix, and poverty indicators before the
PRSP is ready to be considered by the Fund and Bank Boards.

V1. STAFF APPRAISAL

38.  Mongolia has made progress towards stabilizing and reforming its economy in
recent years, but it continues to face important challenges. Since the conclusion of the last
Article IV consultation in January 2000, the overall balance of payments has recorded
significant surpluses, external reserves have been built up to more comfortable levels, and
inflation has been reduced to the single-digit range. On the structural front, the banking system
has continued to be restructured and rehabilitated, privatization is in the process of being
revived, and steps are being taken to improve fiscal transparency and accountability. However,
economic growth was depressed in 2000-01 by the extraordinarily large weather-related losses
in the animal husbandry sector, and progress towards reducing poverty has been
disappointingly slow. Moreover, the outlook for growth and poverty reduction in the period
ahead is clouded by uncertainties regarding the government’s commitment to the pursuit of
sound macroeconomic policies and market-oriented reforms.

39.  The biggest policy challenges are in the fiscal area. Decisive action to arrest, and
begin to reverse, the recent years’ sharp increase in the ratio of public expenditure to GDP will
be essential to reduce the budget deficit to a sustainable level, eliminate government arrears,
and place Mongolia’s large public debt burden on a clearly declining path. The consequent
reduction in the government’s borrowing requirement should go a long way towards easing the
burden of adjustment on monetary and exchange rate policies, increasing business confidence,
and eliciting continued donor support. A sustainable fiscal position would also be key to
protecting the funding of essential public investment, the provision of basic health and
education services, and social safety nets, as needed to meet the government’s poverty
reduction objectives. But the achievement of these objectives is now seriously threatened by
the prospect of excessive, and economicaily unjustifiable, increases in civil service wages and
pensions, coupled with an erosion in the government’s revenue base. The government’s
existing plans to generate offsetting savings through drastic cuts in the size of the civil service
lack credibility, and it is doubtful whether such cuts could be implemented without
endangering the delivery of essential public services. Moreover, the granting of large general
wage increases prior to the launching of civil service reform would tend to increase the costs
of the reform, and decrease its perceived fiscal benefits, thereby diminishing its political
viability and likelihood of implementation.

40.  While the recent approval of an amended budget for 2002 entails welcome steps
towards the reintegration of all budgetary entities into the government’s accounts, it
falls short of what would be required to prevent a reversal of the recent progress
towards fiscal consolidation. Although the budget’s revised revenue estimates have been
scaled down to more realistic levels, allocations for key categories of spending appear to be
inadequate. To prevent any significant overshooting of the amended budget’s overall deficit
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target without excessively compressing domestically financed capital expenditure, the
authorities are urged to defer or suspend the implementation of the budgeted wage and pension
increases during the last quarter of 2002.

41.  Over the medium term, fiscal policy will need to continue to be geared primarily
to protecting macroeconomic stability, while also aiming to improve public sector
efficiency. To these ends, the authorities are urged to suspend their existing plans for further
wage and pension increases for 2003-04. To reassure investors and donors that political
considerations will not shake the government’s commitment to fiscal sustainability, the
government’s final decisions on wage and pension policies for 2003-04, together with the
accompanying expenditure-saving reforms, should be clearly articulated, justified, and costed
in a realistic MTBF, which should be considered by Parliament as soon as possible. The
government, in collaboration with the World Bank, is also urged to develop and adopt a longer-
run reform program to establish a more productive and merit-based civil service while taking
steps to protect access to basic health and education services.

42. To ensure that scarce public resources are put to the best use, continued efforts
should be made to improve fiscal transparency and accountability. In the area of fiscal
data monitoring and reporting, the preparation of timely semi-annual consolidated fiscal
accounts in accordance with GFS methodology should be undertaken as a matter of priority.
To protect the integrity of fiscal data, the budget for 2003 and future years, and the monthly
monitoring systems for revenues, expenditure and arrears, should continue to cover the entire
general government sector as defined under the 2001 budget. The staff welcomes the recent
progress in the implementation of the government’s rephased treasury reform program. To
restore the program’s credibility, the authorities need to adhere strictly to their revised
timetable for the key measures, including through the timely extension of the TSA to the social
security system. These efforts would warrant continued FAD technical assistance.

43, While the last year’s extraordinary expansion of credit to the private sector is
partly due to a welcome return of public confidence in the banking system, great
vigilance will be needed to prevent macroeconomic difficulties and credit quality
problems down the road. The recent effort to increase the placement and yields of BOM bills
has been an important step in this direction. The authorities are encouraged to take additional
action in the period ahead to protect the achievement of the BOM’s revised monetary program
targets for the remainder of 2002. In addition, any new on-lending programs undertaken with
concessional external assistance should be carefully screened and paced, and the BOM should
abstain from offering any new rediscounting facilities or guarantees for nonconcessional loans.
In the area of bank supervision, the BOM is urged to tighten the enforcement of prudential
standards, including by gathering information on early-warning indicators of loan impairment
and by instructing banks to apply stricter loan appraisal and classification and provisioning
criteria, especially for loans rolled over more than once. In order to improve the transparency
of its own operations and financial statements, the BOM should fully adopt and implement
TAS as soon as possible as recommended by the on-site safeguards assessment.
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44, The flexibility of exchange rate policy needs to be enhanced in the period ahead.
Relatively large and persistent inflows of official and private capital, coupled with the BOM's
intervention practices, may have exerted undue upward pressure on the real effective exchange
rate in recent years, and steps need to be taken to guard against an excessive erosion of
competitiveness. To that end, pending the reduction of the foreign-financed portion of the
government deficit to a sustainable level, the BOM may need to consider adopting a more
ambitious short-term target for its NIR. To enhance the responsiveness of the exchange rate to
market forces, the BOM is also urged to adjust its mid-point rate on a daily basis.

45,  Mongolia’s large public debt and its dependence on foreign aid to cover a large
current account deficit make it highly susceptible to shifts in donor and investor
sentiment. To maintain donor confidence and attract FDI inflows, the authorities will need to
complement sound macroeconomic policies with prudent external debt management and
market-friendly reforms, including by attaching the highest priority to the maintenance of
orderly relations with all creditors and instituting a level playing field for all investors.

46.  The privatization of TDB marks an important milestone in Mongolia’s ongoing
program to establish a more competitive and efficient banking system. The progress
towards the privatization of the Agricultural Bank has also been laudable. Building on these
achievements, the authorities are now encouraged to address with new urgency the economic
and financial problems of other large state-owned enterprises, including in the strategically
important energy sector, with a view to their early privatization.

47.  Mongolia has made significant progress towards developing its statistical base in
recent years, but continued efforts are required to improve data quality and reliability.
The authorities, with the assistance of the resident advisor on real sector statistics, should
adopt without delay a consistent and transparent methodology for the treatment of
extraordinary losses in the animal husbandry sector and, on that basis, finalize and publish
GDP data for 2000 and 2001. The staff also encourages the authorities to take steps to address
remaining weaknesses in the areas of real sector, fiscal, and balance of payments data in line
with the recommendations of STA and FAD technical assistance.

48. It is recommended that the next Article IV consultation with Mongolia be held on
the 24-month cycle that is applicable for program counftries, subject to the provisions of
the decision on consultation cycles approved on July 15, 2002.
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Table 1. Mongolia: Selected Economic and Financial Indicators, 1998—2002

Hominsl GDP (2001} £1030 million
Populations {2001): 2,37 miltion
Quots: SDR. 51.1 miltion

1598 195% 2000 2001 2002
Est Prog. Est. Prog. Proj. I/
EBS//166 EB3/01/166
(Percent change)
Real GDP 33 32 11 14 11 490 39
Consumes prices {period average) 5.4 7.6 ilé 88 3.0 69 5o
Consumer prices (end period) 6.0 10.0 8.1 8.0 8.0 6.0 6.0
(I percent of GDP)
General govemment revenue 276 m2 1s 336 380 27 358
General government expenditure 419 304 405 410 433 398 42.4
Current balance 0.7 £2 k| 7 4.7 31 21
Overall balanes -143 -2.2 68 =73 53 <11 5.6
Netd ic eredit to gov 4.1 0.0 0.7 -1.5 -9 <23 -1.9
Total public debt 2/ 3/ 86D 100.1 947 049 87.6 967 BES
NPY oftotal pubkic debt 718 643 634 60.2 52.4 589
(Pexcent change)
Met foreign assets -l6 %69 36 130 89 16.8 18.0
Net domestic asseix 365 -236 -179 234 96.1 -1.6 242
Darnestic eredit 0.1 -1L1 5.0 o8 4L.6 -4.4 18.4
Credit to enterprises 185 397 205 383 1419 139 405
Broad money 3 7 173 153 28.0 11.1 201
Reserve meney 135 3.8 194 11.1 84 108 129
Broad money velocity (GDE/BM) 4/ 50 43 41 490 35 9 3z
Annual interest raie on central bank bills {percent) 5/ 223 114 85 :%1 13.4
(In millians of US dollars, unless otherwise indicated)
Carrent t bal duding official 1 129 127 =153 -170 -164 -159 <174
({In pervent of GDP) =132 -14.1 <158 -16.7 -159 -14.7 ~158
Camrent bal meiuding official ft =755 0.3 «54.4 ~74,6 -76.8 -76.5 -9r4
{In percent of GDP) -18 4.7 -5.6 =73 =15 <71 83
Trade bakence -120 <113 -140 -150 173 -132 -168
(In peroent of GDP) =124 «12.5% -1d.4 -147 -16.5 -123 =152
Exports, fob 462 454 536 549 513 601 630
(Percent change) =187 -1.8 1840 13 2.4 9.4 204
Irmports, cif 582 567 676 659 693 733 98
{Peroent change) B2 2.6 192 17 23 49 151
Financtal and capital acoount balance 116 62 8 n 7 &1 1t
(In percent of GDP) 12.0 69 70 7.1 17 15 100
Gross official interational yessrves (end-period) &/ 1132 1568 1909 092 2068 2371 240.4
(In weeks of next year/prajected imperts ¢.i.£) il3 121 143 148 135 16.0 149
Public and publicty guaranteed external debt W 755 828 837 912 854 1,009 960
{la percent of GDF) 78.1 914 86.3 894 812 936 B10
NPV of public and publicly guarantesd external debe 3/ M 542 21 h il 639 630
{In percent of GDF) €30 559 579 55.5 0.2 57.1
Debt servics 6/ 36.2 s 242 458 pik) 374 3351
{In percent of exports of goods & servicas) 6.7 57 38 70 53 53 47
Exchange ratss
Togrogs per LLS. dollar (period average) 7/ 241 1,022 1,077 1,130 1,008 1,179 1,104
NEER, end-perind {1995=100) 8/ 59 61 » 62 62
REER, end-period (1995=100) 8/ 118 107 08 - 117 118
NEER, period average (1995=100) &/ 65 63 61 61 62
REER, period average (1995=100) &/ 1% 110 HS5 18 119
Export prices (LS. dollar, percent change) -18.1 <10 13.6 4.3 -119 47 16
Copper price (U.S. dollar, percent change) 381 <38 184 -11.0 <127 133 -0
Impart prices (LS. doltar, parcent change) £8 24 2.5 52 -16 03 1.6
Terms of trade (percent change) -12.1 -48 108 09 -10.4 44 4.0
Real GDP (sxcluding agriculiwre, percent change) 1.7 26 11.5 107 53
‘Nominal GDP (billion togrogs} 817 925 1,045 1,152 L1y 1270 1,245
Nomirnl GDP (milkon U.S. doliars) 972 906 970 1,020 1,030 1.078 1,104

Sources: Mongodian authorities; and Fund staff estimatas and projections.
U'Snﬂ‘projadim.buedmmemmmﬁmmmemimpkmuuwﬁdadmgmhﬁmmdedwmmﬁmmh

lnst roission to Mongolia in fune 2002,
2/ Inchades IMF loans, guarentses wnd arresrs,

I Exchurdes unresnlved claims by Russia estimated at TR 10.5 biltion,

4 Seasonally adjusted figures for broad moeney velocity from 1997 onwards.

5/ Anmualized yield on end-period auction of 14-dey bills. For 2002, as of end-July.

6 Beginring Decernber 2000, inoludes o

7 For 2002, ss of June,
® For 2002, as of Aprit.

jal banks' foreign sxchange deposits with the Bank of Mongolia.
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Table 2. Mongolia: Summary Operations of the General Government, 1998—2002

1998 1999 2000 2001 2002
Actual Program Actual Program Tmtial Initial Proj. 2/ Amend
EBS/01/166 EBS0L/66 Budpet Budget Budget
incl. BE 1/
(In billions of toprogs)
Total revenue and grants 2255 2517 3514 3873 4295 414.3 4306 4486 4457 443
Total expenditure and net lending 342% 3646 4228 47D 4897 5056 5203 5383 528.1 5259
Cwerall halance (incl. grants}) -116.6 -1129 .13 -84.7 502 0.8 -89.7 -89.7 -B24 828
Financing 1166 1173 .o 847 67.1 208 89.7 89.7 824 28
Foreign financing (net) 686 1058 666 361 28 86.5 83.2 832 623 702
Domestic financing (net) 48.0 115 4.4 31 -5.7 -19.8 -15.1 -15.1 4.3 £0
Financing gap 254 242 216 216 244 26
{In percent of GDP)
Total revenue and prants 216 272 336 336 330 327 346 36.0 58 356
Currént revenue 8.5 26.5 332 331 372 320 33.9 354 351 349
Tax revenue and social ssqurity contributions 18.8 197 250 25.7 280 248 279 279 271 273
Income texes 51 4.2 6.0 57 57 58 6.3 6.3 52 54
Social security contributions iz 13 i3 a3 4.3 33 35 315 335 34
Sales tax and VAT 3/ 56 6.5 73 80 92 79 89 B9 9.6 93
Excise taxes 3.0 29 39 4.0 4.7 4.0 4.3 43 43 44
Customs duties and export taxes 0.2 1.0 21 27 24 2.0 20 20 20 19
Other taxes 3/ 1.3 1.3 18 20 22 2.0 30 30 25 30
Nontax revenue 77 6.8 B2 14 8.1 12 6.0 74 B1 17
Capital revenus and grants 11 0.7 05 0.5 08 0.6 07 07 07 0.7
Total expenditure and net lending 419 394 405 410 433 98 48 432 424 422
Cirent expenditure 272 267 301 30.5 324 29.0 303 31.7 330 320
Wages and sajaries 6.8 6.9 82 75 8.1 71 7.4 g0 B.1 83
Purchase of goods and services 122 10.9 119 12.6 144 116 12.2 13.0 142 132
Of which: clearance of budget entitics' amrears - 04 07 03 03 03 03 03
Subsidies to public enterprises 4/ 0.0 0.1 0.0 00 0.5 0.0 0.6 0.6 0.6 [} )
Transfers 6.3 70 81 719 19 76 19 7.9 79 80
Interest payments 1.4 18 1.7 17 1.5 1.7 1.7 1.7 1.7 L7
Contingency allocation - 0.7 1.0 0.5 05 0.5 0.2
Capital expenditure and net lending 146 12.7 10.4 10.5 109 108 ils 1186 9.4 0.2
Capital expenditure 4.2 4.0 50 435 52 4.0 45 4.5 31 45
Danesticaily-financed 42 31 42 34 4.3 29 35 35 22 35
Foreign-financed 0.0 0.9 a8 11 09 1.1 1.0 1.0 09 10
Net lending 105 8.7 54 6,0 57 68 70 10 63 5.7
On-lent foreign project loans (net) 9.0 B3 52 5.8 52 65 67 67 56 56
Damestic lending minus repayments 1.5 04 0.2 0.2 0.5 3 03 03 0.8 0.1

Current balance (exclud, privatization receipts) 07 -02 il 27 4.7 it 3.7 37 21 .

Overall balance (incl. grants) -143 122 68 73 .53 71 72 T2 66 66

Overall balance (incl, grants, exol. Erdenet) - -123 94 983 &5 20 N . 70 a2

Discrepancy between deficit from above and below the line 00 05 2.0 0.0 0.6 0.0 0.0 0.0 0.0 o0

Fmancing 14.3 127 6.3 73 59 71 72 12 6.6 6.6

Foreign Financing (net) 84 114 64 49 64 638 6.7 6.7 5.0 54
Project loans .0 9.4 5.0 71 6.l 78 1.7 17 6.4 6.7
Program loans 09 1.8 13 0.0 21 00 0.0 0.0 0.0 11]
Buligaar 5/ a0 1.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 06
Amortization 1.6 1.1 03 22 1.7 1o 1.0 i0 14 10

Privatization receipts 18 13 0.7 08 0.5 0.8 16 16 16 L6

Settlernent of claims with the BOM 00 0.0 04 09 0.9 0.0 0.0 0.0 0.0 00

Domestic Bank Financing (net) 4.1 0.0 0.7 «1.5 -7 -23 -2.8 -8 -1.9 23

Domestic Non-Bank Financing (net) 0.0 00 2.0 0.0 0.2 0.0 0.0 0.0 0.0 an

Financing gap (identified) 22 0.0 1.9 1.7 1.7 20 17

Memorandum jtems:

Social expenditure 194 181 216 29 204 20
Education 71 7.0 79 87 74 . 34
Health 4.0 39 44 4.7 4.1 s 44
Housing and community 05 0.5 07 0.6 03 . 03
Social welfare 63 6.5 73 7.5 7.5 14
Culture 14 1.2 14 13 1.1 14

Defense expenditure 22 29 25 - 22 . 22 . 22

Public sector arrears 6/ 13 13 11 08 07 0.5 05 05 035

Nomina] GDP 817 925 1,045 1,152 3,131 1,270 1245 1245 1,245 1485

Sources: Ministry of Finance, and Fund staff estimates and projections.
1/ Includes 26 budget entities in the social sectors slated to b devolved under the government's social sector privatization program.
2/ Btaff projections, based on the sssumption that the suthorities implement policies along the lines recommended by the staff team

during its last mission to Mongolia in June 2002,

3/In 2002 the VAT on gold was replaced by a revenue-neutral inerease in the royalty on gold mining, which is included under other taxes.
However, the 2002 budget continues to report the additional reverme from the royalty under the line item domestic VAT,
4/ Beginning with the projections for 2001 this item includes sabsidies to SOE for quasi-fiscal activities which previously had been recorded under

purchases of poods and services.

5/ Equals transfer from BOM for acceptance of contingent liahility.
6/ Public sector amrears comprise arrears accumulated by budget entities and the MOFE treasury, they do not include arrears acorued by extrabudgstary fusds.



Table 3. Mongolia: Quantitative Performance Criteria and Indicative Targets Under the PRGF Arrangement, 2001-02 1/

-Zs_

2001 2002
End-June End-Sep, End-Dec. End-Tune End-Dec.  End-Dec.
Indicative  Adnsted Performance  Adjusted Performance Adjusted Indicative
Actoll  Targets Tamgets  Actual Criteriz Targets Actnat Criteria 15/ Targets Actual Targats 13/ Proj. 6/
EBS/DL16E ERS/0/ 146 EBSAL/ 166 EBSOV166
Quantitative Performance Criteria
(In billions of togrogs)
1. Net bank eredit to govermnment {ceiling) 2/ 3 4 5/ -8.0 =71 125 33 168 -16.2 <187 18 1.0 93 <196 238
2. Net domestic assets of the Bapk of Mongela {stock, ceiling) 47 6/ 7/ & -7 248 =132 =220 -89 -173 -30.4 -19.4 217 -10.1 -40.4 -535
3. Domestic interest aprears (stock, cuiling) 9/ 00 9.0 0.0 090 00 0.0 00 00 0o 0.0 4.0 a0
(in millions of 1.5, doliars, urless otherwise indicated)
4. Net international reserves of the Bank ef Mongolia (stock, floos) W 10 1328 1482 1309 1401 160.6 159.7 1589 170.0 166.8 169.3 1856 195.0
5. New noneg ional ] debt oc dar -
guarantezd by the govemment or the BOM (ceiling)
Maturities of loss than | year ¥ 11/12/ 250 10.0 3o 169 0.0 0.0 2.0 0.0 00 0.0 00 ]
Matuities of 1-12 years 3/ 11/ 0.0 1.0 oo oo 0.0 0o {0 0.0 0.0 0.0 0.0 oo
6. Extemns! payments arrears {stock, cailing) 9/ 13/ 0.0 on 0.0 04 0.0 20 48 0.0 1) 0.0 0.0 LIE]
Indlcative Target
Net d ic assets of the banking system (stock, ceiling) 4 ¥ 14/

(In billions of togrogs) 911 843 140 981 0.0 7.7 1132 §9.2 83.1 1783 64.7 1383
Memeorandum Hems:

BOM's monetary gold pledged as collteral for external loans to

domestic private companies 300 120 192 0.0 0.0 0.0 0o 00 0.0
Batance of payments support 3/

Excluding disbursements from tha IMF 52 ns 52 225 216 512 20 0.5 26
External budgetary assi (program foans) ¥

(In billions of togrogs) . 871 254 57 254 Pk 6.1 22 242 244
Privatization receipts 3

{In billions of togrogs) L1 3.4 14 102 56 0o 16 97 195
Transfer from the BOM to government 3/

(In billions of togrogs) 9.8 98 o8 113 123 ua 31 17 50
Reserve money (In billions of togrogs) 1543 151.3 1533 1531 1476 1478 k44.1 1574 158.0 176.0 163.6 162.7
I The technical dusm of understending (TML) sitached to ERS/01/166 set cut the dsfinitions for the above targets under which Mongolia's pepformanee under the program was to be assessed.

2 Defined as net claima on government in the monetary survey.

¥ Cumulstive from the beginnimg of the year,

& The targets will be adjusted downward (zpward) by the munlof:x‘lnmlbudgetxryumhme in excess of {ower tham) that programmed as set out in the above table.
' The targzts will be adjusted do d by the ofp in mucess of that programmed as ket oit in the above tabls,

The targets will be adjnsted downwerd by the amount of transfer from the BOM to government in excess of that programmed as set out i the above table.

& Dafined as the difference between net foreign sssets of the monstary suthyorities and reserve monzy. memmny-dammmamumll be valued st program exchange rates.

7 The ceilings and fioors specified are adjusted to mxohide monetary gold pledged as collateral for external loans fo d tic private

B/ The targets will be ndjusted downward by 50 percent of the amount ef net international reserves of the BOM in mxcens of that programmed us set oot in the sbove table.

9 lioable on e continucup basis.

m’mmmﬂ.beldjmd d (. i) by tha ofbal of) by {uding dish from the IMP, in excess of (lower than) that progmmmed
ag xof out in the shove table.

II!Fmﬂwdaﬂ:dnonofuﬂmuldebLmAmmlInfﬂunbwmmmde )
Exclud dabitednent sevulting from rescheduli ling deferval of intorest on I debi), disb s from the Fund,

lmlhmﬂuExpmt—lmponnmkutcuuhr&ummmwtnmdhnpmmdmmu and thoda with grants element equivaimt to 35 parosrit or mote, aloulated

uxing n discount epta based on OECD oomemaretal intatest reference rates (CIRRs). ! )
12/ Shortdarm loans inginds demeatio privats company barrowings fom an internutional metals teding under sn adimidni munrantes by the BOM which i backed
by BOM's tonstary gold.

13 Excludes exteyrud debit in srrears that is in dispute,

14/ Defined sa brosd monsy less net Rreigm sssets of the bankGng system. ) )
l.'i"l‘heindicl.ﬁwtsmelaﬁ:re‘rld-Mmllmdnw-mmnb:mmﬂupﬂfummcnuﬂnﬂlh‘uid-JuneIﬂDZwmwberemcda!thchmeufthe_ﬁi?tPRGFr:wﬂlv ]

16/ Staff projections, based on the that the suthorities implement policies along the lines recommended by the staff leam during its last mission to Mongolia in June 2002,
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Table 4. Mongolia: Monetary Aggregates, 1998-2002 1/

1598 199¢ 2000 2001 put o7
Dec. Deo. Dec. March Jane Sept. Dec. Mar. T Dee.  Des.
Act Prog. ActY Pmg  Act ¥ At At¥  Pog  Propd
EBSOL68 RS EHSI0164
{In billions of towros)
Monectary survey
Broad Money 4/ 1673 220.4 258.8 2705 31339 3084 3174 B4 A4 LS L R s 398.0
Currency 6.4 873 100.9 97 1255 1187 1163 1126 1092 1H3 [ %18 | 1251 1148
Deporits 1108 1311 1579 1768 1885 1917 2011 338 2 2444 2693 206.4 1834

Net foreign amvets 168 151.2 021 2006 2129 3,1 2227 xra4 2201 210 2y 26568 159.7

Net international reserves 9.5 1536 206.5 1784 1954 2153 75 ng 210 Do n27 712 266.7
Bank of Mongolia 615 113.0 £543 1213 1448 1626 1571 1762 1763 1782 1862 .6 216.0
Commercial banks 26.1 407 512 571 306 517 505 56.6 50.7 518 465 616 0.7

Orther foreign ayaets, pot 4/ -168 24 -44 223 oA ] 88 sl FYR T 3] ETY 4 3.0

Net domestic uasets 90.4 6.1 56.8 700 911 B3 M8 00 1113 4.9 1782 54.7 1383

Domestic cradit 1468 1306 120.1 1388 141.4 1343 1524 1211 1706 1909 DRe 1158 2013
Net credit to govarnmment §/ 479 41.7 513 56.1 420 423 479 331 315 59 42 35 7.7
Cluims on nonbanks &/ 98,9 828 68.8 827 9.4 915 1045 e 1336 i551 5.7 1123 1536

Of which:
Clainu on pablic enterprises 1813 86 63 52 88 8% 87 79 104 105 127 94 12,5
Claims on the private sector 4B.0 a4 45.5 506 76.7 65.3 BL.S 67 1148 1256 1533 B64 163.5
Nonperforming loans 326 a1 159 157 121 153 119 B3 j09 4.l 133 153 152

Other items, nat =564 614 -61.4 -5B.8 =303 -500 518 -51.1 ~387 56,k =337 =511 -63.0

Monetary amthorities

Reserve monsy 733 i3 1329 1271 134.5 1513 1531 1476 14 1418 1760 1636 162.7

Net forcign uwety TO.6 1123 154.6 1482 178.1 1761 1785 1766 17635 1785 1865 4.0 2162
Net internanional raperves 575 1130 1543 1713 1448 1826 1571 1762 1763 1782 1862 2036 216.0
Other assets, net 31 6.3 0.4 2658 3 13.5 14 04 a1 0.2 03 0.4 0.2

Net domestic asects 27 -8.0 =217 <200 =17 48 4 <289 315 -35.7 -10.5 -40.4 =535
Net credit to governmeni .7 26 4.1 g2 26.6 78 s 2y as.g 33 300 219 130
Claims on depoait money banks 56 6.7 48 30 RE] 4.0 46 43 73 54 52 48 73
Clangns tm tiosibanks %Q 4.6 0.9 Lo 1.0 0y 10 0 10 10 18 0.9 i0
Minue: Central bank bills {net) 1.7 212 nd 18.1 288 313 365 2823 500 400 312 28 550
Other items, net -29.8 306 —40.4 -452 =263 81 -6 =292 =258 <325 -161 192 -258

Of which: poecions metal 4.5 55 18 4.2 14.5 18.1 78 126 56 18% TR 12.6

Memorandwm items: (tn prrcent, mices otharwim indicated)

Annnel broud money growth 4/ 88 N7 7.5 186 227 139 183 153 180 73 il 1L} 0.1
Net foreign anets 7/ 208 a5 7.t 69 120
Net credit to government 7/ 15.6 -0.1 1.6 7 7.2
Claimd ¢o nonbanks 7/ 16.8 -9.6 5.4 10 166

Annual growth of credit to nonbenks 8/ i85 «39.7 85 518 1053 732 1081 I ML 10939 6o 339 40.5

Axnrieal growth of credit to nembanks 5/ 40.5 -16.3 1 156 1/ 27.9 1/ 8.5 9.7 70.9 I8 IGLS E7S EoL X 307

Credit to nonbanks in percent of GDP 121 82 6.6 7 8.8 7.9 9.2 1.8 123 115 15.7 38 153

Annuat reservs money growth 1)35 518 19.4 38 6.7 432 35 111 B4 124 139 108 125

Velocity, sansonally ndusisd 50 43 4.1 4.0 36 3z 36 40 35 34 il 9 A2

Broad meney/teserve money 3 0 1% 21 10 10 FX 20 23 24 23 20 24

Curreney/bwoad money 317 396 390 kLX) 400 iz 386 T a2s %3 25 377 288

Fareign ¢torency depostabroad money pLE ] 274 26.7 9.6 216 26.5 6.4 17 50

Fezwign currency joans'totel loans w7 388 403 432 453 LIX] 354 343 3740

Nonperforming loanstntal loens 3.0 %03 i N 19.0 122 11.4 7B 21 83

Total loans/deposity 893 611 41.6 465.8 5217 477 59 474 524 634 TL7 544 683

Riuk-based capilal sdeqoacy ratio 15 20.0 10 1.1 219 78 246 08 Iy

Liquidity mtio nz 56.4 334 B2 382 84 434 40 k]

Provinons/nonperfonming loana £1.2 873 843 845 5.9 580 3E T 65}

NIR of the BOM (miltion, U.S. dollar) 11/ T49 1064 140.6 106 1320 1482 1429 1506 1600 6135 16835 1856 i%6.0

Qf wiich:

Monetary gold (million, U.3. doliery 2.1 04 215 36 17.5 374 311 166 131

BOM's monetury goid pledged 2 coflaternl M0 110 192 [114] a0 00 o0 0.0 0.0

ODP (billions of togrogs) 8174 9253 1,044.6 Liies 1,130.5 L1534 L1MS 11524 11308 1,2450 L2450 12704 L2450

Exchunge ruts (iogrogs per US. dollar) 20240 10714 10970 10870 10970 10970 10998 109070 11020 LIGO  LI0sg 10970 )imo

Nat bank eredit to gorwamment (i biltions of togrogs) =70 57 80 =71 33 -168  -1B7 43 23 -296 -28

Soutces: Mongatian authoritier, and Fand staff estimates wmd projections.
1/ Beginning Apel 2000, eccludes the soven Liquidated banks.
2/ Valed st actas] exchange rites and gold price.
3 Staff projections, based on the assumption that the snthorities implement pelicies along the lines recommendsd by the staff leem drring its Jest rassion to Mosgalia i ke 2002,
4/ The end-1997 broad money stock ir wrtificially inflwted by & one-off increase due to 2 US%20 million (16.3 billon togroge) deposit, which
was revered in sardy 1998. The annnal broad money growth mte reflects an adiustment for this increass.
5/ Inchdes restructuring bonda and the government Eabdities to the Fund ding PROF disby which d o SOR 23.7 miltion st cad-2000.
6/ During the second half of 1999, 115 billion togroge of on-ient credity to enterprises through the TDE by the govarmmest wars trapxferned
to TDB's off-balance-shest iterni to properly present TDES credit exposuns.
7/ Contxibution to growth of heoad moncy (in percent of beginning-of-period brosd money),
% Exclades nonperforming loans,
9 Incindes nomperforming keany,
10 Incinding the sven limidated bunke’ clicms oo nonbuaks, which amosated to 27 billion togrogs st end-June 2000,
11/ Beginning Decembar 2004, inciudes foreign exc anety ariring from cowanercial banks' foreign exchangs deposits with the BOM.
Begiming January 2001, exchidos BOMYS goid pisdged sz codl i fior d loana to domestic private i
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Table 5. Mongolia: Balance of Payments, 1998-2002
(In millions of U.S. dollars, nnless indicated gtherwise)
1998 1/ 1998 1000 200t 2001 2002 2002
Prog. ’ Prog.
At Act ActERSOL/166  Ext.  SBS/0L/I66  Proj 2/
Trade balance -1201 L1830 L1402 -148.7 1700 -1322  -1580
Exports, fob. 4623 454.2 5358 5492 5232 6al.o §30.0
Copper 1243 1192 1603 1512 1471 1765 1436
imports, cif. 3 -S824 5673 6760 69RO 6930 L7332 79RO
Services, net -il5 -74 -85 132 -222 -15.7 ~26.1
Receipts 175 100.6 1042 078 1135 106.0 120.5
Paymerta -89.4 -108.0 1127 -1166  -1357 -121.7 -146.6
Income, et 0.4 -1.E =124 ~16.2 29 ~19.6 ~5.4
Offictal interest payments 4/ -9.2 -1.9 43 -8.0 3.0 -iLe -10.8
Private gursquited tranafers 15 59 30 5.0 5.0 9.0 256
Current account balance,
exciudiug afficial transfers -125.8  -1274 -153.0 -170.1  -1843 -i583F  -1744
Pablic nnreqaited transfers, net 5312 671 8.6 945 874 32.0 B1g
Official granta 453 502 86.2 853 721 75.0 T40
Other official transfers, net 74 59 124 102 153 70 5.0
Financial and capilal account 116.4 6.4 638.3 710 9.0 81.2 1105
Drrect mvestment 189 342 40.0 443 430 44.4 582
Loans LX) 109.1 80.5 79.4 T1E L) B&.3
Medium- and lomg-term, net w97 972 80.5 kith ) 68.8 903 795
Drsbursements 1225 173.7 151.0 1336 157.2 165.8 1723
Public sector 937 101.8 710 726 842 83.8 723
Private rector 288 71.9 80.0 310 2.0 §2.0 1065
Amortization -238 -76.8 -70.5 835 984 -75.6 -933
Puyblic rector ~18.6 -21.8 -8.5 -214 -840 -i6.1 -16.7
Private sector «10.2 -54.0 -62.0 622  -80.5 -59.5 166
Showt-term, net: 0.0 119 0.0 590 8.0 7.0 10
Currency and deposity, net 400 T 1S 33 38 -100 0g
Coramerial banke, nat 40.0 -22.8 =133 «4.0 36 -10.G [H143
Chthar e 0.3 Lo 03 0.3 0.4 a0
Trade aredite, aet £.6 -f1.9 9.7 -9.0 -15.3 -10.9 =184
Other, net 429 53 408 398 300 -40.5 -18.1
Errers and omissions -69.6 12.7 202 0.0 125 0.0 .4
Owvorall balance ~288 147 34.1 1.8 14.7 4.7 191
Flnancing 288 -147 541 26 147 47 a9
ldentifiod: 283 -147 34 253 147 58 460
Increzse in net official raserves (-) E5.0 -30.5 332 -25.3 -18.5 <358 -4i.2
Une of IMF credit (+) -1.3 4.2 1.7 -6.9 -17 -7.9 =16
Increwse in grom official reserves (=) 163 -347 363 -183 178 278 336
Amean scemmaistion (+} / peyments (=} {nst) 138 20 -I5E 0.0 4% 0.0 4
Accurrniation of new ameers () 138 15.8 0.0 0.0 48 0.0 0.0
Repaymant of outstanding arrears(-) 00 138  -158 0.0 0.0 0.0 .8
Exceptionsl financing / rescheduli 0.0 128 168 0.0 00 0.0 00
Financing gup 0.0 0.0 :AH] 278 0.0 3Ll 268
Memorandum items:
Crreat account balance, excluding
official transfers (i percent of GDF) -13.2 -14.1 =358 ~16.7 -159 547 =158
Cument account balance, inctuding
cfficisl tragafecy (in percent of GDF) <18 =6.7 -5.6 -1a 75 -T1 81
Exports, £0.b. {xnanai growth) -18.7 A8 180 23 a4 5.4 204
Impaorty, ¢if. (armosk growthy 3/ 82 26 192 1.7 a3 48 15.1
Export volume growth 0.7 55 38 3] 10.8 4.5 18.5
Import volume growth 3/ 16.1 0.2 162 72 4.3 45 13.3
Export prica index changs -18.1 -T.0 136 4.3 =il 47 1.6
Import price index changs 5.8 -24 25 =52 =16 03 le
Trads baibanca {in percent GDF) -12.4 -12.5 -14.4 =147 -16.3 <123 -15.2
Not official resorvor {end-perind) 6/ 7/ 749 1054 1.6 1666  160.0 196.4 2013
Grose official reservas (end-period) 1332 156.8 190.9 2093 2068 2373 2404
(It weeks of next year! projected mmports, ci ) 113 121 143 148 13.5 16.0 4%
Outstanding wrresrs {and-period) 138 158 e 00 4B L] 0.0
Dbt wervice (in percent of exports of goods and services) 4/ 67 57 kX 7.0 53 53 4.7
Public snd poblicly guarmnteed external debt stock 5/ 759 | #2] 37 92 34 1009 950
NPV of public and poblicly gnaramteed externai debt 5/ Sas 5n 342 591 571 639 &30
Public and publicly gnaranteed exciernal debt stock {in percent of GDPY 5/ 8.1 54 863 i =R 836 870
NPV of public and publicly gusrantaed external debt (in percent of GDP) 5/ .0 55.9 579 55.5 59.2 571
GDP (in millione of 115, doilars} 972 905 970 1,020 1,030 1,078 1,104

Sources; Mongolian anthoaitier; and Fand stadf estimates and projections,
1/ In 1999, BOP coverage was expisuied due 10 & ew prvaie sector mrvey. Thas, (998 date i not ditectly comparable with subsequent ywars.
ﬂs&ﬂ‘yru}aaﬁau;hﬁauthamumpdmﬂu&ﬂlemlhmiﬁumpkmmlpoﬁdslﬂmgﬂlsﬁnummnmdedhyﬂmmﬂ‘tnmdmgmhn

misxion to Mongolis in Jome 2002,

3/ While total inrports include aircraft fanses vaiued at 1SS 28.8 mdllion in 1998, and at USS 275 million in 2002, volume calewation excbude leages.
4/ Includer pryments on CMEA debix that heve becn converted via forroal mterge
3¢ Excludes nnresolved claims by Rusain sstimatad at TR 10.5 bdtion.

NPV of 2001would be USS 545 million if mewsnred at higher discount rate of end-2000.

& Beginming Docember 2000, inol

7/ From 2062 onwards does not include projectsd IMF disbarpements.

agr

ie] banks’ formign exchange dsposity with BOM.
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Table 6. Mongolia: External Debt and Debt Service, 2000-07 1/

2000 2001 2002 2003 2004 2008 2006 2007
Projoction 2/

{In millions of U_5. dollars)

Nowsdoad Debi Stodk. 7.0 B8535 9502 10466 nane 1196.6 1254.8 1307.7
Tatat Debt Service 417 ns Asa 342 361 5 40.9 439
Amortizztion 14.35 IR ] 4.3 23 ne 257 266 .0
Interest 232 9.0 (%] 123 3.2 138 143 149

Debt Service on Exlitley Debt

Amortiration i4.8 248 243 3.8 2.9 157 268 2940
Medinm md long term 14.2 Pk n3 218 s 257 26.6 290
Multilsteral &3 6.3 LK 9.3 928 0.2 ila 13.9

A Devedopment Bank 114 0.0 0.4 0.9 zl 33 39 LR}

Worid Bank 0.8 2.0 0.7 .7 13 [ %3 24 16

IMF 6.3 6.3 16 k] [ %} 52 33 45

IFAD 00 00 ad 0.0 0.0 9.0 LX) 1

Official Bilateral a5 18.0 143 1.5 11.7 14,1 13 14.6

Piriz Club *4 176 136 28 10.7 131 131 138

Fepan 12 21 29 6 43 71 10.8 10.9

Rusxiz 56 148 2.7 4% 49 4.9 1.0 1o

Ceamiany 0.8 0.8 10 12 14 08 0.8 0.9

Finkend 0.0 0.0 0.0 00 a0 0.0 0.0 0.0

Norwey 2.0 ¢.0 0.0 0.0 0.1 0.2 0.4 0.4

Neon - Parin Chub 0.3 0.4 0.7 11 11 11 as 15

China LE] 0.0 0.0 2.0 a0 0.0 0.0 0.6

Koren 0.2 0.2 DA 08 0.6 0.6 0.6 0.8

India .1 ol 0.1 0.1 .1 0.1 9.1 0.1

Hungary (1) 0.0 0.0 g o o0 00 0.0

Kowwit 0.4 0.0 0.2 03 1.3 L] 0l a1

Commercial 0.0 0.0 14 14 14 14 14 14

Interest 93 .0 9.6 141 29 95 21 BT
Medicm mnid long term 9.3 .0 56 i8] °.9 2.5 9.1 87
Mudilataral 37 As 4.1 4.5 4.7 45 44 44

Asign Devalopment Bank 24 7 23 a2 1.5 ) 33 32

Warld Pank 1.0 Lo 1.2 12 12 11 L1 11

IMF o3 0.2 ai L1X0] 4.0 0.0 0.0 0.4

IFAD [114] o a8 0 00 0.0 ¢n 0.0

Official Bitateral 56 51 50 51 49 4.8 45 43

Paria Club 5.1 4.7 4.5 4.7 4.5 4.5 43 4.1

Jupan 27 33 ar a8 iz 7 a7 ER

Russin 19 a8 0.5 L%} o2 0.} 0.0 00

Cermmay 0.4 04 od a5 04 0.5 04 b4

Finland 0.0 0o 6.0 o0 00 0.0 00 a0

Norwmy 0.1 [N | 0.1 0l 0.1 0.1 ot B

Mom - Parin Chob 04 0.4 03 9.5 04 03 03 oz

China, 0.0 0.0 0.0 0.0 8.0 Q.0 09 0.0

Korea o4 03 0.2 a3 0.2 0.2 02 oz

Inedin o0 0.0 0.0 0.0 00 0.0 0.0 0.0

Hunpgery 0.9 0.0 00 0.0 o0 0.0 0o 0.0

Kuwxit n.e 0l ol Q1 .1 aa o 0.0

Commacial 00 LR 08 04 0.4 0.3 0.2 Q1

Dbt Service on New Boarrewing oo 0.0 13 23 12 L3 52 62
Amortization 0.0 0,4 0.0 0D 0e 0.e L) 0.0
Intarest Li21) 0.0 13 ] 13 42 52 6.2

Memorandwe items:
GDP ¥70.2 L0295 1,104.00 L1937 12993 L4146 1.5429 1.683.1
Exparts of goods and nonfactor services S4).0 636.7 7505 B20.4 896.8 965.6 1,030.8 10950
COeneral government revers
In milliome of 15 dallars 320.1 3914 3952 4273 4463.2 s06.4 5523 6026
In percant of GDP 320 33.0 158 358 358 358 ELT ELE ]
Total debt zervice

In percant of axports of goads wnd fomfactor Rrvices L 53 4.7 42 4.1 Al 40 40
In percey af GDP 25 i3 12 29 % | 8 27 26
Total dab stock 837.0 8535 960.2 1,046.6 1,130.6 L1966 12548 L3077
in: parcenyt of exporis of goods sad nonfacior mrvices 1308 1.1 1219 1278 127.5 [ PR 1217 1194
In pexcent of GDP 86.3 29 87.0 "7 7.0 4.6 813 TR
‘Hel preseat valus of debt 5421 5715 0.0 §76.0 TI5.6 768.2 103 52§
In percent of expocts of goods and nonfactor services u7 8.8 09 24 81.8 9.6 7.6 779
In percent of GDP 559 55.5 373 56.6 518 541 525 0.7

1/ Debl service indicaiors are on accmal basla. Dabt service axch d rouble cleims wnd dispuied debta.
2/ Staff projectiona, bused on the rptions et the iting jmpk policies slong the lines recommendad by the aff i duxing ita last miseion ko Mongolis in June 2002
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Table 7. Mongolia: Structural Benchmarks and Performance Criteria

Under the PRGF Arrangement

Policy Action

Timing

Status

Structural Performance Criteria

Secure Parliamentary approval of amendment to
Budget Law to clarify and strengthen the
accountability of local government officials with

End-
December
2001

respect to the control and reporting of bank accounts
and the enforcement of Cabinet regulations and
directives from the head of treasury, including by
specifying the penalties for arrears accumulation and

the misuse of public funds.

Secure Parliamentary approval of legislation to
centralize the proceeds from VAT collected at all
levels of government and assign a fixed percentage of

End-
December
2001

VAT receipts to the local government sector as a

whoie.

Complete transfer of all pilot entities’ deposits to the
TSA, adopt a Cabinet resolution to extend the TSA to
all line ministries and Ulaanbaatar City and close all

End-
December
2001

their off-budget accounts, and initiate transfer of -
remaining central government deposits to the TSA.

Obtain Parliamentary approval of 2002 Budget in line
with the macroeconomic framework agreed with the
IMF, including adequate allocations for a continuing

End-
December
2001

reduction of arrears and expenditure saving reforms
and a wage and employment policy consistent with
the maintenance of current spending within the

agreed envelope.

Require local governments to adopt the same
reporting standards on bank accounts as the central

End-April
2002

government and to provide monthly reports on their

account balances.

Structural Benchmarks

Enforce lega! requirement to report semi-annually to
the MOFE on all government entities, including
EBFs, and prepare semi-annual report for

End-
September
2001

consolidated central government and available data
on local governments, including comprehensive data
on public employment, with the first semi-annual
report to cover data for January-June 2001,

Observed.

Observed.

Not observed.

Given technical constraints,
rephased TSA reforms are
under implementation,

Not observed.

An amended budget for 2002
was approved by Parliament on
August 30, 2002, but there are
still doubts as to the adequacy
or realism of key items on the
expenditure side in the light of
the government’s announced
wage policy.

Observed.

Partly completed; the
consolidated fiscal report for
the first half of 2001 contained
serious mistakes, owing in part
to serious technical constraints
within the MOFE. The
authorities recently completed
the preparation of an annual
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Policy Action Timing Status
report for 2001 and they now
plan to prepare a similar report
for the first half of 2002.

7. Submit bill to the Parliament to reassign the End- Partly completed; transfers
Corporate Income Tax and the excise tax on alcohol . December  from the centra! budget to local
to the central budget starting in 2002 and develop a 2001 governments are still based on
new equalization transfer model to be used as a guide negotiations.
for the 2002 budget.

8. Adopt joint action program agreed by Treasury and End- Completed in June 2002.
SFSA to monitor budget entities’ bank accounts, December
ensure that payments arrears problems are properly 2001
addressed, and establish a time-bound plan for the
progressive reduction and elimination of arrears,

9. Adopt legislation requiring all general government End- Observed.
entities, including EBFs, to report quarterly to the December
MOFE, including on the number of staff employed 2001
disaggregated by agency.

10. Implement arrears reduction plan and meet arrears End-June  Not observed.
reduction targets set for each debtor agency under the 2002 In light of the delay in
Treasury/SFSA joint action program. completing item &, the

implementation of the arrears
reduction plan could now be
assessed in December 2002.

11. Complete transfer of all central government and End-June Not observed.
Ulaanbaatar City deposits and EBFs to the TSA, 2002 Given technical constraints,
close all off-budget accounts held by central rephased TSA reforms are
government and Ulaanbaatar City, and ensure that at under implementation.
least 75 percent of total central government and
Ulaanbaatar City expenditures are routed through the
TSA system.

12, Adhere to best international standards for the Continuous  Ongoing.

licensing of new banks, including by limiting
prospective applicants only to the largest and most
reputabie institutions from countries with proven
records of effective consolidated supervision, and
consult with IMF staff about the appropriate
interpretation of these standards when considering
applications for new bank licenses.
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Table 8. Mongolia: Medium-Term Macroeconomic Framework, 1999-2007
(In percent of GDF, unless otherwise indicated)

1999 2000 2001 2002 2003 2004 2005 2006 2007

Est. Proj. 1/

Real sector

Real GDP (percent change) 32 11 1.1 39 5.0 6.0 6.0 6.0 6.0
GDP deflator (percent change) 9.7 11.7 7.0 6.0 5.0 30 5.0 50 5.0
Consumer prices (period average, percent change) 16 11.6 8.0 5.0 5.0 50 5.0 5.0 5.0
Constimer prices (¢nd-period, percent change) 10.0 8.1 8.0 6.0 5.0 5.0 5.0 50 5.0
Per capita GDP (in U.S. doilars) 3839 4088 4275 4515 4809 5158 553.3 594.4 6389
Saving and investment 2/

Gross domestic investment 37.0 129 229 24.3 25.1 25.6 26.2 26.8 273
Government 14.7 12.1 10.4 87 2.0 9.0 9.1 9.1 92
Private 224 20.8 12.5 15.6 16.1 16.6 17.1 17.7 181

Gross domestic saving 14.4 4.2 4.2 6.8 10.9 13.2 15.2 16.3 17.2
Government 10.0 15.5 16.6 14.6 14.8 15.1 15.7 15.9 163
Private 4.4 -11.4 -12.4 -7.8 -1.9 -1.9 -0.4 0.5 0.9

Investment-saving balance 6.7 -5.6 -7.5 -8.3 =11 -6.1 -5.0 -5.0 A1

Gross national saving 30.3 273 15.4 16.1 18.1 19.6 21.2 21.8 222

Fiscal accounts
Total revenus and grants 27.2 33.6 38.0 358 3538 35.8 35.8 35.8 358

Domestic revenue 26.5 33.2 31.2 35.1 35.1 35.1 35.1 351 351
Tax revenue - 19.7 250 29.0 27.1 272 273 274 275 276
Nontax revenue 6.8 8.2 8.1 8.1 79 7.8 1.7 7.6 75

Grants 0.7 0.5 0.8 0.7 0.7 0.7 0.7 0.7 0.7

Total expenditure and net lending 394 40.5 433 42.4 419 413 40.8 40.4 39.9

Current expenditure 267 3.1 324 330 324 313 L2 308 302
Wages and salarios 59 8.2 8.1 81 8.0 7.9 17 7.6 7.4
Goods and services 109 I1.o 14.4 14.2 14.1 13.9 13.5 13.3 13.1
Intercst payments i9 1.7 1.5 1.7 13 1.0 1.0 0.9 05
Other 7.1 8.2 8.4 9.0 2.0 2.0 9.0 8.9 8.8

Capital expenditure and net lending 12.7 104 109 9.4 9.5 9.5 9.6 9.6 9.7

Current balance 0.2 i1 4.7 21 237 3.3 39 4.3 49
Overall balance (inoleding grants) -12.2 -6.8 -5.3 6.6 6.1 -5.5 -5.0 A6 -4.1
Foreign financing 11.4 5.4 64 — 50 5.1 4.6 4.1 4.0 36
Maonetary sectar
Broad money (percent change) 317 17.5 28.0 20.1 121 123 12.3 12.3 113
Velocity (GDP/M2) 43 4.1 3.5 3.2 31 3.0 3.0 3.0 30
Balance of payments
Exports {percent change) -1.8 18.0 -2.4 204 103 89 2.5 7.0 6.4
Imports (percent change) 2.6 192 2.5 151 4.8 5.9 7.0 6.5 62
Current account balanoe (exoluding official transfers) -14.1 -15.8 -15.9 -15.8 -13.1 -11.6 -10.1 5.7 0.4
Current account balance (including official transfcrs) 6.7 -5.6 -7.5 -8.3 -7.1 6.1 -5.0 -5.0 5.1
Capital and financial account balance 6.9 7.0 17 10.0 8.0 6.8 6.7 6.2 6.2
Overall bajance 16 5 - 14 1.7 1.0 0.8 1.7 1.2 1.1
Financing pap (in millions of U.S. dollars) 0.0 0.0 0.0 26.9 20.3 16.7 53 0.0 0.0
Gross official reservey
(in millions of U.S. dollars) 156.8 1909  206.8 2404 2644 2847 3082 3219 3364
{in wecks of imports of goods and services) 10.3 12.0 11.4 12.6 131 13.2 13.4 13.2 13.0
Debt indicators
Total public debt 100.1 94.7 87.6 £8.3 87.9 87.0 84.6 81.4 781
of which: externa] debt 91.4 86.3 829 87.0 8.7 87.0 84.6 81.3 777
{in mitlions of 11.S. dollars) §27.8 837.0 §53.5 960.2 1,046.6 1,130.6 1,196.56 12548 1,307.7
NPV of tatal public debt 7.8 64.3 60.2 589 56.8 55.8 54.3 52.6 51.1
of which: external dabt 63.0 559 55.5 571 56.6 55.8 54.3 52.5 50.7
(in millions of U.S. dollara} 5705 s4z1 5715 6300 676.0 7256 7682  B10.3 B52.6
External public debt service 3/ 57 38 5.3 4.7 4.2 4.1 4.1 4.0 4.0

Sources: Mongolian authoritics; and staff estimates and projections.

1/ Staff pro]echom, based on the assumption that the authoritics implement policies along the lines recommended by the staff team
during its last mission to Mongolia m June 2002.

2/ Up to 2000, the authorities' estimates,

3/ In percent of exports of goods and nonfactor services,



Table 9. Mongolia: Fund Position and Indicators of Fund Credit, 200007 1/

2000 2004 2002 2003 2004 2005 2006 2007
Jan.-Mar. Apr.-Jun. Jul.-Sept. Oct.-Dec. Cumulative
(In millions of SDR)

Transactions during the period (net) I.1 -13 -1.5 -1.3 -1.5 26 -19 20 i3 0.1 -4.0 35

Enhanced Structural Adjustment Facility
repayments {net) 43 54 1.5 1.5 1.5 1.5 5.9 6.1 49 4.0 4.0 35
disbursements 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
repayments 48 54 1.5 15 1.5 1.5 59 6.1 49 4.0 40 3.5

Poverty Reduction and Growth Facility
disbursements (net) 59 4.1 0.0 0.0 00 4.1 4.1 8.1 81 4.1 0.0 0.0
disbursements 5.9 4.1 0.0 00 0.0 4.1 4.1 8.1 8.1 4.1 0.0 0.0
repayments 0 0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total Fund Credit Outstanding (end of period) 386 373 35.8 343 328 354 354 314 40.7 40.8 367 33.2
Enhanced Structural Adjustment Facility 386 332 3.7 30.2 28.8 273 213 21.1 16.3 123 8.2 4.7
Poverty Reduction and Growth Facility 0.0 41 4.4 4.1 4.1 8.1 81 16.3 24.4 2B.5 285 28.5
{In percent of quota)

Total Fund Credit Outstanding (end of period} 755 129 70.0 67.1 64.2 69.3 69.3 73.2 79.7 79.8 719 65.0
Enhanced Structural Adjustment Facility 755 650 62.1 59.2 36.3 53.4 33.4 414 31.9 240 16.1 93
Poverty Reduction and Growth Facility 0.0 8.0 8.0 8.0 80 15.9 15.9 319 4738 55.8 558 558

Sources: Infernational Monetary Fund, Treasurer's Depariment , and staff projections.
1/ Assumes disbursements and debt service under the prospective PRGF arangement.
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Figure 1. Mongolia: Economic Developments, 1996-2004 1/
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Figure 2. Mongolia: Fiscal Indicators, 1996-2004
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Figure 3. Mongolia: Monetary Developments, 1996-2002
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Figure 4. Mongolia: External Developments, 1996-2004
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Mongolia—Poverty Profile

According to the 2002 World Development Indicators, the per capita PPP Gross National
Income (GNI) in Mongolia was around US$1,760 in 2000 and was ranked 161" among
207 nations. In light of an average per-capita PPP GNI of US$1,980 in all low-income
countries, Mongolia has one of the lowest living standards in the world.

Statistical data on peverty in Mongolia need to be improved significantly in order to
obtain comparable and current estimates of poverty measures. The Living Standards
Measurement Surveys (LSMS) conducted in 1995 and 1998, with the assistance of the
World Bank and the United Nations Development Program (UNDP) respectively, are the
most reliable sources of quantitative data on poverty available. Based on these sources,
the salient trends in Mongolia’s poverty profile can be summarized as foliows.!

¢ The number of people living below the poverty line remained relatively
unchanged from 1995-98, after having risen significantly during the early
1990s. Following a sharp increase from a virtual absence of officially recorded
poverty prior to the early 1990s, the poverty rate stabilized at around
35-36 percent during the second half of the decade.

* However, the depth and severity of poverty increased over the period
1995-98, as did income inequality. The depth and severity of poverty rose
during the second half of the 1990, indicating a widening of the gap between
average consumption expenditures of the poor and the poverty line, and a decline
in the purchasing power of the paor to acquire basic needs. Income inequality
worsened, as evidenced by an increase of the Gini coefficient from 0.31 in 1995
t0 0.35 in 1998, but still remains modest by international standards,

¢ The incidence of poverty is higher in urban centers relative to rural areas.
The overall poverty headcount was higher in the aimag (province) centers as was
the depth and severity of poverty. This is likely partly a symptom of the lack of
€CONOMIC opportunities in rural areas, and the resultant migration from rural to
urban

* Theincidence of poverty is high among female-headed households and large
households regardless of location. In 1998, 47 percent of urban and 36 percent
of rural female-headed households (defined as households with no surviving male
partner) were classified as poor compared to 29 percent of urban and 26 percent
of rural male-headed households. The same year, 45 percent of poor and

' However, there exist problems of direct comparability between some indicators in the
two LSMS, as the methodolegy utilized in each was not entirely consistent.



- 45 - ANNEX 1

55 percent of extremely poor” urban households were large households (defined
as households with six or more members), while the corresponding figures for the
rural areas were 51 and 49 percent.

¢ Labor market status and educational achievement are important
determinants of poverty. In 1998, 57 percent of the unemployed lived below the
poverty line, while 60 percent of the working age population without a secondary
education were classified as poor compared to 18 percent with tertiary or
vocational training.

The Participatory Living Standards Assessment (PLSA) 2000 indicates that the gap
between the wealthy and the impoverished is perceived to have widened
significantly over the period 1995-2000. The PLSA was conducted in 2000 by the
National Statistical Office of Mongolia (NSQ), with assistance from the World Bank and
other international agencies, and is a qualitative assessment of poverty in Mongolia. The
PLSA indicates that people’s perceptions are that new categories of “wealthy” and
“impoverished” emerged during the period 1992-95 compared to the relatively low
income inequality prevalent prior to 1992, and that the gap between the rich and the poor
intensified over the period 1995-2000.

The PLSA indicates that multiple sources of insecurity and vulnerability emerged in
the 1990s. The privatization of state-owned enterprises and pastoral collectives, and the
subsequent loss of an assured income from formal employment in the public sector, led
people to engage in informal sector production and employment, livelihoods particularly
vulnerable to seasonal variation. The decline in public action to reduce risks associated
with the animal husbandry sector shifted the burden of pastoral risk management from
the state to individuals and heightened vulnerability to inclement weather. As a result,
two common triggers of impoverishment identified in the PLSA were unemployment in
the urban centers, and in rural areas, the loss of livestock due to adverse weather. The
cost of education and the unexpected illness of a household member and the associated
cost of medical treatment were also identified as significant impoverishment triggers
common across both urban and rural areas.

Other social indicators point to a deterioration in social conditions during the 1990s.
In particular, secondary school enroliment rates declined in the 1990s and infant
mortality worsened during the latter half of the decade. The Human Development Index
for Mongolia decreased from 0.669 in 1995 to 0.628 in 1998, relegating the country from
arank of 101 in 1995 to 117 in 1998 from among 174 countries. However, most social
indicators, in particular, school enroliment and maternal and infant mortality rates,
have demonstrated a marked improvement since 1999.

? Persons with income lower than 40 percent of the minimum living standard are
classified as “extremely poor™.
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The government’s I-PRSP articulates a private sector-led growth strategy within the
framework of a medium-term macroeconomic stabilization program as the main
impetus behind the alleviation of poverty in Mongolia. The government’s target is at
least a halving of the number of households living below the poverty line and at least a

25 percent reduction in the number of extremely poor households by 2005, with further
inroads by 2015.
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Mengolia—-Social and Demographic Indicators
Indicator Unit of Measure Latesi Single Availtable Year Same Region/Income Group
1980-89 1990-95  1996-2001 East Asia Low-
& Pacific income
Poverty
National headcowunt index Percent of population 3163 33.6
Urban headcount index Percent of population 38.5 394
Rural headcount index Percent of population 331 3.6
Income
GDP per capita Constant 1995 USS 511 392 428 1,252 466
PPP GNI per capita PPP international dollars 1,750 1,549 1,760 4,130 1,580
Gini coefficient 0.31 035
Heaslth
Mortality
Infart mortality Per 1,000 live births 44.4 30.0 355 76.1
Maternal motrtality Per 100,000 live births 10t 82,0
Immunization rate
Measles Percent under 12-months 6.0 85.0 930 354 56.6
LET Percent under {2-months 84.0 BE.0 94.0 853 36.6
Child malnutrition ‘Weight for age, percent under five years 12.3 8.6 10.0
Life expectancy at birth
Total Years 61 63 67 69 59
Male Years 60 64 65 a7 38
Female Years 63 66 69 71 60
Access to water supply Percent of population 67.5 5t9 74.8 75.7
Population per physician Persons 393 368 509 1,667
Population per nurse Persons 279 324
Population per hospitai bed Persons 100 133 333 667
Education
Gross enroliment rates
Primary
Total Percent of age group 934 102.1 119.4 96.6
Male Percent of age group 93.6 1ot 1209 102.5
Female Percent of age group 93.1 102.6 120.9 85.5
Secondary Percent of age group 63.6 68.2 629 45.7
Pupil-teacher ratio; primary Pupils per teacher 30.9 24.8 30.9 23.0 42.0
Adult illiseracy
Total Percent of population aged 15+ 48.2 41.7 38.6 14.2 3786
Male Percent of males aged I5+ 356 30.5 281 7.9 28.4
Female Percent of females aged 15+ 60.5 527 49.0 20.7 47.0
Human Resources
Population
Total Millions, mid-year 2.1 2.3 4 1,855.2 2,459.8
Urban Percent of population 56.2 52.3 57.6 352 319
Papuiation growth rare
Totat Annual Percent 2.4 1.5 13 L.t 1.9
Urban Annual Percent 6.0 -1.7 -0 34
Labor force faged {5-64)
Total Millions 0.81 0.85 1,051.70 1,115.07
Female Percent of labor force 47.3 48.7 44.4 378
Ape dependency ratio Dep. to working-age pop. 0.84 0.74 h63 0.50 0.71
Fertility rate Births per woman 4.8 3.6 235 2.1 36
Natural Resources
Land area Thousand, sq. kan 1,566.5 1,566.5 1566.5 15,968.9 32,5357
Population Density Persons per sq. km 1.32 1.45 1.53 11617 75.60
Arable land Percent of land area 0.38 0.84 0.34 11.85 13.17
Irrigrated tand Percent of crop land 5.6 6.4 6.4 38.7 264

Sources; World Bank: World Development Indicators Database , National Statistical Office of Mongolia (NSQ), UNDP and NSO:
Living Standard Measurement Survey (1998} and staff estimates,
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Mongolia—External and Public Debt Sustainability Analysis

1. To evaluate Mongolia’s external and public debt sustainability, this note examines the
evolution of critical debt indicators under various scenarios for the key underlying variables
and assesses the sensitivity of debt dynamics to a number of standardized shocks in the
context of the debt sustainability framework recently developed in the Fund (SM/02/166).

A. The Structure of Mongolia’s External Public Debt

2. In discussing the structure of Mongolia’s external public debt, a major distinction
needs to be drawn between the debts incurred before and after the transition in 1991. Pre-
1991 debt, denominated largely in transferable rubles (TR), arose primarily as a result of
Mongolia’s transactions with the former Soviet Union. While the amount of this debt is very
large in nominal terms (equivalent to about ten times Mongolia’s annual GDP), the terms for
its settlement have not yet been agreed, and it is not currently being serviced.! Post-1991
debt, by contrast, includes mainly debts to official creditors, which are denominated in freely
convertible currencies, carry well-defined interest rates and maturity terms, and are being
regularly serviced.

3. Pending a settlement on the large stock of pre-1991 transferable ruble debt, the staff's
analysis in recent years has focused mainly on post-1991 debt. As of end-2001, total post-
1991 public and publicly guaranteed debt amounted to US$853 million (83 percent of GDP),
of which 61.3 percent was owed to multilateral institutions, 37.1 percent to bilateral
creditors, and only 1.5 percent to commercial creditors. As most official debt comprises long-
term loans with concessional interest rates, Mongolia’s annual debt service burden is very
low, currently at 3.3 percent of GDP. The net present value (NPV) of the total post-1991 debt
amounted to US$572 million (67 percent of nominal value or 55% percent of GDP) as of
end-2001.

4, Following the recent staff practice, the analysis in Sections B, C and D below focuses
on assessing the sustainability of post-1991 debt, excluding the transferable ruble claims held
by Russia. Section B reviews the staff’s baseline scenario, which is the benchmark for the
subsequent sensitivity analysis, while Sections C and D include separate presentations on the
stress tests that have been conducted to assess, respectively, the sustainability of external
debt and public debt. A separate sensitivity test is conducted in Section E to illustrate how
the eventual settlement on transferabie ruble debt might affect Mongolia’s debt dynamics.

' Based on the data submitted on September 17, 1997 by Russia when it was in the process of
joining the Paris Club as a creditor, the total stock of debt disbursed to Mongolia before
January 1992 was US$10,514.7 million or TR 10,511.5 million. About one third of this debt
arose from the clearing of Mongolia’s pre-1991 trade deficits with the former Soviet Union,
while the bulk of the remainder was related to social infrastructure projects.
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- B. The Baseline Scenario

5. The baseline scenario is predicated on the pursuit of prudent macroeconomic
policies and steadfast implementation of market-oriented reforms along the lines
envisaged in the staff’s medinm-term macroeconomic framework. In particular, a
restrained policy on public expenditures leads to a progressive reduction in the government’s
primary deficit from 5 percent of GDP in 2002 to 3.2 percent of GDP by 2007; monetary and
exchange rate policies remain geared to the attainment of the government’s disinflation and
external reserve objectives; and externa! debt management remains prudent, with the
government continuing to borrow primarily on concessional terms while avoiding the
issuance of public guarantees for external borrowing by the nongovernment sector. Assuming
that these policies are complemented by market-friendly structural reforms, increased private
investment along with continuing improvements in economic efficiency helps raise the
annual rate of growth of GDP to 5 percent in 2003 and 6 percent thereafter.

6. The baseline scenario implies that both total public debt and external debt are
placed on a steadily declining path. The stock of public debt edges up to about 89 percent
of GDP in 2002 and it declines steadily thereafter, falling to 78 percent of GDP by 2007.
Following a similar pattern, the stock of total external debt (which consists of government
and government-guaranteed debt) peaks at a little less than 88 percent of GDP in 2003, and
declines to less than 78 percent of GDP by 2007. With fiscal adjustment allowing Mongolia
to gradually retire the outstanding stock of domestic public debt, this scenario implies an
improving composition of public debt over time; by 2007, almost all of Mongolia’s public
debt comprises external debt secured on concessional terms. As a result, debt service
payments decline to 2% percent of exports of goods and services by 2007, while the net
present value (NPV) of total public debt falls to about 51 percent of GDP.

C. External Sustainability

7. Stress tests suggest that, with policies along the lines described above,
Mongolia’s ratio of external debt to GDP would remain on a downward trend over the
medium term irrespective of the nature of the shock, although the level of debt could he
much higher in the short run (Table 1). The highlights of the results are as follows:

. A depreciation shock that leads to a 30 percent decline in the GDP deflator (stress
test 7) would have by far the most severe impact; the ratio of extemal debt to GDP
would peak at 124 percent in 2002, and it would still exceed 100 percent by 2007. A
shock on the U.S. dollar-based GDP deflator (stress test 4) would cause a similar,
although somewhat attenuated, spike in the debt ratio. These results underscore the
importance of maintaining a flexible exchange rate regime to avoid any misalignment
that might necessitate a sharp adjustment down the road.

. Noninterest current account shocks (stress tests 5 and 6) could also cause a sharp
increase in the debt stock; the external debt ratio would peak at 103-103.5 percent of
GDP in 2003, but it would fall to less than 90 percent by 2007. These tests highlight
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the vulnerability of Mongolia’s debt dynamics to terms of trade shocks, which remain
subject to sharp fluctuations given its relatively narrow commodity export base.

A real GDP growth rate shock (stress test 3) would have a significant but more
moderate effect on the external debt ratio, which would peak at about 96 percent of
GDP in 2003, and would decline to 84 percent of GDP by 2007.

Not surprisingly, given the concessionality of Mongolia’s external debt, an interest
rate shock (stress test 2) would have a marginal impact on the level of debt even in
the short run.

Finally, under the scenario with average historical values of key variables (stress

test 1), the debt ratio would decline faster than under the baseline scenario. While the
historical average GDP growth rate was lower than the growth envisaged in the
baseline scenario, the effect of this is more than offset by a smaller current account
deficit and a more favorable path for the U.S. dollar-based GDP deflator.

D. Fiscal Sustainability

The sensitivity analysis on fiscal sustainability serves to highlight that pelicy

slippages pose by far the principal risk for Mongolia’s public debt dynamies (Table 2).
In contrast to the external sustainability analysis, which was predicated on the maintenance
of sound macroeconomic policies, the fiscal sustainability analysis includes slippage
scenarios which would allow the primary fiscal deficit to be significantly larger than in the
baseline scenario. The stress tests suggest that such policy slippages would be of far more
consequence than any of the external shocks considered above. The highlights of the results
are as follows:

A reversion of the key parameters to the average levels recorded over the last few
years would lead to a continuing increase in the ratio of debt-to-GDP, which would
rise from 92} percent in 2002 to 107 percent by 2007 (stress test 1). While none of
the nonpolicy parameters alone can account for the unsustainable path of public debt,
any combination of historical averages that includes the average primary deficit of
recent years (72 percent of GDP) proves unsustainable. Enduring fiscal consolidation
therefore is indispensable for debt sustainability.

Even with only a temporary increase of the primary deficit, the public debt ratio
would remain at well over 100 percent over the medium term and, by 2007, it would
still be at a level of around 90 percent (stress tests 4 and 5). Given Mongolia’s
exposure to harsh winters and its heavy reliance on revenues from trade—almost

45 percent of tax revenues are trade-related—its primary deficit remains subject to
substantial volatility. This reinforces the need for a strong effort to curb expenditure
growth.
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. As in the case of external debt dynamics, a one-time 30 percent depreciation causes a
sharp increase in the public debt ratio in 2002 (stress test 6); while that ratio declines
steadily thereafter, it is still well over 90 percent by 2007.

. Shocks on the interest rate or the real GDP growth rate or the debt ratio alone do not
appear to pose any major threat to fiscal sustainability (stress tests 2, 3 and 7); in each
of these cases, following an initial jump in the level of public debt, the ratio of public
debt to GDP declines steadily and falls to less than 85 percent by 2007. However,
owing to the substantial share of high-interest domestic debt in the past, an interest
shock based on historical averages (stress test 2) leads to a much higher deviation of
the public debt ratio from the baseline than in the external debt sustainability analysis.

E. Implications of Settlement of Transferable Ruble Claims

9. The terms of settlement of the transferable ruble debt to Russia are an
important source of uncertainty for Mongolia’s debt sustainability. Mongolia and Russia
have recently initiated a round of discussions on this matter through the Intergovernmental
Commission on Bilateral Economic Relations. While no agreement on the ultimate size or
method of settlement has been reached, both parties agreed on the principle that this matter
should be resolved through bilateral negotiations in a way compatible with Mongolia’s debt
sustainability and fiscal constraints.

10.  To iliustrate how the terms of such a settlement might affect the baseline
scenario, the staff has conducted a test under hypothetical up-front discount rates of

70 percent, 80 percent, and 90 percent.” The balance was assumed to be rescheduled with a
20-year maturity, five-year grace period, and a market interest rate of 5.85 percent in U.S.
dollars (comparable to the prevailing CIRR). As illustrated in Table 3, Mongolia’s public
debt ratio could rise to an unsustainable level under either one of the above scenarios.
Against this background, Mongolia would need to secure better terms for the restructuring of
its debt to Russia and/or approach the Paris Club to request a formal rescheduling on the
whole stock of its official debt (including some US$90 million of public enterprise debt that
is not guaranteed by the government). If it were to take the latter course of action, Mongolia
could also consider its possible eligibility for relief under the HIPC Initiative depending on
the final terms of debt reduction under the Paris Club. In any case, the authorities would need
to carefully consider all available options, in consultation with the main creditors, bearing in
mind the possible repercussions on future debt service payments and new drawings.

2 Under the understanding reached between Russia and the Paris Club, transferable ruble debt
owed by countries for which Russia is the sole or largest military creditor among Paris Club
members could be eligible for 80 percent discount. Among recent precedents, Vietnam
settled 1ts debt with Russia in 2000 by obtaining 85 percent reduction of the principal and
agreeing to repay the remainder over 23 years at an interest rate of 5 percent (EBS/01/43),
while a 90 percent up-front discount was applied to Nicaragua’s debt in 1996 (SM/96/238).
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Table 1. Mongolia : External Sustainability Framework, 1995-2007
Actual Projectis
1995 1996 1997 1998 1969 2000 2001 2002 2003 2004 2005 2006 2007
L Baseline Medium-Term Projecti
[ External debtExports of G&S 956 1132 99.6 148.6 1563 130.8 1341 127.9 127.6 127.5 123.% 121.7 1194
2 External debt'GDP 41.1 460 574 774 914 86.3 829 87.0 /T 8740 4.8 1.3 7.7
3 Change in externai debt/GDP =323 49 114 203 £4.0 -5.1 -4 41 0.7 0.7 -2.4 =33 -3.6
4 Net debt-creating external flows/GDP (5+34+12) -35.2 34 04 14.1 5] -4.6 =17 -2.6 -1.5 -4.8 -5.8 5.6 -5.1
5 Current acrount deficit, excluding interest peyments/GDP 29 23 -1.9 10.3 8.6 4.7 6.6 7.3 6.0 5.0 40 4.1 4.2
[ Deficit in balance of G&S/GDF 23 79 .7 i7.0 16.1 153 18.7 176 142 12.5 110 10.5 101
7 Exports of G&S/GDF 430 406 57.6 52,1 58.5 660 6.8 68.0 68.7 68,3 68.3 66.8 65.1
g Imports of G&S/GDP 452 456 59.4 6.1 4.6 813 20.5 85.6 83.0 80.7 792 773 75.2
9 Minus net non-debt creating capital inflows/GDP 08 -13 -1.9 -1.9 -3.8 -4.1 -4.2 =33 4.0 -3.8 37 a5 =34
19 Net foreign direct invesmment, equity/GDF i3] t3 1.9 1.9 38 4.1 4.2 53 40 38 3.7 is 34
1 Net portiolic investment,equity/GDP 00 00 0.0 0.0 0.0 00 0.0 0.0 0.0 00 0.0 00 0.0
12 {-g-{prep)¥(L+g+p+gpYdebt’'GDP (14/13) G160 24 6.2 5.3 6.6 -5.1 42 4.6 -5.5 6.1 6.1 6.1 -5.9
13 Adjustment factor: 14+g+ptgp 1.8 1.0 0.9 0.9 09 1.1 L3 1.1 1.1 11 11 I8} 1.1
14 {r-8-{prgp)Mebt/GDE (15+16+17) 564 24 55 53 6.1 55 44 4.9 £.0 6.6 4.6 -7 64
13 r (inwerest rate) dmes debt/GDP 14 0.8 0.6 09 0.8 1.0 0.9 Lo 1.3 11 L.l 1.0 1.0
16 minus g (real GDP growth rats) times debt/GDP 46 10 -1.% =20 -2.5 -1.0 -1.0 -32 4.4 =5.2 52 =51 49
17 minus (p + gp) {p = U.S. doMar value of GDP deflator, grow  -53.1 2.6 67 6.5 7.8 5.5 44 2.7 27 25 25 26 2.5
18 Residual, incl. change in gross forcign assets!/GDP (3-4) 29 L5 110 59 2.6 0.5 1.7 6.7 4.2 42 34 23 14
Mem ; Kev macro and external as i
Nominal GDF (local currency) 5503 84646 8126 317.4 9253 L0446 11305 12450 13732 1,5280 17002 11,8932 2,107.3
Nominal GDP (11.5. dollars) 1,226.6 1,179.0 1,040 972.1 H5.5 970.2 1,0259 LMo 1,183.7 1,2993 14146 15429 16831
Real GDP growth (in percent per year) 63 14 40 5 12 11 L1 39 50 6.0 6.0 60 6.0
MNominal GDP deftator (in 1.5, dollars, change in percent per year} 681 61 BER] -10.9 -9.8 6.0 5.0 3z 3.0 27 7 2.9 29
Extemal interest tate (percent per year) 1.9 18 1.4 1.5 1o 1.1 1.1 13 13 13 12 12 12
Growth of expons of G&S (LS. deflar terms, in petcent per year) 295 91 267 -16.6 4.6 2038 0.5 17.9 9.3 21 29 68 62
Growth of imports of G&S (U.S, dollay terms, in percent per year) 30.7 32 93 T4 0.5 16.3 5.1 1490 4.5 59 a9 a4 6.1
. Sensitivity Analyshs {or Exterual Debt-to-GDP Ratio
1, If interest rate, real GDP growth rate, USS GDP deflator growth, non-interest current account,
and non-debt flows {int percont of GDP) ar: at aversge of past seven years 85.0 34.6 842 3.0 3.8 778
2. If interest rate in 2002 and 2003 is average plus two standard deviations, others st baseline 876 9.9 882 857 823 186
3. If real GDP growth mte in 2002 and 2003 is average minus two standard deviations, others at baseling 90.5 95.7 945 915 878 83.7
4. If USS GDP deflator in 2002 is avernge minus two smndard deviations, others at baseline . 100.0 99.9 934 95.1 91.1 86.8
5. If non-interest current account (in percent of GDF) in 2002 and 2003 is average minus two standard devietions, others at bascline 94.2 103.0 1013 97.3 23.6 9.1
6. Combination of 2-5 using one standard deviation shocks 964 1034 1014 582 93.9 394
7. One time 30 percent depreciation in year 2002 {30 petcent GDP deflator shock), ethers at busafine. 124.1 1224 1193 1146 1082 1036
Memomnduom ltems
Current account deficit, axcluding interest payments {pereent of GDF, sverage of past seven years) 37 37 37 37 7 3.7
Current deficit, excluding interest pay { of GDP, dard deviation of past seven years) 54 54 4 54 54 5.4
Net non-debt creating capital inflows (percent of (GDP, avernge of past seven years) 2.6 26 26 24 26 16
Interest mute {avernge of past seven years) 14 14 14 14 14 14
Intesest rate (smndard deviadon of past seven years) 6.3 03 03 0.3 0.3 a3
Real GDP growth rats (average of past. seven years) 31 31 31 3l kR 3.3
Real GDP growth raie (standard deviation of past seven years) 18 1.8 18 LB [ %) 1.8
GDP deilator, US dollar terms (average of past seven years) 5.5 5.5 55 55 35 5.5
GDP deflator, US dollar terms (standard deviation of past six years) 8.5 8.5 835 BS 2.5 8.5




Table 2. Mongolia: Public Sector Debt Sustainability Framework, 1999-2007

Actaal Projections
1998 1996 1997 1998 1999 2000 2001 2002 2003 200d 2005 2006 2007
L. Baseline Medlom-Term Projections 1/
1 Public deby/revenues 1652 2176 2532 309.2 3680 2816 2307 482 454 2433 2365 2217 1184
2 Public deb/GDP 423 540 4.5 853 100.1 947 876 8.8 7.9 £7.0 B4 8t4 78.1
1 Change in public debt/GDP -283 117 0.5 20.8 14.8 ~5.4 -7.1 12 -16 0.9 24 - -33
4 Net debi-creating Rows/GDP (lines 518+11) -29.1 12 42 137 1.0 5.7 -12 -3.0 -3t 4.1 4.4 -4.5 A6
5 Owerall deficit, exchuding gross interest payments/GDP (=primary deficit) 56 73 6.5 129 103 5.1 39 5.0 49 45 4.0 ki) 32
6 Revenue and grams/GDP 56 M8 255 276 2 336 M0 158 358 358 358 358 358
7 Noninterest expenditure/GDP 312 321 R0 405 375 3BT 419 408 407 402 398 394 390
1 Minug non-debt creating financing flows/GDP 0.7 04 -1.2 -8 -13 -1t -14 -1.6 =10 -6 06 £.5 A5
g Privatization Receipt#’ GDP 0.7 G4 1.2 [ 13 0.7 0.5 1.6 10 [HE] 06 a5 05
1% Cher 0.0 0o L) 0.0 0.0 0.4 0.9 a0 0.0 0.0 a0 0.0 0.0
11 (eg-regei(1 gt pr))dchVGDP (lines 13/12) 339 81 85 26 Bl 8T .49 64 70 7% 1B 17 74
12 Adjustment factor: 1+gix+ge 19 12 13 w1 Lt 11 1.1 1t K] 1.1 11 i
13 (r-g-{n+gx))debVODP (lines 14+15+16) 459 67 123 25 9.1 -lo9 6.2 -0 -7.8 -8.7 8.7 -85 -8.2
14 r (inter=st rate) times debt/ODP 06 0.7 1] 13 21 20 1.6 1.8 1.4 12 1.1 1.0 LO
15 minuz g (real GDP growth rate) times debt/GDP 45 -0 -2 -23 -27 -1l -1t -34 -5 -5.2 -5.2 -5.1 4.9
16 minus (% + gx) (= GDF deflator, growth rate) timey debt'GDP -62.1 64 -134 35 -85 -1i8 -6.7 -5.4 4.7 «4.7 4.6 4.5 -4
17 Residual, incl. change in assets and valuation changes on external debt /GDP (lines | 0.7 1035 14.7 1 13.8 03 -1% 4.2 2.2 3.1 19 13 1.3
Nominal GDP {local y) 550.3 6466 8326 8174 9253 10446 11305 1,2450 1,373.2 1,528.0 i,7062 18912 2.t07.)
Real GDP growth {in percent per year) 6.3 24 40 33 32 1.1 11 39 5.0 6.0 5.0 6.0 6.0
Consumer price index (change, in percent per year) 568 468 6.6 94 1.6 ite 8.0 6.0 5.0 50 540 5.0 5.0
GDP deflator (change, in percent per year) 827 148 238 -5.2 9.7 11.7 10 6.0 5.0 54 5.0 50 50
Average interegt rate on public debt (percent per yebr) (LA . W 6.1 21 25 20 1.7 21 L6 &) 13 1.2 12
Growth of revenues (deflated by GDP deflator, in percent per year) -100 08 68 111 1.8 250 142 =21 51 59 0] 6.0 6.0
Growth of noninterest expenditur: {deflated by GDF deflator, in percent per year) =17.0 53 38 3o 4.4 43 93 12 48 49 48 51 4.8
L Stress Tests
1. If interest raie, real GDP growth rute, primery balance and non-debt fiows (in parcent of GDF)
are at average of pasl seven years 9§26 960 1002 1029 1050 1069
2, I imterest rate in 2002 and 2003 is average plus two dard deviations, others at baseli 918 M1 89.7  Re.l 824
3, If real GDP growth rate in 2002 and 2003 is average minus two standard deviations, others nt baseline 2.5 95.0 94 #1.3 814 93,7
4. If primary balence (in percent of GDF) in 2002 and 2003 is average minus two standard deviations, others at baseli 916 1048 1024 986 9dr 897
5. Combination of 2-4 uging one standard deviation shocks 98 1079 1052 1012 %.5 5.8
6. One time 30 percent depreciation in 2002, athers at basetine 113.7 nes 1078 1836 987 938
7. 1f debt ratia in 2002 rises by 10 percent of GDP, ofhers at baseline 2/ 8.8 971 954 SLI R4 844
Memerandum liems
Primary deficit (percent of GDP, average of past scven years) 74 14 74 74 T4 T4
Primary deficit (percent of GDP, siaradard devistion of past seven years) az 32 31 3l 32 3l
Non-debt greating financing flows {percent of GDP, average of past seven years) Ll 1.1 e 1 L Ll
Interest rate (average of past seven ycars) 24 24 24 24 24 24
Interest rate (standand deviation of past seven years) [P A S N
Real GDP growth tate {pverage of past seven yeare) 31 31 33 LR 31 al
Real GDP prowth rate (standard deviation of past seven years) 1.8 1Y 1.8 1.8 1B 1.8

1 Calcutations cover the geacral govermment.

2/ Comprises the following contigent Kabilities: Debl to Marybeni Corporation (2 percent) and banking crises comparable w that of 1996 (8 pereent).
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Table 3. Mongolia: Debt Dynamics with Hypothetical Settlement of Russian Claim 1/

(In percent)

Year 2001 2002 2003 2004 2005 2006 2007
1. Base Case
Nomional Debt/ GDP ratio 829 £7.0 877 27.0 246 £1.3 717
NPV of Debt to Exports Ratio 93.6 93.2 ng 88.6 86.2 843 227
NPV of Debtto Government Revenue Ratio 146.0 159.4 158.2 156.0 1517 146.7 141.5
Debt Service to Exports Ratio 5.5 52 4.6 4.4 44 4.3 43
Debt Service to Govemnment Revenue Ratio 8.7 8.9 8.0 7.8 7.8 7.4 7.3
2. Base Case+ Russian with 70 percent discount
Nemional Debt/ GDP Ratio 829 72g 3519 329.8 307.6 285.8 2526
NPV of Debt to Exports Ratio 936 560.0 520.5 471.6 440.3 412.5 368.4
NPV of Debtto Government Revenue Ratio 146.0 957.5 396.4 8341 774.6 717.8 630.1
Debt Service to Exporis Ratio 55 52 29.7 26.9 251 23.5 42.6
Debt Service to Government Revenue Ratio 8.7 89 51.2 474 44.2 40.8 728
3. Base Case+ Russian with 80 percent Discount
Nomional Debt/ GDP ratio 829 2775 2639 2489 2332 217.6 1943
NPV of Debt to Exporis Ratio 93.6 404.4 3777 3453 3223 303.1 2732
NPV of Debt to Government Revenue Ratio 146.0 691.5 650.3 608.1 566.9 527.4 467.2
Debt Service to Exports Ratio 55 52 214 194 18.2 17.1 29.8
Debt Service to Government RevenuesRatio 87 89 368 342 321 297 51.0
4. Base Caset Russian with 90 percent Discount
Nomional Debt/ GDP ratio 829 182.2 175.8 167.9 1589 149.5 136.0
NPV of Debt to Exports Ratio 93.6 248.8 234.8 216.9 204.2 193.7 178.0
NPV of Debt to Gevernment Revenue Ratio 146.0 425.4 404.3 382.0 3593 3371 304.4
Debt Service to Exports Ratio 55 5.2 13.0 11.9 11.3 10.7 17.0
Debt Service to Gevernment Revenue Ratio 8.7 89 224 210 19.9 18.5 29.1

1/t is assumed that Russian claim is seitled at the end of 2002, with the first interest payment at the end of 2003.
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Mongolia—Statistical Issues

1. Progress to Date

The Mongolian authorities have established a framework for monitoring macroeconomic
developments and have made substantial improvements in all statistical areas with
extensive technical assistance, including from the Fund. Core data are provided on a
timely basis. Mongolia is participating in the General Data Dissemination System
(GDDS), and its metadata were posted on the Dissemination Standards Bulletin Board
(DSBB) in August 2000. A ROSC mission that visited Mongolia in May 2000 assessed
data dissemination practices in Mongolia in relation to the IMF’s GDDS. The data
module of the ROSC for Mongolia was published on the IMF website in May 2001,

An STA mission to assist in the continuing process of improving national accounts
visited Mongolia in February 2000. In conjunction with this mission, the authorities
revised the annua! GDP estimates for 1995-99 to incorporate the new source data and
rebase to 1995 prices. Per the request of the Nationa! Statistical Office (NSO), STA has
posted a long-term resident advisor on real sector statistics at the NSO since August
2001. The advisor has assisted the NSO in improving primary data collection and
compilation systems for national accounts and price statistics.

An STA mission on consumer price statistics was fielded in September—October 2000,
Based on the recommendations of this mission, the methodology utilized to compile the
CPI was substantially revised in January 2001. The main revisions were as follows: (i) the
CPI basket was updated based on the results of the 1999 Household Income and
Expenditure Survey (HIES). The previous CPI contained 205 items while the revised CPI
comprises 239 items; a deletion of four items and an addition of 38 new items.
Furthermore, a number of old items were redefined in order to better reflect current
consumption patterns; (ii) the CPI weights were updated using the results of the 1999
HIES. The weights were updated again in March 2002 based on the 2000 HIES results;
and (iii) the CPI was rebased from December 1995 to December 2000,

The authorities adopted systematic procedures for compiling annual fiscal reports for
general government and each of the subsectors of general government, on the basis of the
methodology proposed by an FAD/STA mission in March 2001. They also completed an
inventory of all government bank accounts and instituted stricter standards for registering
bank accounts for government agencies to allow the full reconciliation between
government accounts data and banking data. However, adequate reconciliation of
monetary and fiscal data and other mission recommendations have yet to be implemented.



- 56 - ANNEX IV

The May 2001 monetary and financial statistics mission found that the Bank of Mongolia
(BOM) implemented most of the recommendations of the 1997 STA mission, including
the valuation of monetary gold and the recording of Fund accounts in the BOM balance

sheet.

In May 2001, the long-term resident advisor in balance of payments statistics completed a
26-month assignment to help develop the balance of payments statistics compilation
system, which included the implementation of an enterprise survey. The results from the
survey were reflected in the 1999 balance of payments data and also used to generate
some partial international investment position estimates for the nonbank sector. A new
report form on international transactions that pass through domestic banks was
developed. Measures were also undertaken to conduct a survey of foreign embassies and
international organizations. With the BOM’s new regulation to require banks to report
their international transactions effective from January 1, 2002, the accuracy and
timeliness of BOP statistics are expected to be substantially enhanced. The annual
enterprise survey of the BOM, if carried out and extrapolated in a proper way, is also
expected to improve the data quality.

2. Outstanding Issues

e While some progress has been made in developing a national accounts framework, the
quality of GDP estimates, particularly with respect to the current deflation methods
for constant price estimates, could be improved further. A proper methodological
treatment of animal losses due to special harsh winters has to be finalized soon.
Efforts are also needed to improve coverage of the informal sector and small-scale
activity, especially in the services sector. Raw data could be refined with a view to
producing reliable quarterly estimates of GDP. Furthermore, the construction of
expenditure-based national accounts in constant price terms would serve as a useful
check for the production side estimates.

¢ There has been limited progress in implementing the recommendation of the STA
mission on consumer price statistics to compile a national CPI and to develop a
producer price index, mainly due to resource and capacity constraints.

® There are 2 number of deficiencies in the data on wages and earnings. The
development of labor market statistics through the establishment of quarterly sample
surveys would help mitigate these shortcomings. The government conducted a survey
of the civil service in May 2002, which would help to produce a detailed database on
civil service employment and wages.

* The May 2001 STA mission identified a number of issues, including the coverage of
monetary statistics, classification of a number of foreign on-lent loans, and recording
of repurchase agreements on the treasury bills. The BOM is following up on the
recommendations of the mission.
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The quality of fiscal data—provided either for budgetary purposes or for publication
in the GFS Yearbook—could be improved substantially, and improvements are
underway in light of the FAD/STA mission of March 2001. Key weaknesses have
been noncomprehensive coverage of the fiscal accounts, weaknesses in source
accounting data, not documented compilation and consolidation procedures, lack of
reconciliation between government accounts data and banking data at an aggregate
level. These weaknesses are also present in monthly and quarterly reports, but
compounded by the incomplete coverage of government accounts. Indeed, the poor
quality of the quarterly data reported for publication in IFS has meant that the latest
data published in /FS are for 1996 Q3. The planned application of an integrated
government-wide chart of accounts will help resolve the underlying technical
problems while ongoing treasury reforms should significantly improve accounting and
reporting practices.

Despite the improvement of BOP statistics’ coverage and quality, further
improvement is needed in several areas. Particularly the data regarding remittances of
migrant workers abroad and foreign direct investment need to be improved urgently.

Publications

The NSO publishes monthly and annual Statistical Bulletins in English and Mongelian.
These bulletins include data on population, employment, national accounts, prices,
household income and expenditure, central and local government revenue and
expenditure, and extemnal trade. The BOM publishes a monthly Statistical Bulletin
(within 15 days of the end of the month, which includes summary statistics for the centra}
bank, consolidated balance sheet of commercial banks, and interest and exchange rate
data) and Annual Reports since 1993. All publications are available to the public.



Date of Latest
Observation

Date Received

Frequency of
Data

Frequency of
Reporting

Source of Data
Mode of
Reporting

Confidentiality

Frequency of
Publication

Mongolia—Core Statistical Indicators
(As of September 20, 2002)

Central
X _ Reserve/ Bank Consumer Current Overall
Exchange International Base Balance Broad Interest Price Exports/ Account Government External
Rates Reserves Money Sheet Money Rates Index imports Balance Balance GDP/GNP Debit
Sept. 19, Sept. 6, Sept. 6, Sept. 6, ' Aug. 31, Sept. 4, Aug. Aug. Q12002 Aug. 2001 2001
2002 2002 2002 2002 2002 2002 2002 2002 2002
Sept. 20, Sept. 11, | Sept. 13, | Sept. 13, | Sept. 20, | Sept. 11, Sept. 11, Sept. 12, Aug. 27, Sept. 12, June 10, May 8,
2002 2002 2002 2002 2002 2002 2002 2002 2002 2002 2002 2002
Daily Weekiy Weekly Weekly Monthly . Weekly Menthly Meonthly Quarterly Monthly Annual Annual
Weekly Weekly Weekly Weekly Monthly Weekly Monthly Monthly Quarterly Monthly Annual Annual
BOM BOM BOM BOM BOM BOM NSO NSO BOM MOFE NSO MOFE
Electronic | Electronic | Electronic | Electronic | Electronic | Electronic | Electronic | Electronic Electronic Fax Fax Electronic
Unrestricted | Unrestricted | Unrestricted | Unrestricted | Unrestricted | Unrestricted | Unrestricted § Unrestricted| Unrestricted Unrestricted | Unrestricted | Unrestricted
Daily Monthly Monthly Monthly Monthly Monthly Monthly Monthly Quarterly Monthly Annual Angual

1/ BOM is Bank of Mongolia, NSO is National Statistical Office, and MOFE is Ministry of Finance and Economy.
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Mongolia—Fund Relations
(As of August 31, 2002)

1. Membership Status: Joined: 02/14/1991; Article VIII

il. General Resources Account: SDR Million Percent Quota
Quota 51.10 100.0
Fund Holdings of Currency 51.03 99.9
Reserve Position in Fund 0.07 0.1
II1.  SDR Department: SDR Mitlion Percent Allocation
Holdings 0.03 N/A
IV.  Qutstanding Purchases and Loans: SDR Million Percent Quota
ESAF/PRGF Arrangements 33.75 66.1
V. Financial Arrangements:

Approval  Expiration Amount Approved Amount Drawn

Type Date Date (SDR Million) (SDR Million)
PRGF 09/28/2001 09/27/2004 28.49 4.07
ESAF/PRGF  07/30/1997 07/29/2000 33.39 17.44
ESAF 06/25/1993 06/24/1996 40.81 29.68

VI.  Projected Obligations to Fund: (SDR Million; based on existing use of resources
and present holdings of SDRs):

Forthcoming
2002 2003 2004 2005 2006
Principal 2.4 6.1 4.9 4.0 4.0
Charges/interest 0.1 0.1 0.1 0.1 0.1
Total 2.5 6.2 5.0 4.1 4.1

VI Safeguards Assessments

Under the Fund’s safeguards assessment policy, the Bank of Mongolia (BOM) was subject to
a full safeguards assessment with respect to the PRGF arrangement that was approved by the
Executive Board on September 28, 2001. An on-site safeguards assessment of the BOM was
completed on March 5, 2002. Staff recommended that the BOM tmplement measures to
strengthen its external audit mechanism and financial reporting framework. The BOM has so
far implemented several of the recommendations. Staff continues to monitor the BOM’s
efforts to: (i) commit to the full adoption of Intemnational Accounting Standards (IAS) and to
disclose its guarantees and pledges in its financial statements; (ii) disclose the fair value of
derivatives in its net international reserve position and financial statements; and (iii) amend
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the central bank law to introduce independent oversight of BOM operations through an
expanded Board that includes non-executive members.

VIIi. Exchange Arrangement:

On May 27, 1993, Mongolia moved from a fixed exchange rate against the U.S. dollar to a
floating exchange rate system. However, the BOM has, at times, made active use of its
intervention practices to maintain a stable nominal exchange rate vis-a-vis the U.S. dollar
over extended periods of time. The official exchange rate is now set weekly on the basis of
transactions in the interbank market. At end-August 2002, the official midpoint rate was
Tog 1,116 per U.S. dollar.

IX. Article IV Consultation:

The 1999 Article IV consultation (EBS/00/3) was concluded by the Executive Board on
January 24, 2000 (SUR/00/14). Mongolia is on the standard 12-month consultation cycle.

X. ROSC Assessments

e ROSC, Data Module, May 4, 2001 (SM/01/144)
e ROSC, Fiscal Transparency Module, November 8, 2001 (SM/01/329)

XI. Recent Financial Arrangements:

A three-year arrangement under the Enhanced Structural Adjustment Facility in an amount
equivalent to SDR 40.81 million (80 percent of quota) with a first annual arrangement in an
amount of SDR 18.55 million (36.3 percent of quota), was approved on June 25, 1993
(EBS/93/79). The second annual arrangement in an amount of SDR 11.13 million

(21.8 percent of quota) was approved on November 23, 1994 (EBS/94/213). The ESAF
arrangement lapsed on June 24, 1996.

A three-year arrangement under the ESAF/PRGF in an amount equivalent to SDR 33.4
million (65.4 percent of quota), with a first annual arrangement in an amount of SDR. 11.13
million (21.8 percent of quota), was approved by the Executive Board on July 30, 1997. The
first year arrangement lapsed on July 30, 1998. The second annual arrangement of

SDR 14.8 million (29 percent of quota) was approved on June 16, 1999, The first review
under that arrangement was completed in January 2000 and the arrangement lapsed on

June 15, 2000. The ESAF/PRGF arrangement lapsed on July 29, 2000.

A new three-year arrangement under the PRGF in an amount equivalent to SDR 28.49

million (55.8 percent of quota), with the first year of the arrangement in an amount of

SDR 12.21 million (23.9 percent of quota), was approved by the Executive Board on
September 28, 2001.
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XII. Technical Assistance:
Missions:

Revenue Administration (FAD), September 2002

Banking supervision (MAE), May 2002

Review of treasury and intergovernmental fiscal reforms (FAD), August 2001
Banking supervision and accounting (MAE), May—June 2001

Money and banking statistics (STA), May 2001

Government finance statistics (STA), March 2001

Fiscal transparency and ROSC (FAD), March 2001

Intergovernmental fiscal relations and budget reform (FAD), January 2001

Visits by MAE peripatetic experts on banking supervision, payment system, monetary
policy, and accounting and audit, November 2000 (ongoing).

. Consumer price statistics (STA), September—October 2000

. ROSC: data module (STA), May 2000

. Restructuring bonds and other securities (MAE), March 2000
. National accounts statistics (STA), February 2000

Resident Advisors:

. National accounts statistics (STA), August 2001-January 2003
. Treasury reform (FAD), June 1999—November 2002
. Balance of payments (STA), March 1999-May 2001

Technical assistance for the period May 1995-QOctober 1999 is reported in Annex I of
EBS/00/3.

XTII. Resident Representative:

Mr. Martin’s term as resident representative was extended for a third year beginning mid-
November 2001.
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Mongolia—Relations with the World Bank Group'

Meongolia became a member of the World Bank, IDA and IFC in February 1991. A Country
Assistance Strategy (CAS) for 1998-2000 was approved by the Board on June 2, 1998. The
primary goal of the CAS is to support the government through lending and nonlending
services in completing the transition to a market-led economy, improve living standards, and
reduce poverty.

Completed lending operations: The following credits have been fully disbursed and closed:
An Economic Rehabilitation Credit (US$30 million) and a Technical Assistance Credit
(US$5 million), both approved in December 1991; an Economic Transition Support Credit
(US$20 million), approved in October 1993, to finance critical imports and technical
assistance for the mining and transport sectors; a Transport Rehabilitation Credit

{(US$30 million), approved in May 1994, addressed key constraints in the transport sector,
particularly by arresting the deterioration of the quality and quantity of transport services in
railways, urban transport, trucking, and roads; the Poverty Alleviation for Vulnerable Groups
Credit (US$10 million), approved in July 1995, aimed to promote income-generating
activities for the poor, raise basic education enrollment rates, reduce maternal mortality, and
assist the disabled, particularly children; a Coal Project (US$35 million), approved in May
1996, helped to upgrade operations and management of the Baganuur coal mine and financed
training in mine operation, mine management, and feasibility studies; a Banking and
Enterprise Adjustment Credit (US$10 million) associated with the Banking, Enterprise and
Legal Technical Assistance Credit (US$2 million), approved in May 1997, aimed to support
the government in implementing its structural reform programs in the financial and enterprise
sectors and in developing the legal framework for commercial and financial transactions.

Ongoing lending operations: The current portfolio comprises nine active projects. The
Ulaanbaatar Services Improvement Project is helping to upgrade water supply and sanitation
facilities in the capital’s low-income ger districts; it became effective in July 1998. A Fiscal
Technical Assistance Project was approved by the Board in June 1998 and became effective
in February 1999. This project supports the development of an efficient and transparent
government financial management system and the introduction of a value-added tax to
strengthen the government’s revenue base. A Private Sector Development Credit was
approved in May 1999 and became effective in December 1999. It supports the development
of Mongolia’s private enterprise and financial sectors. A Financial Sector Adjustment Credit
(US$32 million) was approved in May 2000 to support policy reforms required to implement
a medium-term strategy for financial sector reform. The Transport Development Project
(US$34 million), approved in March 2001, is supporting the reconstruction and upgrading of
roads in Mongolia’s central and western regions to provide rural communities with better
access to health, education and social services. The Energy Project (US$30 million),
approved in May 2001, will reduce system losses and improve revenue collection in
electricity distribution companies, and improve the reliability and financial sustainability of
electricity distribution companies. A Learning and Innovation Lending (LIL) Credit

' Prepared by World Bank staff; any questions relating to Mongolia’s relations with the Bank
can be addressed to Ms. Vera Songwe (Tel. 473-3425) or Mr. Zafar Ahmed (Tel. 473-4699).
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(US$5 million), approved in December 2001, is supporting a Legal and Judicial Reform
Project. The Financial Capacity Development Project (US$5 million), approved in

June 2002, will support institutional capacity-building of the Mongolian banking sector to
reduce systemic risks and enhance financial intermediation. The Sustainable Livelihoods
Project (USS$19 million), also approved in June 2002, will support the first phase of the
development and implementation of a nonwelfarist national anti-poverty strategy to foster
secure, sustainable livelihoods.

Future lending operations: Future IDA lending will continue to concentrate on supporting
macroeconomic stabilization and structural adjustment programs, investment projects, and
technical assistance. Credits are being proposed in support of capacity building for economic
management, developing urban infrastructure, and supporting the government’s poverty
reduction strategy.

World Bank: Credit Approvals and Disbursements
to Mongolia, FY 1992-2002
(In millions of U.S. dollars)
Credit Credit Undisbursed Balance at
Approvals Disbursements the end of the Fiscal Year
Fy92 35.0 15.6 19.4
FY93 0.0 12.7 6.7
FY94 50.0 152 41.5
FY95 0.0 © 84 33.1
FY56 45.0 11.9 66.2
FY97 12.0 11.8 66.4
FY98 21.7 34.6 535
FY99 12.0 16.0 47.0
FYO00 32.0 133 65.5
FY61 64.0 10.9 113.5
Fyo2 28.7 233 125.7
Source: World Bank estimates.

Nonlending services: Three Country Economic Memoranda (CEMs—1991, 1994 and 1997)
have been distributed to the Board. An Energy Sector Review, a report on Prospects for
Wheat Production, and a National Environmental Action Plan were completed in FY95. A
Poverty Assessment and a Public Enterprise Review were completed in FY96. A report on
the consequences of large-scale privatization, prepared in collaboration with the University
of Maryland, was completed in early 1998. A Transport Strategy Study was completed in
FY99. World Bank staff participate regularly in PRGF missions. The World Bank opened an
office in Ulaanbaatar in June 1998. The first Country Portfolio Performance Review was held
in June 1999 and a second one is being completed, Current nonlending services include, a
new public expenditure review and notes on trade policy, the copper sector, and public-
private infrastructure issues. A poverty update and participatory Living Standard Assessment
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have been completed as well as an Environmental Monitor. Mongolia is now part of the
World Bank’s GDLN (Global Development Learning Network) system.

Aid coordination: The World Bank continues to play a strong role in aid coordination. Six
Assistance Group Meetings of donors took place in Tokyo since 1991, co-chaired by the
World Bank and the Government of Japan. The seventh meeting was held in Ulaanbaatar in
June 1999. The Mongolia Consultative Group Meeting, chaired by the World Bank, was held
for the first time in Paris in May 2001, and the second Consultative Group meeting,
co-chaired by the World Bank and the government, was held in Ulaanbaatar in July 2002. In
addition, the World Bank (DA, FIAS, IFC and MIGA) is assisting the government with the
promotion of Foreign Direct Investment (FDI). The first Investors’ Conference on oil, gas
and mining was held in Ulaanbaatar in June 1997, and the second on agro-industry and
tourism took place in Ulaanbaatar in June 1998.

IFC: Mongolia is part of IFC’s Extending Reach Program, an initiative to promote private
sector development and investment in selected countries where difficult country conditions
have constrained IFC activity. As part of this program, IFC invested in a small leather
garmenting operation and the banking sector, and is currently considering projects in the
tourism and financial sectors. IFC has also mobilized trust funds to conduct technical
assistance in developing a tourism development program and in helping draft Mongolia’s
leasing law. IFC has assisted in conducting two foreign investment seminars to promote FDI.
IFC’s investment strategy in Mongolia is to provide long-term financing to private
companies, improve the investment framework in the country, and assist in attracting
technical know-how and foreign investment.

MIGA: Mongolia signed the MIGA convention in 1991 and ratified it the following year.
MIGA will be able to assist the country in attracting foreign investment through its marketing
and guarantee activities. MIGA has provided TA to the Board of Foreign Investment in
investment promotion.

WBI: The World Bank Institute, the World Bank’s external training division, has organized a
number of seminars and courses in Mongolia as part of its Central Asia program. Courses
included economic management, business valuation, financial sector development, and social
sector reform.
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Mongolia—Relations with the Asian Development Bank'

Mongolia became a member of the Asian Development Bank (ADB) in February 1991. ADB
operations in Mongolia have been guided by its Country Operational Strategy (COS). The
first COS covering 199499 was prepared in 1994. It was aimed at facilitating Mongolia’s
transition to a market economy by (i) creating an environment in which a competitive
efficient market economy can flourish; (ii) developing the human resources and skills
necessary for a market economy; and (iii) developing the infrastructure needed for a market
economy. In line with the Poverty Reduction Strategy approved by the ADB Board in 1999,
ADB entered into a Poverty Partnership Agreement (PPA) with the Government of Mongolia
in 2000. Within the framework of the PPA and built on the lessons learned during the

period 1994-99, ADB formulated in May 2000 its new COS for 2000—05. The new COS
places poverty reduction at the highest level of importance to be achieved through pro-poor
interventions that foster private sector-led economic growth and good governance. The new
COS 1s aimed at fostering economic growth and combat poverty by switching the main
mechanism for growth generation from public sector investments in infrastructure to
employment-generating investments aimed at engaging the private sector. However, the COS
also provides that support for road sector investment would be considered if the contribution
of the sector to reducing poverty and promoting human development can be established.
Accordingly, ADB currently focuses its operations on the six core sectors, namely, finance,
public sector, social sector, agriculture, urban development and road.

In March 2002, ADB and the Government conducted the second joint annual review of the
implementation of PPA. The PPA annual review confirmed that Mongolia is on a right track
towards achieving the Millennium Development Goals. Good progress has been made in
addressing the non-income poverty and achieving the goals of human development,
particularly in terms of reducing infant and under-five mortality, improving health care and
school enrollment. The bottleneck for poverty reduction lies with staggering economic
growth unable to create sufficient employment or ensure a steady improvement of income,
particularly the income of the poor. Therefore, grater emphasis on accelerating economic
growth has been recommended.

ADB also has a window—the Private Sector Group (PSG)—for private sector operation
without government guarantee. The PSG is currently working with the International Finance
Corporation in providing assistance to the Government in the privatization of selected banks
to supplement ADB’s public sector interventions in the financial sector.

By early July 2002, the ADB had approved 29 loans from the Asian Development Fund
(ADF) totaling US$504.4 million. In addition, by that date, the ADB had approved

97 technical assistance (TA) grants amounting to US$48.9 million. ADB has taken a lead
role in several key sectors (e.g., policy and institutional reforms in the agriculture sector,
public administration reforms, education, health, finance, roads, telecommunications, power,

'Prepared by Asian Development Bank staff.
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air navigation, and housing). In the second half of 2002 two loans are expected to get
approval by the ADB Board: Education Sector Development Project (US$68.5 million) and
Integrated Development of Basic Urban Services in Secondary Towns (US$26.5 million),
Besides, the second tranch (US$12.5 million) of the ongoing Governance Reform Program
loan is to be released shortly after the passage of the Public Sector Management and Finance

Law,

To ensure more effective use of development resources to achieve the development goals,
ADB has recently adopted a new policy on performance-based allocation of its concessional
ADF resources. According to this new policy, from 2002 onward, ADB will allocate the
ADF resources to its eligible member countries including Mongolia, based on a country
performance assessment. The country assessment focuses on major indicators concerning
sustainable economic growth, socially inclusive development, governance and public sector
management, and portfolio performance. For 2002, in line with the aforementioned new
policy, ADB’s lending level to Mongolia has been determined through country performance
assessment with US$32-34 million as the base case lending scenario. As a parallel support to
its lending operation, ADB will endeavor to provide annually about US$3.1 million technical
assistance grant to Mongolia, mainly for project preparation, and activities directly related to
reduction of poverty and promotion of good governance. A high case scenario may go up to
US$40 million subject to the country’s performance to be evaluated against updated triggers.

The ADB has regularly participated in Mongolia Consultative Group meetings and
coordinated its operations with the Fund, the World Bank and other donors. At the Ninth
Assistance Group Meeting held in Ulaanbaatar in July 2002, the ADB was the lead
discussant on governance and poverty issues. Through this and other forums, the ADB will
_ continue to be actively involved in policy dialogue with the government, particularly with

regard to continuing of reforms in (i) the promotion of good governance in formulating
effective policies and establishing efficient institutions; (ii) public sector management and
finance which will lay a foundation for effective macroeconomic management; and (iii) the
financial sector, to provide affordable financing services badly needed for increased private
sector investment and production efficiency. The ADB will also continue to assist
Government in strengthening its capacity in aid coordination, and planning and management
of public investments. ADB’s effectiveness in delivering its program of assistance to
Mongolia has been strengthened with the official opening and full operation of a Resident
Mission in August 2001.

In March 2002, Mongolia was accepted as a full member of the ADB supported sub-regional
cooperation for the Central Asian Republics and the People’s Republic of China (PRC). This
sub-regional cooperation wili provide Mongolia with a new dimension to participate in
regional cooperation on a wider geographic basis. Started with a moderate program in 2000,
ADB has assisted Mongolia and PRC to establish a very effective institutional framework to
promote and coordinate between the two countries. Cooperation in transportation, trade and
investment and environmental management has been identified as a common priority.
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IMF Concludes 2002 Article IV Consultation with Mongolia

On October 25, 2002, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with Mongolia.'

Background

Mongolia has made great strides since it initiated its transition to a market-based economy in
the early 1990s, but it continues to face important challenges. Good progress toward promoting
macroeconomic stability and market-oriented reforms resulted in a recovery from the collapse in
output suffered during the early 1990s. However, the government’s large recourse to deficit
financing in the context of a generalized weakening of fiscal governance led to an unsustainable
build-up of public debt. With the political consensus for privatization and reform weakening in
the late 1990s, the prospects for sustainable economic growth diminished. The current
government that took office in August 2000 embarked on a new adjustment program aimed at
restoring macroeconomic stability and reinvigorating the reforms required to promote a more
rapid pace of private sector-led growth.

Domestic economic performance was mixed during 2000-01 and the first half of 2002. The
severe winters of 2000-01 took a heavy toll on output and rural incomes. Real GDP growth is
officially estimated to have declined to about 1 percent a year in 2000-01, despite robust
domestic demand in the industrial and service secters. Inflation rose to 11’4 percent in 2000, as
the effects of weather-related decreases in food supplies and higher public utility tariffs were
compounded by a 25 percent general increase in civil service wages. However, inflation fell

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

Washington, D.C. 20431 » Telephone 202-623-7100 ¢ Fax 202-623-6772 « www.imf.org
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back to 8 percent in 2001 and inflationary pressures continued to decline in 2002, as the togrog
remained stable vis-a-vis the U.S. dollar and domestic food prices eased. The real effective
exchange rate of the togrog appreciated by 9 percent in 2001, before leveling off in 2002, thus
reverting to its level as of 1998.

The key challenge for fiscal policy has remained to promote fiscal sustainability. While
continuing pressures on outlays for public wages, goods and services, and domestic capital
expenditure pushed the ratio of government expenditure to GDP to well over 40 percent in
2001, an offsetting surge in government revenues, reflecting in part the effects of a package of
tax increases adopted under the 2001 budget, helped reduce the overall fiscal deficit to about
5% percent of GDP in 2001. Following the introduction of a number of reform measures to
improve fiscal transparency and accountability, including fiscal data quality and reporting, the
stock of government arrears declined by 1% percentage points of GDP during 2001. Reflecting
also favorable valuation effects, the stock of government debt (excluding the large stock of
unresolved pre-1991 debt to Russia) fell from 100 percent of GDP in 1999 to 87%% percent of
GDP in 2001. However, fiscal developments during 2002 have led to some reversal of the
recent gains, as government wages and pensions were raised by an average rate of 20 percent
from October 2002. In the absence of a credible civil service and pension reform strategy,
existing plans to grant further large increases in government wages and pensions in 2003 and
2004 against the background of weakening prospects for revenue growth could pose a serious
threat to fiscal sustainability.

Monetary and credit aggregates have risen sharply over the last two years. To a large extent,
these developments reflect the welcome effect of an increase in confidence in the banking
system as it continues to rehabilitate itself following the banking system crises of the 1990s. In
these circumstances, monetary management by the Bank of Mongolia (BOM) has had to focus
increasingly on keeping the growth of reserve money within a prudent range through the
placement of BOM bills. Despite this effort, reserve money growth has accelerated from

8% percent in 2001 to a year-on-year rate of more than 20 percent as of August 2002, while the
year-on-year rate of growth of credit to the private sector has remained at more than

100 percent.

Mongolia’s overall balance of payments has recorded significant surpluses over the last two
years, but its external position remains vulnerable. Exports rose briskly in 2000 under the
impetus of rising world prices for copper and cashmere exports, but they leveled off in 2001, as
the earlier improvement in the terms of trade was largely reversed and China imposed a ban on
exports of raw materials of animal origin following the outbreak of foot-and-mouth disease in
Mongolia. While import growth also rebounded in 2000, it was subdued during 2001. With
receipts from emigrants’ remittances reported to remain buoyant, the current account deficit is
estimated to have been kept within a range of 5% to 7'z percent of GDP in 2000-01, which
could be comfortably financed with the help of the existing pipeline of concessional external
loans. Gross international reserves have risen steadily to a level of more than US$200 million or
the equivalent of about 14 weeks of imports at end-2001. The stock of Mongolia’s post-1891
external debt, which consists primarily of government debt secured on concessional terms,
declined to 83 percent of GDP in 2001 and the debt service ratio has so far remained
manageable. However, continuing heavy reliance on foreign assistance to finance a large
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current account deficit makes the economy highly vulnerable to changes in donor and investor
sentiment. Moreover, a settlement has yet to be reached on the large stock of pre-1991
convertible ruble debt (equivalent to 10 times Mongolia’s GDP), which could have serious
implications for Mongolia’s future debt service burden and external sustainability.

The government is making sustained efforts to implement its structural reform program. In the
area of public sector management, the reforms to rationalize intergovernmental fiscal relations
regarding VAT and other tax receipts have been largely completed. However, there has been
no tangible progress in the key area of public administration reform, and the implementation of
measures to shift all government deposits to a Treasury Single Account has been slower that
expected. In the areas of bank reform and public enterprise privatization, notable progress has
been made in the last two years, including through the continuing rehabilitation of the
Agricultural Bank, the ongoing strengthening of bank supervision, and the recent privatization of
the Trade and Development Bank, which is expected to be finalized by end-2002. However, the
privatization of other large enterprises which are still carrying out loss-making quasi-fiscal
activities has been delayed, while the energy sector’s persistent financial imbalances continue
to pose a threat to medium-term fiscal and external sustainability.

Executive Board Assessment

Executive Directors recognized Mongolia’s achievements in its transition to a market-based
system, which—despite harsh climatic conditions—included a decline in the rate of inflation to
the single-digit range, a significant buildup of international reserves, a recovery of output from
the collapse suffered in the early 1990s, and progress in institutional and other reforms.

Directors considered that, despite these achievements, Mongolia faced daunting challenges in
its efforts to promote robust growth, reduce poverty, and achieve fiscal and debt sustainability.
These challenges have been exacerbated by the pressures on government spending, which
have led to a large buildup of external public debt, and heightened the economy’s external
vulnerability. Considering the weak output growth during 2006-01, Directors were concerned
that emerging macroeconomic imbalances could threaten to undermine the prospects for
sustainable, pro-poor growth in the period ahead.

Directors stressed that enduring fiscal consolidation will be essential to place the public debt on
a sustainable path, improve the operation of monetary and exchange rate policies, and facilitate
private sector-led growth. A sustainable fiscal position will require a rationalization of public
expenditures to make room for essential public investment, basic social services, and safety
nets for the poor, while reducing over time the high tax burden. In this context, Directors
cautioned that the authorities should ensure that further large increases in civil service wages
and pensions do not jeopardize the attainment of a sound fiscal position. They therefore
welcomed the authorities’ decision to suspend the increases proposed in the 2003 draft budget,
while taking early steps to adopt an effective civil service and pension reform strategy, with
technical assistance from the World Bank.

Directors encouraged the authorities to build on recent progress toward improving fiscal
transparency and accountability in the period ahead, in line with the recommendations of the



Fund’s Fiscal Affairs Department. In this connection, they welcomed the recent decision to
reincorporate into the budget for 2002 the operations of entities that are slated to be privatized
but which continue to conduct quasi-fiscal operations. Steadfast implementation of the
government's re-phased treasury reform program, including through its timely extension to the
social security system, was also underscored.

Directors commended the BOM for its track record in containing inflation. They noted that the
recent rapid expansion of the monetary and credit aggregates suggested a return of confidence
in the banking system. However, they cautioned against an excessive easing of monetary
conditions, and considered that more decisive steps might need to be taken in the period ahead
to control liquidity. In an environment of rapid credit expansion, Directors encouraged the BOM
to tighten overall bank supervision, particularly the enforcement of loan classification and
provisioning standards. They welcomed the recent distribution to banks of hew anti-money
faundering recommendations in line with the Financial Action Task Force guidelines, and looked
forward to legislation that would require stricter reporting of questionable accounts, and prompt
implementation of United Nations Resolutions in this area. In addition, to improve the
transparency of its own operations, the BOM was urged to adopt and implement fully
International Accounting Standards, and to continue implementing the recommendations in the
recently completed safeguards assessment.

Directors observed that relatively large and persistent inflows of official and private capital in
recent years, together with the BOM's intervention practices, may have exerted upward
pressure on the real exchange rate. They noted that future developments in the exchange rate
would need to be monitored closely in order to ensure that the competitiveness of the country’s
export sector and the authorities’ efforts to diversify the economy are not adversely affected.

Directors encouraged the authorities to persevere in their efforts to establish a competitive,
market-oriented economy, while maintaining a vibrant rural sector. They welcomed, in
particular, the rehabilitation of the Agricultural Bank, which had enabled the government to offer
it for privatization ahead of schedule, and considered the privatization of the Trade and
Development Bank to be an important step in the further development of an efficient banking
system in Mongolia. Directors urged the authorities to address quickly the problems of other
large enterprises that stilt carry out loss-making quasi-fiscal activities, including in the important
energy sector.

Directors expressed concern about the size of Mongolia’s external debt burden and debt service
costs. In these circumstances, they stressed that prudent fiscal and debt management policies
as well as the avoidance of external public borrowing on nonconcessional terms are essential to
ensure external viability over the medium term. Directors also stressed the importance of
maintaining orderly relations with all creditors, and taking prompt action to resolve outstanding
claims. To promote export-led growth and investment, the authorities were encouraged io
streamline Mongolia’s trade and investment regime further by simplifying customs
administration, licensing, and regulations as well as by taking steps to ensure that national laws
and regulations are enforced on a nondiscriminatory basis.
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Directors recognized the progress made in developing Mongolia’s statistical base in recent
years. They encouraged the authorities to continue their efforts to improve the quality and
reliability of real sector, fiscal, and balance of payments data.

Directors welcomed the authorities’ willingness to reconsider their wage and pension policies in
consultation with the Fund and Bank staffs, and looked forward to prompt agreement on a
sound policy framework that could pave the way for the completion of the Poverty Reduction
and Growth Facility review. Directors noted the ongoing progress toward the development of a
Poverty Reduction Strategy Paper (PRSP) and encouraged the authorities to take timely steps
to prepare a full PRSP.

Public Information Notices (PINs) are issued, (i) at the request of a member country, following the
conclusion of the Article [V consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (ii) following
policy discussions in the Executive Board at the decision of the Board. The Staff Report for the 2002
Article IV Consuitation with Mongolia is also available.
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Mongolia: Selected Economic and Financial Indicators, 1998-2002

Nominal GDP (2001} $1030 million
Fopulation (2001): 2.37 million
Quota: SDR 51.1 million

T99% 1995 2000 2001 plE
Est. Prog. Est. Prog. Proj. U/
ERS/1/166 EBS/01/166
{Percent change)
Real GDP 35 3.2 1.1 1.4 1.1 4.0 3.9
Consumer prices {period average) 9.4 7.6 11.6 8.8 8.0 6.0 5.0
Consumer prices (end period) 6.0 10.0 8.1 8.0 8.0 6.0 6.0
(In percent of GDP)
General government revenue 27.6 272 336 33.6 38.0 327 358
Generul government expenditure 41.9 394 40.5 41.0 433 398 424
Current balance -0.7 -0.2 3l 2.7 47 3t 2.1
Overall balance -14.3 -12.2 6.8 -7.3 5.3 =71 -G.6
Net domestic credit to government 41 0.0 -0.7 -1.5 -1.9 23 -1.9
Total public debt 2/ 3/ £6.0 100.1 94.7 94.9 87.6 96.7 B8.8
NPV of total public debt 71.8 64.3 63.4 60,2 62.4 38.9
(Percent change)
Nel foreign assets -31.6 96.9 336 13.0 39 16.8 18.0
Net domestic asgets 56.5 -21.6 -17.9 234 96.1 -1.6 24.2
Domestic credit 60.1 -1l -8.0 0.8 41.6 -4.4 184
Credit to enterprises 18.5 -39.7 295 383 141.9 kER] 40.5
Broad money 8.8 n.7 17.5 153 28.0 11.1 20.1
Reserve money 135 51.8 194 11.1 8.4 10.8 12.9
Broad money velocity (GDP/BM) 4/ 5.0 4.3 4.1 4.0 335 3.9 3.2
Annual interest rate on central bank bills {percent) 5/ 233 114 3.5 88 13.0
(In millions of U8, dollars, unless otherwise indicated)
Current account balance, excluding official transfers -129 -127 -153 =170 -i64 -159 -174
(In percent of GDP) -13.2 -14.1 158 -16.7 -15.9 -14.7 -15.8
Current account balance, including official transfers -15.5 -6).3 -54.4 -14.6 -76.3 -76.5 -91.4
(In percent of GDP) -7.8 -6.7 5.6 -73 -7.5 =74 -3
Trade balance -120 -113 -140 ~150 -170 -132 -168
(In percent of GDT) -12.4 -12.5 -14.4 -14.7 -16.5 -12.3 -15.2
Exports, fob 462 454 336 549 523 601 630
{Percent change) -18.7 -1.8 18.0 23 -2.4 9.4 204
imports, cif 582 567 676 699 693 733 798
(Percent change) 8.2 -2.6 19.2 1.7 2.5 49 15.1
Financial and capital account balance 116 62 68 72 79 81 111
(In percent of GDP) 12.0 6.9 7.0 7.1 1.7 7.5 10.0
Gross official international reserves (end-period) 6/ 123.2 156.8 190.9 209.2 206.8 237.1 240.4
{In weeks of next year/projected imports c.i.f.) 11.3 12.1 14.3 14.8 13.5 6.0 14.9
Public and publicly guaranteed external debt 3/ 759 828 837 912 854 1,609 960
(Tn percent of GDP) 78.% 91.4 863 89.4 829 93.6 87.0
NPY of public and publicly guaranteed external debt 3/ 571 542 591 571 639 630
(In percent of GDP) 63.0 55.9 57.9 55.5 592 57.1
Diebt setrvice 6/ 36.2 31.9 242 45.8 339 374 351
(In percent of exports of goods & services) 6.7 5.7 38 7.0 5.3 53 4.7
Exchange rates
Togrogs per U.S. dellar (period average) 7/ 841 1,022 1,077 1,130 1,008 1,179 1,104
NEER, end-perind (1995=100) 8/ 69 61 59 62 62
REER, end-period (1995=100) &/ 118 107 108 Y 18
NEER, pericd average (1995=100) 8/ 65 63 61 61 62
REER, petiod average (1995=100) 8/ 119 110 115 118 119
Export prices (U.S. dollar, percent change) -18.1 -7.0 13.6 4.3 -11.9 4.7 1.6
Copper price (U.S. dollar, percent change) -38.1 -5.8 184 ~11L0 -12.7 133 -10
Import prices (U.S. dollar, percent change) -6.8 -24 25 -5.2 -1.6 0.3 1.6
Terms of trade (percent change) -12.1 -4.8 10.8 0.9 -10.4 4.4 0.0
Real GDP (excluding agriculture, percent change) 1.7 2.6 11.5 16,7 3.3
Nominal GDP (billion togrogs) 817 925 1,045 1,152 1,131 1,270 1,245
Nominal GDF (million U.S, dollars) 972 906 970 1,020 1,030 1,073 1,104

Sourges: Mongelian authorities; and IMF staff estimates and projections,

1/ Staff projections, based on the assumption that the authorities implement policies alony the lines recommended by the staff team during its

last mission to Mongolia in June 2002,
2/ Includes IMF loans, guarantees and arrears.

3/ Excludes unresolved claims by Russia estimated at TR 10.5 billion.

4/ Seazonally adjusted figures for broad money velocity from 1997 onwards.
5/ Annualized yield on end-period auction of 14-day bills. For 2002, as of end-July.

6/ Beginning December 2000, includes commercial banks' foreign exchange deposits with the Bank of Mongelia.

7/ For 2002, ag of Jung,
8/ For 2002, as of April.



Statement by Michael J. Callaghan, Executive Director for Mongolia
and Damba Baasankhuu, Assistant to Executive Director
October 25, 2002

Key Points

° Mongolia faces daunting challenges given its location and harsh climatic conditions,
but has made commendable progress in a relatively short time in its transformation to
a market economy.

. The relationship with the Fund has been important in assisting Mongolia in its
transformation, and relations with the staff continue to improve. Mongolia greatly
appreciates the advice and assistance it receives from the Fund.

. The authorities clearly recognize the importance of fiscal sustainability and have
acted accordingly, as evidenced by the recent trend of overall fiscal consolidation
from 14.3 percent of GDP in 1998 to 6.8 in 2000 and further to 5.3 percent of GDP in
2001.

. In terms of the key concern raised by staff, namely the prospect of further increases in
public sector wages and pensions along with an ambitious downsizing of the civil
service, the authoerities have advised that they will suspend the planned increases in
wages and pensions in 2003 and will review the savings options in consultation with
the World Bank and the Fund.

. The authorities have agreed to the publication of the staff report.

The staff report provides a comprehensive overview of the economic and financial situation
in Mongolia, as well as a frank assessment of some of the challenges the country faces, with
the emphasis very much on the challenges in the area of fiscal policy.

Directors who attended the Board retreat in December 2001 may recall that Jeffrey Sachs
was very critical of a previous Fund staff report on Mongolia, stating that its focus was
primarily on detailed budgetary issues and failed to take into account the daunting challenges
the country faces in terms of its transition to a market based system, its land-locked
geographic position, as well as its harsh climatic conditions.

Many challenges but much progress with the assistance of the Fund

With Sachs’ comment in mind, it is important to recall the enormous economic and political
transformation the country has undertaken in a relatively short period. Moreover, it is also




relevant to note that Mongolia’s economic performance has been very favorable compared
with other transition economies, notwithstanding having to cope with a series of extreme
climatic shocks. This latter aspect is highlighted in the Selected Issues Paper.

Another key aspect is that the Fund has played an important role in the development of the
Mongolian economy, and the relationship between the authorities and the staff team has
continued to improve in recent years. It would be unfortunate if a contrary impression was
given by some of the frank comments in the staff paper.

The authorities’ responsiveness to Fund staff views is evidenced by the fact that the
government introduced a supplementary budget in 2002 which, in accordance with staff
advice, reincorporated into the accounts 26 social sector entities that were previously
excluded because they were scheduled to be privatized. The revised overall deficit for 2002
contained in the supplementary budget was 6 1/2 per cent of GDP, again consistent with staff
advice,

Most importantly, in terms of the key concern raised by the staff in this year’s report, namely
the prospect of further increases in civil service wages and pensions along with an ambitious
downsizing of the public sector as proposed in the draft 2003 budget, the anthorities have
indicated that they will suspend the planned increase in wages and pensions in 2003 and will
review the savings measures in consultation with the World Bank and the Fund. The
authorities are keen to receive a World Bank mission as soon as possible to discuss the civil
service reform package outlined in the draft 2003 budget.

The challenge of maintaining public support for an ambitious reform program

It also needs to be remembered that Mongolia is in the midst of implementing a fundamental
restructuring of the economy, and we should never understate the political challenges
involved in maintaining public support for such an ambitious reform agenda. This was
emphasized in the recent Article IV consultations with the three major euro area economies.
However, in the case of Mongolia it is also appropriate to recall that per capita income is
only $425 and the country faces major development needs in order to make substantial
inroads into reducing poverty.

These factors are relevant in understanding the background to some of the recent decisions
taken by the government. For example, the staff have focused on the rise in public sector
wages and pensions. The authorities fully appreciate that any such increase in public sector
wages and pensions must be consistent with the maintenance of a sustainable fiscal position.
Towards this end, the draft 2003 budget involves an ambiticus plan to reduce the size of the
civil service by 16,500 and thereby generating annual savings of 1.1 per cent of GDP. The
staff believe the public sector reform plans are excessively ambitious, but as noted
previously, the authorities have indicated that they are keen to review the civil service reform
measures in consultation with the World Bank and Fund. As noted above, the proposed
increase in public sector wages and pensions in 2003 has been suspended pending the
outcome of this review.



It is important to recognize, however, that increases in public sector wages and pensions have
been integral in maintaining support for the government’s reform efforts as well as
constituting an aspect of the social safety net. Public sector wages have increased by

52 per cent between 2001 and 1997, however, the average public sector wage in 2001 was
still only $52 per month. Yet as part of the reform to a market economy, subsidies have been
removed from utility prices which has seen housing, heating and electricity prices rise by
over 2.5 times and transport and communication prices rise by 61.1 per cent between 1997
and 2002. Ulaanbaatar is the coldest capital in the world and heating expenses constitute a
very large proportion of any household budget. To put this in context, following recent
energy price and tariff adjustments effective July 1, 2002, the utilities bill for an average
family with four members living in a two bedroom apartment with centralized heating
comprises 46 per cent of the family income.

In terms of the public pension, even after they increase effective 1 October 2002, the average
monthly pension is only $23. This hardly covers living expenses which have increased
rapidly with recent energy tariff and price rises. In fact, the average pension is comparable
with the poverty line recently established by the National Statistics Office. The number of
households whose only source of income is the public pension or social assistance benefits
comprises 21 per cent of total households.

Recent economic developments are encouraging

The staff report states that economic performance was mixed during 2000-01 and the first
half of 2002, Real GDP rose by 1.1 per cent in both 2000 and 2001, compared with growth
of 3.3 per cent in 1999 and 3.5 per cent in 1998. However the economy experienced
exceptionally harsh winters in 2000 and 2001 which, when combined with drought
conditions, resulted in substantial livestock losses, as outlined in Box 3 of the staff report. In
addition, the advent of animal diseases had an adverse impact on stock levels as well as
disrupting some of Mongotia’s key export markets. Given that agriculture accounted for
over half the growth in GDP in the 1990s, the underlying improvement in the performance of
the economy was evidenced by the fact that notwithstanding the significant decline in
agricultural output, growth in the secondary and tertiary industries kept overall GDP growth
positive in 2000-2001,

Mongolia has made significant progress in reducing inflation, notwithstanding the pressures
on food prices as a result of drought conditions and stock loses. Inflation fell from & percent
in 2000 to 5 per cent in 2002. The balance of payments position has improved and gross
international reserves have reached the equivalent of 13.5 weeks imports. The overall budget
deficit was reduced to 5.3 per cent of GDP in 2001 as a result of a significant improvement in
revenue performance, changes in the intergovernmental tax sharing arrangements and lower
then budgeted foreign-financed capital expenditure due to capacity restraints and slower
preparation processes.

As noted in the staff report, the authorities are intent on maintaining orderly relations with all
creditors and have reached agreement on a schedule of arrears on post-1991 debt to Russia.



The report notes, however, that there appeared to be no allocation for the repayment of
arrears in the 2002 supplementary budget. The authorities have advised that in accordance
with the intergovernmental agreement for the repayments to be made in both cash and kind,
as of October 23, 2002, repayments of $US2.75 million had been made to Russia over the
course of 2002 and this will increase to $US3.41 million by the end of the year. Mongolia
has submitted a list of commeodities which form part of the repayment arrangements and is
waiting on a response from Russia.

Improvements in the policy framework

While the staff report concentrates on the challenges ahead, it is important to take stock of
the major steps that have been taken to improve the overall policy framework, particularly
fiscal management. These include strengthening tax administration, improving
intergovernmental relations, enhancing fiscal reporting and accounting, introducing greater
transparency and accountability, establishing a single treasury account, and adopting the long
debated Public Sector Management and Finance Act. The establishment of a single treasury
account system has had a positive impact on the governments cash management and reduced
the costs/issuance of short-term treasury bills. It has also improved budget monitoring,
facilitated the production of timely fiscal reports and enhanced the planning process.

Public sector arrears have been substantially reduced. Local governments have settled their
payment arrears and central government entities are also close to settling all outstanding
arrears, With the establishment of the treasury single account system, netting out operations
are no longer undertaken. Inter-enterprise payment arrears have been one of the biggest
problems hindering the cost recovery of state-owned enterprisers. In addition, the banking
sector has been strengthened and competition enhanced and the performance of public sector
utilities improved.

The implementation of the authorities privatization program is well under way. The largest
commercial bank, the Trade and Development Bank, has been privatized, while the cashmere
company, Gobi, was offered for sale but unfortunately no buyers have come forward. A new
financial review of the company is being undertaken in order to improve the prospects for
privatization. The Agricultural Bank, which provides banking services in rural areas, is
being offered for privatization in advance of its scheduled date.

The challenges ahead are clearly recognized

While much progress has been made in transforming the Mongolian economy to a market
based system, the challenges ahead remain daunting. The authorities clearly recognize the
importance on building on the achievements to date, and as noted previously, many of the
staff concerns stem from their belief that the government’s reform strategy may be
excessively ambitious.

The authorities agree with the staff about the need to reduce the role of the public sector in
the economy, to improve the delivery of public services, to lower the tax burden, and create



the environment for greater private sector activity. In pursuit of these objectives, and as
mentioned previously, the government has developed an ambitious public sector reform plan
in broad consultation with the parliament. The main objective is to reduce the dominance of
the public sector in the economy. Measures being pursued include redefining the role of the
state, reducing public employment through restructuring, commercialization and
corporatization of public entities as well as the privatization of some entities, including in the
higher education sector as well as institutions that are not considered to be undertaking the
core functions government. It is also recognized that the banking sector needs to be further
strengthened to ensure that the full range of financial services are available to support greater
private sector activity.

Further steps are being taken to broaden the tax base and improve tax administration. The
staff have expressed a concern that the uncertain benefits from the broadening of the tax base
may not make up the losses resulting from reducing tax rates. After consultations with staff
and analyzing the full impact of the envisaged tax reform measures outlined in Box 4, the
authorities have decided to suspend any tax rate reducing measures until the expenditure
reducing measures are implemented and associated savings have materialized.

Public confidence has been restored in the banking system

As highlighted in the staff report, there has been a retumn of public confidence in the banking
system which was part of the reason for the strong growth in demand for money and the
expansion in credit to the private sector. Nevertheless, the report also points out that the
Bank of Mongolia ( BOM) is in full agreement with the staff on the need to guard against
excessively rapid growth of money and credit and has taken steps to raise the rates and
placement of BOM bills. It is also worth highlighting that the BOM responded to concerns
raised by the staff over the wording of the 2002 Monetary Policy Guidelines, by issuing a
circular to commercial banks that it would not be offering new rediscounting facilities and
preferential credit schemes to selected enterprises during 2002.

The BOM will continue to take steps to improve public confidence in the banking sector
through strengthening its oversight and supervisory capacity and tightening the enforcement
of prudent norms. '

Conclusion

As noted previously, Mongolia greatly appreciates its relationship with the IMF and the
advice and assistance it receives from the Fund. It places considerable importance on the
current PRGF program and is working assiduously to ensure the successful conclusion of the
first review. Towards this end, it is seeking a Fund mission to return to Mongolia as soon as
possible.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

