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PREFACE

This Industria! Development Roview of Mongolia is part of a non-sales series aimed at
strenpthening the “country focus™ of UNIDO activities. Within the framework of the work
programme of the Regional and Country Studices Branch of UNIDQ. which monitors the
intcrnational industrialization process, the Reviews provide a survey and analysis of cach country’s
industrial development achicvements. The Reviews are intended to provide a senviee o those
within UNIDO and other international agencies concerned with industrial policy. planning, project
development and implementation. and o be g ready source of information for governments,
imvestors, industrialists, enteeprencurs, policy-makers, international organizations. aid agencies,
academics, and rescarch institutes.

The Reviews have two separate but interrelated objectives: they are designed 16 tacilitate and
promoic the activities of UNIDO, as well as to senve as an informative and anahvtical documcent
for the international industrial community. The analvses contained in the Reviows are intended
to support the technical assistanee programaming for industry by providing industry specific analysis
which may senve as an input fo programming activitics and as a basiy for informed discussions.
The Roviews arc also designed to accommadate the needs of a wide readership in the international
community associaied with industry. finance. trade, business, rescarch and government, laving the
groundwork for undertaking in-depth analyses of specific aspects of industeial development trends,
policics and strategics.

This Review comprises five Chapters. Chapter T opresents an overview of the economy of
Mongolia.  Chapter T analyses policy issues and the instiiutional framework for industrial
development. The structure and performance of the manufacturing scctor are analysed in Chapter
I, with particular reference 1o growth and structural change, cmplovment,  productivity,
ownership, location and trade. Chapter IV examines the performance and prospects of key
industrial branches.  Chapter V' opreseats up-to-date information on resources for industrial
development.  Data on macrocconomic and industrial trends are presented in Annex A, and
Forcign Investment Law and Tax Law are presented in Annex B and Annex C, respectively.

This Review was preparcd in cooperation with Dr. Nicholas Middlcton, UNIDO consultant. on
the basis of intormation avaikable as at June 193
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EXPLANATORY NOTES

References to dollars (8) are to United States dollars, unless otherwise stated.

Dates divided by a slash (1991/92) indicate a fiscal year or a crop year. Dates divided by a hyphen
(1991-192) indicate the full period, including the beginning and the end years.

In Tables:

Totals may not add precisely because of rounding.

Three dots (...) indicate that data arc not available or not scparately reported.

A dash (-) indicates that data are not applicable.

The following abbreviations are uscd in this publication:

CES
CMEA
GDP
GNP
IMF
NMP

T

MVA
TR
UNDP
UNIDO
UNSNA
USSR

Central Encrgy System

Council for Mutual Economic Assistance
Gross domestic product

Gross National Product

International Monctary Fund

Net material product

Tugrik

Manufacturing value added

Transferable Roubles

United Nations Development Programme
United Nations Industrial Development Organization
United Nations System of National Aceounts
Union of Sovict Socialist Republics




BASIC INDICATORS

BASIC INDICATORS I: THE ECONOMY

GDOP (1991) : T 8,580.2 million

(constant 1986 prices)

Popuiation (1991) : 2.1 million

Growth rate (1979-89) : 2.5 per cent per annum

Labour force (1990) : 965,400

Composition of GDP : 1985 1990

(per cent) Agriculture 18.8 20.2
Industry 32.8 33.8
Construction 5.7 5.7
Transport 13.8 I1.3
Communications L7 1.9
Trade and catering 9.1 9.1
Other material sphere 1.6 1.4
Non-material services 16.6 16.5

Retail price index : 1985 1986 1987 1988 1989

(1980-100) 103.1  102.1 102.1 102.1 102.1

1990 _1991 1992
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Bastc Indicators

BASIC INDICATORS II:

RAW MATERIAL RESOURCES

food crops
(Thousand tonnes, 1991)

Livesteck
(Thousand head, 1990)

Mining, precious metals
(output not available)

Mining, others
(Thousand tonnes, 1991)

Electricity production
(Million kwh, 1991)

wheat (538),
Sunflower seed (132},
Potatoes (98),
Barley (48),

Qats (7)

Sheep (15,183},
Goats {5.126),
Cattle (2,849),
Horses (2,262),
Camels (538)

Gold, silver, uranium

Coal (7.009),
Copper concentrate® (360),
Fluorspar (251),

Lime (76},

Holybdenum concentrate® (3)
Tin" (1)

3,229

19%).
1988,




Basic Indicators

BASIC INDICATORS Iit:

FOREIGN TRADE AND BALANCE OF PAYMENTS

Exports
Total value (1991)

Principal exports
(T miilion, 1991)

Main destinations
(per cent, 1991)

Imports

Total value (1991)
Principal imports
(T million, 1990)

Main origins
{per cent, 1991)

Current account
($ million)

Gross international

reserves (July 1991)

External debt total
(1991)

Debt service ratio
(1990)

$297.4 million

Copper concentrate (161),
Meat (31),

Cashmere (20),

Fluorspar concentrate (13),
Sewn timber (12)

Former USSR (68},

People's Republic of China (15),
Japan (3),

Germany (3)

$327.3 million

Machines, equipment and transport (855);
Fuel, raw materials and metals (747);
Industrial consumer goods (595)

Former USSR (66),

Austria (5),

People's Republic of China (5),
Germary (3),

former Czechoslovakia (3)

1986 1987 1988 1989 1990
-1,061 -991 -1,033 -1,231 -644
$112.9 million
TR 10,446 million

13.4 per cent




X Basic Indicators

BASIC INDICATORS 1IV: INTER-COUNTRY COMPARISON OF SELECTZED
INDICATORS

Indicator Unit Mongolia China Viet Nam Lao Korea
People’s Penple's Republic
Republic of Democratic of

Republic of

I. Demographic indicators

Population Million 2.1 1,134 66 4.1 42.8

(mid-1990)

Populaticn Per cent 2.8 1.4 2.1 2.7 1.1

growth

{1930-1990)

Area Thousand 1,565 9,561 330 23 90

square m

Life Years 63 70 67 49 71

expectancy

(1990)

I1. Economic indicators

Gop (1990) $ million 2,240%/ 364,900 2,611 870 236,400

GNP per capita $ .. 370 .. 200 5,400

(1990)

GOP growth Per cent 2.9% 9.5 4.7¢/ 9.7

rite per annum

(1980-1990)

Agricul ture Per cent 17 27 399/ 9

(1990) of GOP

Industry Per cent 34 a2 26%/ . a5

(1990) of GOP

Manufacturing Per cent 38 31

(1990) of GDP

Services Per cent 49 31 209/ 46

(1990) of GDP

Exports of Per cent 23 18 10 32

goods (1990) of GDP

Gross domestic Per cent 30 39 . 12 37

investment of GOP

(1990)

Source:  World Bank, World Development Report 1992,

a/ Calculated a1 official exchange rate of Tugrk 4.67 per dollar.

b/ 19871990,

¢/ 19831989, UNIDO estimate.

d/ 1988 pereentage of gross material product (4.7 per cent of GDP).




SUMMARY

Mongolia has expericnced marked and abrupt changes in its political and economic status in the
1990s. After seventy years of rule by a one-party government over a centrally-planned economy,
the country now has a multi-party democratic sysiem and is moving towards a market economy.
This transition followed liberalization in the former USSR. traditionally Mongolia's mentor, major
atd donor and principal trading partner, in the late 1980s. cvents which eventually led to the
collapse of the former USSR and the breakup of the CMEA. This chain of events has had other
subscquent severe repercussions for the Mongolian cconomy during its transition, plunging it inte
a major crisis. Financial aid from the former USSR, which averaged 30 per cent of GDP during
the 1980s, was abruptly terminated, and foreign trade fell by half. GDP fell, for the first time in
many vears, by 2.1 per cent in 1990, followed by a 16.5 per cent decline in 191, and the
Mongolian people were faced with some completely new economic realitics. Inflation, previously
ncghgible in the tightly controlled central planning period, reached 52 per cent in 1991, and
unemployment levels reached 8.4 per cent of the labour force which had formerly been guaranteed
work by the government.

Industry, which contributed onc-third of national income in 1990, was built up by CMEA donors
from the 1960s with an cmpnasis on capital intensive heavy industrics. About half of all industrial
investment during the 1980s was put into clectricity generation, based on domestic coal resourcs;
rufining of imported petroleum; and non-ferrous metals, with copper dominating. The joint
Sovict-Mongolian project to exploit copper and molybdenum at Erdenet in the north gencrates
about 4 per cent of export revenues. Most of this output is now bartered for Russian fucl
imports, although the "dollarization” of this trade has led to a 21 per cent decline in the value of
copper relative to petroleum.

Manufacturing operations, largely based on the processing of domestic agricultural raw materials,
are concentrated in a few relatively large enterprises which are Jocated primarily in three urban
arcas. The wool and textiles sub-sector, which doubled its output during the 1980s, is the most
important source of export carnings although revenues have suffered in recent vears due to the
poor international prices for products such as cashmere and cconomic decline in major markets.
Overall, Mongolia's industrial ¢xports, which arc dominantly in the form of raw materials or
partially finished products, have suffered from the collapse of the CMEA trading bloc. This has
forced producers to lock for mew customers, but enterprisc management, unfamiliar with the
workings of the free market, are further hampered by shortages of raw matcrials, outdated and
substandard physical asscts, a lack of spare parts, inadequate infrastructure, and output which is
gencrally below world standards.  Problems common to all industrial enterprises in the 19905’
cconomic crisis, such as the Jack of imported inputs and encrgy shortages, have led to declines in
industrial production across the board.

Mongolia’s agricultural scctor, the source of inputs to many manufacturing cnterprises, employs
ncarly 30 per cent of the total labour force and is by far the most important cmployer in the
countryside, home to more than half the population of 2.1 million. Agriculture accounts for 44
per cent of exports, mostly from the livestock scctor, which compriscs a national herd of 26 million
animals, and contributes 70 per cent of agricultural value added. Crop production, contributing
. per cent of agricultural value added, is basced largely on cercal cultivation, which was expanded
wi the 1960s with a 'virgin lands’ scheme. Agricultural output, variable under normal cconomic
circumstances due 1o harsh, changeable weather conditions, has also suffered during the current
crisis as imported inputs such as fodder, fertilizers sparc parts and fucl have been in short supply.

Privatization has proceeded apace since 1990. Virtually all the agricultura! sector is now in private
hands, along with most small enterprises, and the transfer of medium and large scale enterprises
to the private scetor is ongoing. The successful operation of newly privatized enterpriscs is being
hampered by a number of constraints.  There is a lack of familiarity, at all Ievels, with the
workings of the market cconomy and the rights and responsibilitics of private companics. In
practicc, many former state eaterprises continue with the same management and are stll treated




xii Summary

as extensions of the government, receiving output targets and preferential treatment in arcas such
as credit availability.  Certain aspects of the former centrally-planned regime. such as the state
order system, with government prices significantly below market prices, and the practice of
centralizing exports through state trading operations, with obligations to surreader a portion of
forcign exchange carned, are acting as disincentives 1o those managers and workers who do have
catreprencurial flair.

Agriculture is expected to lead the cconomic recovery initially, although a resumption of the
pre-1990s annual growth rates of mound S per cent will depend to a large extent upon true
liberalization of prices. Industrial output. which is <xpected to remain below capacity in the short
term as spare parts, raw materials and energy remain short, should be improved in the medium
term as aid flows and export carnings risc.  However, many scclors require substantial
restructuring, with the break up of many of the larger plants and the establishment of more small
and medium scale entecprises. The continued importance of mining depends on the continuation
of the barter agreement with Russia and the successful scarch for new export markets. Recovery
and growth in all arcas of the cconomy will be dependent upon improvements in transportation
infrastructure. Investment over the next few years will continue to be at the bare minimum, as
domestic savings and forcign exchange remain very scarce, and control of the money supply, with
consequences for inflation, will be an important factor determining the success and pace of
recovery. Mongolia’s position in world trade calls for improvements in the country’s sub-standard
transport and communication systems. The reliance upon imported inputs will continue, and
Mongolia’s ability to pay for these will depend upon the successful penctration of new markets for
its exports.




I. THE ECONOMY OF MONGOLIA

A. RECENT ECONOMIC TRENDS

The 19905 have been marked by abrupt changes in Mongolia's economic and political situation.
Alicr seven decades during which Mongolia was a centrallv-planned economy very closely linked
to the former Soviet Union (USSR), Mongolia has a democratically clected multi-party
government which is introducing a market-oriented cconomy. The reforms being introduced by
the government cover the entire spectrum of cconomic policies, but the break up of the former
Sovict Union and the collapse of the Council for Mutual Economic Assistance (CMEA) system
have mcant that these reforms are taking place in a climate of severe economic collapse.

For most of its modern history since independence in 1921, Mongolia's cconomics and politics
have been extremely closely tied to, and to a large extent directed from., the former Sovict Union.
During this period the country has been transformed from a rural, essentially nomadic, cconomy
to onc with a large industrial scctor producing mainly semi-processed raw  matcrials.
Industrialization was financed through large loans and investments from the former Sovict Union,
particularly in the carly 19805, with the annual aid during that period totalling in the region of $600
million. In the latter half of the 19705 the former Soviet Union provided an cstimated 11 per cent
of Mongolian GNP. During the 19%0s over 85 per cent of foreign trade was with the former
Sovict Union, and the annual tade deficit, which amounted to 25 per cent of GNP, was almost
entirely financed by the former Soviet Union.

The situation hbegan to change in the mid-1980s, and some economic reforms were iniiated from
1986. The increasing pace of "Perestroika™ and "Glasnost” in tiae former Sovict Union gave birth
to a vociferous reformist movement in Mongolia, culminating in the country’s first ever multi-party
democratic clections in July 1990, after popular demonstrations and the resignation of the
Politburo in March of that ycar. Economically, the government is committed to a rapid
transformation from a centrally-planned regime to a market system, with a comprehensive
programme of reforms, including privatization, price liberalization and the establishment of new
mstitutions for macrocconomic management. Key milestones in this process include:

a. a new forcign investment law offering tax incentives to foreign companics, full repatriation
of profits and a guarantee against assct sequestration;

b. price liberalization, allowing cverything except eighteen essential items, which are still
rationed at fixed prices, to be bought at a free price while subsidics arc being phased out;

c. frecing of trade restrictions, climinating the monopoly of state enterpriscs, and allowing
domestic busincsses to operate without government authorization and import-cxport
licenses;

o a tough monctary policy where the central bank curbs credit growth by issuing treasury
hills and bonds rather than loans credits 1o control budget deficits,;

C. tough budgets for state enterprises, meaning that losses will no longer be covered
automatically,

. the ongoing privatization of 70 per cent of state asscts;
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L. a new two-tier banking svatem with the Mongol Bank and cight new commercial banks,
plus the facility for forcign banks to apply for branch offices:
h. asingle floating exchange rate allowing all individuals and private firms freely o exchange

tugrik for convertible currency. while the governments prefereatial dollar exchange rate
for barter trade was abandoned in Apnl 1992
1. new tax laws to cater for the new private companices.

The difficultics inherent in such a wide-ranging ceonomic transformation. estimated on the basis
of experience in castern Europe to account for a fall in GDP by S per cent to 10 per cent in 1991,
have been exacerbated by two serious external shocks. Firstly, duc to ecconomic difficultics of 1ts
own. the former Soviet Union abruptly eaded its financial and technical assistance to Mongolia
on 1 January 11 exeept for completion of ongoing turnkey projects. Seeondly, the collapse of
the CMEA system in 191 has seriously disrupted Mongohia's external trade. As a consequence,
anaual trade and budgetary finance from the former Sovict Union stopped. trade with the tormer
Sawiet Union fell by S0 per cent, supplics of esseatial commaoditics such as fertihizers, petroleum
and spare parts became increasingly irregular, and the former Soviet technicians withdrew from
Mongolian enterprises and factories.

The cconomic collapse caused by these external shocks is severe. Financing aid. almost entirely
from the former Soviet Union, averaged 30 per cent of GDP during the 1980, according to
povernment data, falling 10 23 per cent of GDP in 1990, before the termination in 191, This
inflow of net forcign receipts took the form of trade loans (X per cent of GDP in 1990). financing
of turnkey projects (10 per cent of GDP), and financing of cquipment purchases (7 per cent of
GDP). The total curtailment of this aid has meant that most investment projects hase stopped.
many essential parts and cquipment Tor key industrics are now unavailable. and imports of
consumer goods have declined sharply.

The collapse of the CMEA trade regime has seen a serious deterioration in terms of trade with
the former Soviet Union as relative import and export prices have been revised to reflect their
doflar values. The price of copper. Mongolia's principal export, fell by 21 per cent relative 1o the
price of petroleum, the principal import. Projections from trade volumes during the first six
months of 1991 indicate that the purchasing power of Mongolian exports. in terms of petroleum
products, has declined by $72 million per year (equivalent o 6.6 per cont of GDPy.

The lack of trade eredits and the shortage of convertible curreney among former CMEA member
states has resulted in a collapse in the volume of trade. both with the former Soviet Union. sull
the major trading partner, and other trading partaers. A 53 per cent decline inexports was
recorded in 11, and a 65 per cent decling in imports. The remaining trade s dominated by
copper exports and petroleum product imports, very Largely accounted for by a barter deal with
Russia.

Declining trade has resulied in severe shortages of parts, riw materials and technical assistance
nceded to operate all arcas of industry, leading 1o substantial declines in production, averaging 20
per cent in 1991, For the first half of 1992 industrial production 1cll by 24 per cent comparad (o
the same period in 1991,

Triggered by these factors, the Mongolian cconomy suffered o sharp decling in real income in
1991, the scafe of which has only been rivalled by the decline experienced in Western countries
during the great depression or as o result of wartime destruction. The deddine in real incomes s
estimated to be cquivalent to 4 per cent 1o 50 per cent of GDP, or in the range of $450 million
to $330 million.  These figures are based on conservative estimates of the value of the former
Sewict inancing. As a proportion of tatal domestic expenditures (GDP plus set forcign fnancing),
the decline is to the tune of 30 per cent to 35 per cent.

GDP Il for the first Gime in many years, by 2.1 per centin (990, followed by a 16,5 per cont
decline in 1M1 (see Table L1). The coonomie slowdown has cecated unemployment and inflution,
phenomena which were unheard of in Mongolia before the 19908, Unemployment stood it 8.4




The Economy of Mongolia 3

per cent of the labour foree in 191 and reco™ed an estimated 12 per cent in mid-1992. Inilation
was 32 per cent in 191

Table L1, Growth of Net Material Product (NMP) and Gross Domestic Preduct (GDP)!/

at constant (1986) prices, 1987-1991

(Percentage)

1987 1988 1989 1590 1991
NMP 3.4 4.2 9.7 0.1 “ee
Industry 2.8 3.7 11.4 0.7 -20.1
Agriculture -6.4 2.4 13.8 -0.8
Construction 19.1 i1.8 9.6 -14.6
Other 6.6 4.2 6.6 -16.0 .o
GDP 1.5 5.1 8.2 -2.1 -16.5

Source: . Mongolian authontes.

| 54 Sce notes to Chapter L

As Mongoha has pursued its reintegraiion with the international community it has attracted
growing interest from multilateral and bilateral donors since 1991, Pledges totalling $229 million
in the form of soft loans, cash grants and aid-in-kind had been made by October 1991, with the
larger part scheduled for disbursemcent in 1992, This aid has helped to relieve the government’s
critical position. Disbursed aid in 1991 was used for purchase of cquipment for small-scale
enterprises (7.4 per cent), import of spare parts and other goods (77.8 per cent) and for balance
of payments support (148 per cent). The proportion for 1992 disbursement is expected o be
similar, with a slightly higher proportion for balance of payment support. By far the largest single
donor is Japan, who pledged 27 per cent of the $229 million.

Government estimates for financial requirements in the 1992-1993 period are $836 million.
Forcign aid funds accounting for $83.5 million were scheduled for delivery in 1992, and export
sales primarily of copper and mincerals to Russia were expected to reach $300 million in 1992,
This Icaves a shortfall of $350 million, which may be revised downwards after negotiations with
the World Bank and IMF (Mongolia became a member of the World Bank Group in February
1991).

The cconomic crisis has alrcady had political implications for Mongolia's fledgling democracy. The
country’s sccond parliamentary clections in June 1992 returned the supposedly ex-communist
Mongolian People’s Revolutionary Party to o landslide victory. More help will be needed to see
the country overcome this immediate severe economic erisis associated with cconomic transition,

B. ECONOMIC STRUCTURE

Although the Mongolian cconomy has expericnced considerable industrialization, particularly in
reeent decades, the agricultural sector remains the backbone of the economy, with its 20 per cent
share of GDP (sce Table 1.25. Animal hushandry and crop cultivation are the major activitics,
which employ 93 per cent of the rural populstion and 39 per cent of the total Tabours foree.
Livestock production accounts for 70 per cent of agricultural vilue added and crop cultivation 30
per cenl. Agriculture accounts for 4+ per cent of total exports, most of which are livestock
products. The sector also has important linkages with the rest of the cconomy, providing inputs
into many processing industrics such as leather and shoc manufacture, wool processing, milk
production and bread making,
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Table 12. Composition of gross demestic product at current factor cost, 1985-1990

(Pereentage)
1985 1986 1997 1988 1989 19490
GDP at factor cost 106.0 100.0 100.0 1€0.0 100.0 160.0
of which:
Agriculture 18.8 2i.8 19.3 19.41 20.4 0.2
Industry 32.8 32.8 335 33.0 4.1 31.8
{onstruction 5.7 6.2 6.3 7.2 7.0 5.7
Transport 13.8 13.5 13.1 12.7 11.6 11.3
Communications 1.7 1.7 1.7 1.8 1.8 1.9
Trade and catering 9.1 5.3 5.6 L 7.1 a.1
Other material sphere i.6 1.3 i.7 1.5 1.6 1.1
Non-material sphere i6.6 17.¢ 17.1 .4 16.3 18.5

source. World Bank sshimaics,

Agricultural production is subjeet to the vagaries of the Mongolian dimate which is characterized
by very fow winter temperatuses, a short growing scason and low, crratic precipitation totals.
Production. therefore, is marked by significant vear-on-vear vatiations. and aller an impressive
annual average growth rate of 7.1 per cent for gross agricultural output in the I9ST-1955 poriod.
the rate sank (o 0.7 per cent in 1986- 1600,

The current coconomic crisis has hit the agricultural sector hard. Production and impors of most
food items fell in 11 due to nflexible pricing policies, the fack of spare parts, fertilizers and
wther inputs. and a sharp drop in demand. Other chronic problems have hampered productivity,
including inadequate fodder production which has resufied in heavy winter livestoek losses and an
over-reliance on imported fodder, poor veterinary services. a shortage of vetenoary medicines and
overgrazing in some arcas. A pritatization programme tor the seator, which was begun in 19S5,
is now virtually complete, with more than o6 per cent of livestock in private hands and the former
M state farms being broken down into 280 private companies.

Mongolia's industeial sector accounts for about one-third of national income and employs around
a fifth of the country’s emploved labour force. Industrial value added rose gradually to 34 per cent
of GDPin 199 from 29 per cent in 1980, reflecting increased investments in clectricity gencration,
mining. forestry products, construction materials, metallurgy and machinery. Half of Mongolia’s
gross industrial output in 1989 was accounted for by heavy industry, while hght industrics, such as
leather. textiles, carpet manufacturing and shoes, accounted for 25 per cent and food industrics
20 per cent.

Until the 1990 industrial development took the form of investing in capital-intensive state
caterprises, which are heavily dependent upon imported inputs and operate with outdated
teehnology. At the end of 144, these were some $0 Large state enterprises. most operating at
a loss. The private manufacturing sector has only recently started and in mid-1992 accounted lor
just 5.1 per cent of industrial output.

Ciross industrial output grew significantly throughout the 1980, averaging shout 9 per cent per
anaum during the first half of the decade, and 5 per cent therealter. Bul as i the agriculiural
seetor the carly 1995 have seen stagaation and decline across all arcas of Mongoltin industry,
In 1991 total industrial output dropped by 20 per comt as lack of spare parts, of inputs and of
continucd investment hit hard.

The mining scetor accounts for 30 per cent of export revenues, most of which is for copper. The
joint Sovict-Mongolian initiative to exploit copper and molybdenum i Erdenct in the north is one
of the most important recent developmenis in the Mongolian cconomy. The project required the
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construction of a acw branch line to the trans-Mongolian railway which went into operation in
1975, with the ore concentrator coming on-line at the end of 1975 Despite this sigaificant venture,
the mining sector has had limited development to daic, but geolosacal surveys supgest it has an
important future as a source of forcign exchange.  Potential resources include copper. Raorspar,
gold, siher. coal. uranium, and nickel. but developmeat of the sector s dependent upon further
cyploration and will require substantial investment due 10 the poor infrastructure. particularly
roads and rail services.

Transport accounted for 11 per cent of GDP in 19 and oroved about SR people. The
wetor is characierized by an inadequate infzu rructure, whics will be 2 serious impediment to
ceonomic growth and development. hinderirg the flow ! prodoction inputs and output
distribution.  This will be a serious gestraint to the desclopment of the domestic market and a
challenging obstacle to potential private investment atter the prosent ¢risis. which has hit the sector
hard. Contracted fuct deliveries worth $6) miilion were due to be delivered to Mongolia from the
Russian Federation in the st hall of 1992, but a shostage of loreign exchange meant that only
23 pur cent of this supply was met, severely reducing activits an road. rail and air ransportation.

Social senvices have been given high priority in the past and notable achicvements have been made
despite the fact that Mongolia’s population of 2.1 million o soread over a vast arca. A
well-developed health service infrastruciure exists. and Mongoha compares well 1o other Asian
nations in teems of Bife expectaney (63 vears) and hospital beds per 10U00 popalation (121).
Mongolia has high levels of maternal morbidity and mortality, however, due 1o the previous
national policy of encouraging populition growth, combined with the sery imited availability of
contraception which has led to the development of a cyele of multiple birtas with little control imer
birth spacing.  Deliveries of imported drugs and preparations have been affected by the current
ceonomic situation.  Imports which were valued at about $20 million a year in recent vears, fell
by just over half in 1991 The free provision of health care is being replaced by a system of health
isurance and user fees.

Education’s Lirg: slice of the state budget, 23 per cent in 19990, 1s partly due to the fact that board
and lodging expenses for children of nomadic families are paid for. The cducation system s
characterized by very high adult liicracy (97 per cont). high earolment rattos and compulsory frec
cducation. but a narrow focus of technical, vocational and tertiany curricula. The system has
produced a relatively well-educatad labour force, of which 19 per cent has completed secondary
cducation and 16 per cent have received some form of higher cducation. The goverament has
decided 1o replace the Cyrillic seript, used since the 19405, with the traditional Mongolian script
by 1od.

Although Mongolia’s population s small at 2.1 mullion, its rapid annual growth rate of 2.5 poer cent,
and its vouthful structure (44 per cent are below the age of 19) will put increasing strains on social
services and on the cconomy in the ncar future. The Tabour force participation rate is relatively
high due 1o the government's former commitment to provide jobs for all, the high level of
cducation. aad the prominent loved of women's involvement. But past desclopment emphases on
capital-intensive industries, plus the widespread land-iniensive herding sector means that the
ceonomy’s ability to absorb (he growing labour force is rather limited.

Reform and belt-tightening in the public sector will make up a major part of the solution to the
current ceonomic crisis. Mongoba has long run a substantial budget deficit, which averaged about
16 per cent of GDP in the second half of the 19808 (sec Table 1.3). Until 1988 these budgetary
deficis were financed entirely by the former Sovict Union through concessional loans, while in
1959 and 10, the former Soviet aid covered 0 per cent and 80 per cent of the financing
respeatively. The total cessation of the former Sovict aid af the beginning of 191, combined with
the slowdown in cconomic activity and the introduction of fiscal reforms has meant rapid major
changes in public finances. The abrupt decline in trade with CMEA countries, pasticularly the
former Soviet Union, meant thai trade-based taxes, which traditionally contributed onc-third of
budecet revenues, fell by fifty per cont in the first half of 11, Revenue from corporate income
taxes and turnover taxes also declined. while new revenue instruments arc understandably taking
time 1o become Tully operational. As a result, government revenue fell from an average of 47.5
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per cent of GDP in the period 1956-1990 1o 4.2 per cent in WL Althoogh cuts were made
several arcas of expenditure including construction. public management and the scientific, cultural
and health sectors, further cuts have been hard to make. since cureent expenditures averaged about
73 per cent of the total during 1950- 19900, About M) per cent of the current expenditures were in
subsidics and transfers o hausscholds and non-profit organizations, and while this clement of the
budget is being restructured to fall in line with the market cconomy. such cuts have o be carcfully
phascd in, particularly in such disticult imes. Overall, government expenditure fell from a high
64 per cent of GDP in 19%6-1990) to 9.2 per cent in '], but the defiert dimbed to 19 per cent
of GDP i I'®M1.

Table 13. Summary of state budget. 1980-1991

1930 1986 1987 1988 1989 1990 1991

{(Million tugrik)
Total revenrue 3,452.6 4,33!1.3 4,511.3 4.650.6 5,211.3 5,333.0 6,065.1

Tax 3,125.3  3.911.4 4,052.3 4,204.2 4,715.4 4.411.0 .-
Non-tax 327.3 419.9 459.0 446.4 495.9 923.0 .--

Total expenditure 3,988.6 5,977.2 6,330.6 6.,660.9 7.,012.3 6,744.6 3,929.3

Current 3.337.0 4.845.9 5,038.0 5,146.1 5,382.8 5,368.5 .-
Capital 651.6 1,131.4 1,292.6 §,5.4.8 1,h29.5 1,276.!} .
fixed capial I 4€1.8 446.3 416.8 331.8 312.5 .-
Capital transfers 669.6 816.3 1.,098.¢ 1,i87.) 803.6

Overall deficit -536.0 -1,645.9 -1,8i9.3 -2,010.3 -1,801.0 -1,3i0.6 -2,864.7

(Percentage of GDP)
Total revenue 51.1 46.5 46.5 45.1 43.6 51.0 10.2

Tax £6.3 42.0 i1.8 40.8 43.0 12.1
Non-tax 4.8 2.5 4.] 1.3 4.6 8.9
fotal expenditure 59.0 64.2 65.2 64.7 65.3 64.4 59.2
Current 9.4 52.0 51.9 50.0 50.2 52.3
Capital 9.6 12.2 13.3 18.7 15.2 12.2 .

Fixed capital 5.
Capital transfers 7

Qverall deficit -1.9 - -18.8 -19.5 -16.8 -13.5 -19.0

Sowrce: Mistes, of Finance

Throughout 191 this deficit was financed by moncey creation, untit some limited balance of
payments support was forthcoming from western multilateral and bilateral donors towards the ead
of the year. During the first five months of 191 base moncey incrcased atl an annual rate of 127
per cont, and during Apnil and May basc moncy expanded at an snnual rate of 211 per cent. In
consequence, the value of the tuerik on the parallel marker depreciated by 10 per cent in the
middle six monthe of 101, and the cconomy is rapidly becoming dollarized. Fixed prices have
been maintained by the state for most essentiaf commaoditics, but severe shortiges have resulied
from the dechne in supply duc 'o lower imports and production in combination with the rapid
growth of moncy. Rationiag was infroduced in January 191,
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Rustraint of the runaway growth in the money supply is oac of the immediate prioritics for the
restructured banking sector. Prior to the %4, Mongolia operated a monobanking system. with
both central and commercial bankingz functions carried out by 1he State Bank with about 400
branches. The Mongol Bank is being reorganized to reflect the structure and role of central banks
in other market oricated cconomics now that fegislation has been passed to permit a two-ticr
banking system, and already cight commercial banks have been formed. Mechanisms to control
credit growth are being introduced by the Mongol Bank.

Forcign trade is another arca of the cconomy undergoing major transformation. Merchandise
exports and imports accounted for about 22 per cent and S0 per cent of GDP respectively at the
cnd of the 980, Mongolia's forcign trade. long run at a chronic deficit. is characterized by a very
limited range of oxport products destined for a limited range of markets. and a limited number
of supplicrs of imports. Two categories of goods, minerals (very largely copper and Nuorite) and
other non-food raw materials (mainly cashmere. wool. camel hair and hides) accounted for more
than 70 per cent of total export carnings in 1989, with copper concentrate alone carning 30 per
cent. The former Soviet Union was the major trading partner, accounting for 78 per cent of trade
turnover in 1990, The collapse of trade with the former Soviet Union, combined with declining
prices lor some of the major exports, such as copper and cashmere, have been a primary cause
of the current cconomic crisis.  In the short term there is a cear need o find new markets for
exports. The scale of this task is formidable given Mongolia’s cemoteness, poor transport
infrastructure and incxpericnce in basic marketing skifls, but some success at diversifving the
customer profile has been achicved in the 1990s with exports to the Federal Republic of Germany,
Japan and particularly the People’s Republic of China increasing rapidly. be it from a low base
level.

External assistance is clearly going (o play a vital role both in helping Mongolia through the
current ceconomic crisis and in future development as a market cconomy.  Financial assistance
since 1M1 has been largely aimed at the emergency and balance of pavments support, although
the delivery rate has been low (25 per cent in 1991), amid transportation problems, poor
coordination by the goverament and worries over tts implementation capacity. Technical assistance
to strengthen public and privase organizations in the long term has risen sharply starting from
1991, UNDP highlight three high-priority scctors: hvestock and agriculture, which has a high
growth potential; management, particularly cconomic management:; and cncrgy, which has great
potential for forcign investment. However, there is still concern in the external sector over the
status of Mongolia's large debt outstanding to the former Soviet Union, which stood at 10.5 biilion
transferable roubles at the end of June BRI and s sull the subject for negotiations over
repavment, servicing and appropriate exchange rates.

C. OVERVIEW OF THE M

'FACTURING SECTOR

Early development of the manutacturing scetor dates back to the 19204 and 19305 with the
country’s first substantial industrial installation coming into operation in Ulianbaatar in 1934, The
Chovbalsan (as it was then known) industrial combine comprised of taaneries, a wool scouring
mill. and cloth factories powered by its own power station, and produced a range of goods
inchuding footwear, worsted. blankets. felt, leather coats and soap.  Individual plants were added
to Mongoha's industrial fandscape subsequently, unt! the 1960 marked the  full-scale
induostrialization of the country, which followed the complation in the 19308 of the trans-Mongolian
railway,  Virtually all new plants were financed and built by the former Soviet Union or cast
Furopean countrics. Ulaanbaatar's carly pre-eminence as the main industrial contre has been built
upon, while the northern city of Darhan has grown 10 become Mongolia's second city and
industrial centre. The development of copper mining at Erdenct in the 19708 has produced
Mongolia's thied most important industrial centre.

Manufacturing is heavily concentrated in these three Jocaiions and in o small number of
cnterprises. witn many branches operating as monopsonistic buyers. Nearly haif of all emplovees
working in industry arc in Ulzanbagtar, and when workers in the cities of Darhan and Erdenct are
added, the proportion of the total industrial labour foree is 63 per cent, The textile industry, which
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accounts for 16 per cent of industrial value added. comprises just 15 mam enterprises. a not
untvpical degree of concentration. Such a concentrated structure is a disadvantage for industries
processing nputs which are widely available throughout the country and serving domestic markets,
such as livestock products and construction materials,

Capital investment has traditionally been steady, but the rising capital-output ratio has not been
marked by increased productivity. The heavy investment in capital intensive technology during the
1970s and 1980s has not been used cfficiently, and the refiance on imported twrnkey projects has
handicapped the development of a domestic engineering capability.  Smee the onset of the
cconomic crisis in the 19905, investment has fallen significantly. with further concentration in the
encrgy and mining sectors, to the detriment of manutacturing. A lack of domestic credit. and
difficultics of access for private companies further exacerbates the situation. In the long term,
even with a reture 1o normal Ievels of investment. Mongolia is likely o remain heavily dependent
upon imporied machinery, cquipment and spare parts since the small size of the home market will
prevent domestic industries from achicving the necessary cconomies of scale.

Manutacturing accounted for 67.5 per cent of industrial value added in 1991, with the food tndustry
by far the greatest contributor, accounting for 28 per cent of industrial value added (see Table 14).
Other than meat. all production in the food sector is for the domestic market. and overall. exports
represent only a small portion of industrial outpat. The textile and garments branch. which grew
rapidly during the 1980s, more than doubling gross output. is the leading source of {oreign
exchange in the manufacturing sector. Exports from this branch are dominated by cashmere wool
and “arments.

Table 1.4. Composition of industrial value added, 1991
(Pereentage)

Per cent
value added

All industry 100
flectrical power 10
Fuel 5
Kon-ferrous metals 16
Engineering and metal working ?

Chemicals i
Construction materials 4
Timber and wood-working 3
Giass, china and pottery 0.5
Textiles 6
Clothing 5
teather, fur and shoes i3
Printing 1
food 78
Others 4
Al industry at current prices (Thousand tugrik) 5,880

Source Stafc Statnncal (e

All branches of manulacturing industry face the samie ranee of problems in the posi-contrally
planncd craz shortages of raw materials: lack of spare parts: outdited and olten inclficient capital
assets: output below nternational standards: and inadequate infrastructure.. These problems b
contributed to the significant decline in outgaot expericneed in virtually all arcas of manuticiuring
in the 105, and production at somce enterprises has stopped. While privatization and the
adoption of & market ceconomy heralds i shake-up of the manulacturmy seetor, expericnce to date
has been marred by the problems outlined above plus o range of other constraints which stem
from measures Laken (o combat the cuerent cconomic erisis and the continuine dominance of the
stie for new forcign markcts as traditional CMEN customers have faded. A Tack of expericnce
in the workings of 4 market cconomy and the nights and responsibilitics of privaite companies is
also proving to be o hindrance 1o the successful realignment of manufacturing enterprises.
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Fig. LA. Growth of gross domestic
product (GDP) and industrial output,
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Fig. .C. Current account deficit,
1986-1990
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1985-1992
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Fig. LE. Exchange rate, 1986-1992
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NOTES TO CHAPTER 1

1/

Mongolia’s national accounts statistics have been compiled using the material balances
approach to estimate Net Matenial Product (NMP), which has been convertea to GDP
according to the United Nations System of National Accounts (UNSNA). Caution needs
to be exercised over the derived GDP figures, however, for the following reasons: a) since
NMP fails to take into account the impact of value added by non-material senices and
the depreciation of capital stock. these items are estimated and may be subject w a
considerable margin of error; b) growth may have been overestimated in past official data
as the previous regime sought to show Mongolia as a developed and industrialized
country; c) valuation problems arise duc to "estimates at current prices’ not always using
prices actually paid by end-users and the Tack of price indexes to arrive at constant price
estimates of GDP; and d) the difficultics of arriving at appropriate exchange rates for
converting GDP estimates in tugriks to dollars.




II. POLICY ISSUES AND INSTITUTIONAL
FRAMEWORK FOR INDUSTRIAL
DEVELOPMENT

A. CURRENT POLICY ISSUES AND INITIATIVES

Prices

Until the end of 1990, Mongolia's price structure was prescribed by a rigid system of price controls
and distribution through state channcls. designed to provide cheap basic necessities and to contain
final consumption, so generating large funding levels for capital intensive industrial projects.
Hence, energy prices were low, food and housing were subsidized, social services were free, capital
goods cheag:, and consumer goods very expensive. Housing rents, including heating, were about
20 per cent of an average wage, and the price differentials on imported consumer goods, which
accountced for about half the total supply, amounted to an cstimated equivalent tariff of 250 per
cent.

Although significant steps have been made in the dircction of price liberalization, starting in
January 1991 and continuing with government resolutions in 1992 to remove all price controls,
except for bread and flour, there remain a number of inter-related state mechanisms which distort
prices to varying degrees. Most of these mechanisms centre around the state order system. The
continuation of this system, a hangover from the days of central planning, is designed to maintain
domestic supplics for the ration system and domestic manufacturing industrics, and to generate
forcign cxchange or its barter cquivalent, through centralized cxports, in order to pay for
centralized imports of rationed goods and esscntial goods such as sparc parts and fucl.

The importance of the state order system for the distribution of agricultural produce is indicated
(sce Table 1L1), which shows that state procurement for 1992 exceeded 1991 production in most
products. A major problem is the fact that the goverament pays below market prices for
production bought through the state order system. Many suppliers continuc to rely on government
for transport and other ¢ssential services, so that they have no option but to accept the prices
offered. But the disincentives of poor prices for the producers are indicated by the affect on
amounts actually procurcd, which show a marked decline for the first half of 1992 over the first
half of 1991 for most products, resulting in widespread shortages. Some of this fall can be put
down to declines in production, which arc partly duc to shortages of inputs, but arc also a function
of the below-market government prices themselves. Shortages of agricultural produce affect the
processing industrics as well as the consumer,

State procurcment also figures largely in the sale and distribution of manufactured products,
particularly those destined for export. All major manufacturing enterprises are still issucd with
explicit orders by the state prescribing the proportion of output which is to be exported and, of
this, the proportion to be exported centrally. Table 11.2 gives an indication of the cxtent to which
the state order system pre-determines the distribution of exported production in a selection of
major cnterprises.
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Table 1L1. Plauned state procurement, 1992, and production, 1991

Product 1992 1991 1992 procurement as
planned production percentage of 1991
procurement procurement (first half)
tive animals (thousand tonnes) 173.9 166.8 64
Pork (thousand tonnes) 4.0 3.8 16
Horse (thousand heads) 45.3 28.9 ees
Milk (million litres) 49.5 104.7 65
Butter (thousand tonnes) 3.0 3.1 een
Pouitry (tonnes) 279 275 41
Eggs {million pieces) 33 26 106
Grain (thousand tonnes) 555 595 ves
Potatoes (thousand tonnes) 10.5 96.5 ves
Other vegetables
(thousand tonnes) 80 22.7 cen
Wool (thousand tonnes)
Sheep's wnol 17.3 18.7 57
Camel wool 2.2 2.3 97
Cashmere 1.5 1.5 90
Skins (thousand pieces)
Camel 35.5 23.0 50
Horse 191 88.2 32
Cow 554.8 364.6 39
Sheep 4,786.2 2.975.5 56
Goat 1,237.8 935.8 64

Source:  Consultations with Boston Consulting Gioup, State Statistical Office.

Government prices paid for centralized manufacturing exports are artificially low, since they are
calculated at the official cxchange ratc. This makes exportation unattractive and reduces the
competitivencss of exported products, as higher dollar prices will be required to justify rising costs.
At present, supplics for the state trading organizations arc ensurcd through regulating the issue
of export licenses, with applicants somctimes asked to prove that they have fulfilled their state
quota before their application is considered. A further disincentive to export is manifest in the
foreign cxchange surrender system, which requires all state cnterprises and  majority
state-controlled enterprises (hence including many "privatized’ enterprises) 10 surrender from 40
per cent to 80 per cent of forcign exchan : earnings, depending on the product, to the state at the
official exchange rate. This ruling applics 15 both exports channelled through centralized state
control and dircet cxports.

Prices of goods imported centrally, which are also calculated on the official exchange rate, also
result in distortions in the domestic cconomy. Domtestic prices are often significantly less than
world market levels, encouraging incfficicnt usage. This applics particularly to goods imported for
the rat.on systcm. Domestic rationed goods, procured by the state, also lead to price distortions
hecausc the state price is often below domestic market prices. The result has been the growth of
a parallcl markct (sce Table 11.3), further exacerbating shortages.

At present sndustrial development and individual enterprise initiatives are constrained by this
inter-related set of state imposed mechanisms, the existence of which reflects both the pace of
change from the planncd approach to a full market cconomy and the special needs of the
cconomic crisis. But only with the abolition of the state order system, the climination of rationing
for all but the absolute social necessitics, the phasing out of the foreign exchange surrender system
and the adoption of a market cxchange rate can industry begin (o evolve in a true free market
climate.
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Table 112, State planning control in selected exporting enterprises, 1992
Enterprise Planned exports Total planned Centralized export
as per cent of export value allocation
output (M:1ion dollars) (Percentage)
Erdenet copper 100 220.0 55
Mongo!/sovtsvet metal corporation 100 27.3 70
Mongol /czechoslovak metal
corporation 100 1.0 70
Coal corporation 2.4 2.6 80
Gobi 100 27.6 80
Arisimpex
Leather germent factory 87 14.6 50
Fur factory 56 3.1 50
Sheepskin factory 57 11.3 50
Noos ispex
Wool knitwear factory 23 0.5 40
Spinning factory 11 1.3 0
Textiles factory 70 5.4 40
Carpet factory 68 19.5 40
Meat plant 100 6.1 0
Source:  Consultation »ith Boston Consulting Group. State Statistical Office.
Table 11.3. List of rationed products, July 1992
Item Amount Amount Period Fixed unit Parallel
per person per family price market
{Tugrik) price
(Tugrik)
Meat
beef or
mutton 2.7 kilogram per month 28 80
Flour 3.2 kilogram per month 4.2 20
Rice 0.3 kilogram per month 18 80
Sugar 0.2-0.5 kilogram per month 20 130-140
Vodka 1-2 bottle per month 80 600
Bread 1-2 pieces per 2 days 3 e
Matches 10 pieces per month 2 4
Vegetable oil 1 litre per month 66 258
Soap 2 pieces per month 14 45
Tobacco I parcel per quarter 110 250
Milk powder .. 0.) kilogram per month 84
Plate tea | pieces per quarter 110 400

Source: State Statistical Office, personal intcrvicws.
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Foreign exchange

Forcign exchange is currently in extremely short supply in Mongolia.  Many enterprises have no
access o forcign exchange, and thus are foreed to indulpe in unproductive nternational trading
to generate hard currency capital. Further, the acute absolute shortage is highlighted by the fuct
that cven those enterprises with forcign exchange deposits in the State Bank International are
ofien unable to draw on them, and are routinely required to put up still more hard currency betore
being allowed to do so. The lack of confidence in the banking svstem, with regard to forcign
cxchange access. has led o some international trading organizations depositing foreign exchange
in owverscas accounts, adding to the shortage. The amounts involved are hard to quantify because
although possession of such accounts is not illegal, depositors are wary about disclosing their
existence for fear of possible future penalization.

Foreign investment

Maongolia’s turn towards countries outside the former CMEA for investment has been facilitated
by the enactment of a foreign investment law, which has alrcady produced more than 120 joint
ventures and a handful of wholly foreign-owned companics. The attractions of lorcign investment
for Mongolia are obvious: an inflow of forcign exchange: new technology and training: and future
export carnings.  Altraction of more foreign interest in Mongolia will depend upon a number of
improvements. particularly in the legal framework. infrastructural facilitics. and administration and
promotion.

The forcign investment faw, which came into effect on 1 May 1990, in the carly days of reform.
is now widcly regarded as being inadequate. and a draft for a replacement was in circulation in
mid-1'm2. The continuing cvolution of the legal and regulatony framework governing forcign
investments is causing some potential foreign investors to hold back uatil currently unclear and
contradictory regulations are resolved. The acw law is still deficient in a number of respecis: its
list of industrics in which forcign investment is prohibited s vague and in some places
contradictory; the governance of juint venture companics and wholly forcign-owned enterprises is
subject to contradictory rules; the incentives offered to foreign investors are unclear and
contradictory; and a number of typically covered legal issues, such as questions of tabowr and
procedures for terminating, liquidating or dissolving jotnt-venture companics, are not covervd.

Mongoblia’s inadequate  physical infrastructure, in arcas such as transport, cnergy and
communication, is another source of concern for potential forcign investors, as are the
underdeveloped service and financial sectors. The proposal 1o establish a development 7cne for
forcign and joint venture companics would go some way to dispelling these problems.

Administration and promotion is an arca that also nceds immediate attention. The establishment
of a “onc-stop” agency for foreign investors, where all necessary permits can be obtained as well
as information on potential domestic partners, would considerably improve Mongohia's ability 1o
attract forcign investment in what is a very competitive market place.

One considerable advantage which Mongolia has over other prospective bidders for foreign capital.
in an arca appropriate for development, is in Mongolia’s access to European, United States and
Japanese markets for textiles and garments. At present Mongolia has no quotas Tor exports of
these products and is therefore an attractive destination for the establishment of factories financed
by entreprencurs from other Asian producers where export quotas are full. 1f a new Multi-Fibre
Agreement continues with a quota system, Mongolia can continue o exploit its competitive
advanlage in this respeet by negotiating a maximum fevel, above their current capacity and then
offer quota atlocations to forcign investors willing (o establish joint ventures os greenficld sites.
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Privatization

The privatization of state-owned assets and enterprises, one of the linchpins of cconomic reform,
is expected o achieve a rapid transformation of the Mongolian cconomy.  The first phascs,
imvolving  privatization of between 4000 and 5000 agriculiural units and about 1,600 small
busincases, are fargely complete, and the final phase, the privatization of some 450 medium to
large-scale enterprises, is in progress. By August 1992, 70 of these larger enterprises had
transferred from public o private ownership.

The state has maintained some degree of ownership in about one third of privatized enterprises,
with sharcholdings ranging from 20 per cent to 51 per cemt. The aim of this continued
involvement in arcas such as speciality products (¢.2.. alcoholic beverages). food (e.g.. bread and
confectionery). and construction materials (c.g.. bricks). is to continue managing the supply and
prices of these key products. The government intends to liquidate its interest in these enterpriscs.
By the end of Aupgust 192, the sharcholdings of the State, employees, and other privare
sharcholders i privatized medium- and large-scale enterprises were approximately 23 per cent,
K per cent and 69 per cent, respectively.

Although much progress has been made on paper in the privatization programme, it is clear that
in practicc many newly privatized, former state-run enterprises have changed hittle.  Incumbent
management usually remains, for lack of alternatives, and both these managers and their
cemployees, who are iacxperienced in the workings of the market cconomy and the rights and
responsibilitics of private companices, have littie idea of what to do next. Hence former practices
and management strategics remain unchanged, with many newly privatized enterprises continuing
to behave and be treated as extensions of the government.  Government directives are still
received and carricd out in many arcas that should now be sclf-determined, while favoured
treatment is still provided by government in arcas that should now be competitively operated. such
as the cost and availability of credit, and access to export licenses and foreign exchange.

Many of these problems of the newly privatized enterprises are not surprising given the lack of
familiarity at all levels with the operation of the market cconomy and the continued state
incervention in the cconomy, both as a hangover from ceniral planning days and as a known
mechanism for dealing with the current cconomic crisis. Difficultics inherent in the poorly timed
sequencing of related reforms will be cased with the phasing out of practices such as the state
order system, but confusion stemming from inexperience is a more intransigent problem which will
need government cfforts to dispel. A move towards more cffective management of enterprises
could be made by revising corporate law to require companics to have a board of directors,
accountable 1o sharcholders, with the authority to appoint and direct management. A similar
structure should be put in place in statc-owned enterprises in the run-up to privatization.
Mcanwhile, other needs of the new private sector will also have to be addressed by government.
These include efforts to ensure that companics are not excluded from available credit, and to help
with new and unfamiliar tasks such as bookkeeping, icchnology acquisition, environment and
health and safety. At the same time, the goverament aceds (o devise and implement policies on
competition and the possible abuses of monopolics, particularly important in the Mongolian
ceonomy where traditionally many products have been the concern of a single or small number
of enterpriscs,

Public sector management

Management of those eaterprises which remain in public ownership will have to be modificd and
improved in accordance with the workings of the market.  Appropriste governance is cssential
both from the fiscal viewpoint and hecause these enterprises are responsible for essential inputs
into the private sector. To date, however, the future workings of public sccior enterprises scems
to have been given litle thought. Particular consideration needs to be given to several arcas.
These include adjustment of Lariffs and user charges to achieve full cost recovery; appropriate
structures for preventing administrative interference in the day-to-day running of eaterprises:
appropriatc ways in which government can excreise its ownership functions, such as through hoards
of dircctors or holding companics; and mcthods 1o ensure that the poorer sections of society
conlinue 1o have access to public services.
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Export promotion

Mongolian exports are critically important i carning forcign exchange for the ceconomy.
Accerding to a reeent report commissioned by the Asian Development Bank! sinee export growth
offers a greater potential impact on the Mongolian cconomy than import  substitution,
encouragement and facilitation of export industries should be a clear goverament priority.

With the collapse of the CMEA trading bloc and the ceonomic ditheulties being faced by
Mongolia's traditional trading partacrs. Mongolia is looking to find new customers and exploit new
markcts. Howeser, industrialists have little expenence of markcting sinee the former monopolistic
international trade system was handled by five state-owned foreign trade organzations. Two of
these organizations dealt with exports: Mongolimpex, which was responsible for trade with the
cogntrics in the convertible curreney area. formerdy about 5 per cent of total trade: and
Mongolexpert which handled all exports to the CMEA countries. The expertise of these former
state organizations should be carclully cultivated. perhaps by transforming their roles in advisony
and promotional dircctions. They, or alternative government institutions. could also help in the
ficld of information provision, since access to knowledge of markets. agents and potential
customers is severely imited in Mongolia. Meanwhile, an ceffective set of polices needs to be
designed to help exporting aindustrics in their difficult tash.

Fiscal relicl is one arca that might be addressed. At present neither labour nor depreciation are
subject to tax relicf. a sitwation which ctfcetively raises producer conts relative 1o world
competitors. A more lenient tax code for export or export-oriented enterprises. cither allowing
full deductibility of expenses on export products or tax credits for specific export related activitios,
would improve their competitiveness on workd markets.

Credit is another issuc which must be addressed. The current bias of commercul banks aginst
private enterprises, both i terms of access and interest rates charged. is an unaceeptable burden
on fledgling exporting enterprises and would aced to cease.

Import duty relicl on machinery, spare parts and raw muterals, allowing preferential access 1o
resources, is a further ool which could be used o improve export industries” competitivenoss.
Elimination of duties, currently at 15 per cent for customs, plus a 10 per cent surcharge. for
re-oxported raw materials and for oxport producing cquipment. could be achicved by tax exemption
or rebates.

Technology and maintenance

In ~virtually all arcas of the manulactuning sector, Moneolia has imported cquipment and
technology on o turn-key basts, and continues to be heavily relant upon imports for spare parts,
now o considerable drain on forcign exchange reserves. Domestic capability 1o upgrade or
finc-tune machinery is very imited. Plants have been designed in other CMEA countrics and
Mongolian cagincers have asually piaved o sccondary role in their ostablishment, with hitle
opportuaity for Mongolian technictans to deselop the requisite skillh. Maintenance capacity is
ikewise limited, being confined 1o a small number of repair shops, just one cach for all enierprises
in the feather processing and wool processing sectors, Tor cxample. The goserament has
technology modernization programme. which gives privrity 1o several industrial seetors: oypor
products based on domestic raw materials, mining: construction materials; chemicai industrics
using domostic resources, such as phosphatic Tertilizers: copper products: and other metal
products. The sources of these improved technologies will comtinue to be esternal, since the small
size of the domestic market will not allow domestic industrics to achicve the necessary cconomics
of scale, but further governmens incentives are necded o allow manufacturing enterprises to
import new cquipment, Howeser, new technologics alone will not answer all the questions
hanging over Mongolian production. New management and worker practices and the ability 1o
operate and maintain new machiners must be implemented at the same time. The goverament
recognizes the need to completely seorient the techaical and socational training ssslem to meet
new necds, and fresh «kill development programmes are currently being developed Iy the
mimistrics of labour and cducation.
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B. THE INSTITUTIONAL FRAMEWORK FOR INDUSTRIAL
DEVELOPMENT

The policy framework

Prior to the adoption of a market system. Five-Year Plans were drawn up by the Councit of
Minisicrs, primanly through the Ministry of Finance and the State Commitice for Social and
Economic Developments. These included plans for the development of particular branches of the
national cconomy produced by the relevant ministries and central departments.  Plans for the
development of towns and provinces were passed down to be implementied under the control of
local bodics, which in turn instrucied individual eaterprises on their prescribed production and
financial plans and targets. Centralized state bodics allocated foreign exchange and other scarce
resources on the basis of sectoral budects, and organized procurement, distribution and marketing.
both domestic and overseas.

Dismanthing of the structures of the planned cconomy has proceeded apace, but although the
principles of the new market sysiem have been announced. as vet few are operational.  While
some state-owned enterprises have been privatized, for example, their management remains the
same, and they have little idea of how 1o work in the aew system.  Indecd. managers are often
constrained in any new cfforts they do make by practices and mechanisms which are vet to change.,
such as the state procurement system. Henee, although on the face of it many aspects of the
planacd cconomy have gone. in practice the old ideas and mentality are proving more difficult 1o
change. At the same time as this dramatic transition is being implemeanted. the cconomy is having
to sunvive the traumatic external shocks imposed upon it by the coliapse of the former USSR and
the CMEA trading bloc.

Resdual aspects of the old system, together with new intenveniions designed to afleviate the
present severe shortages and cconomic collapse, have combined 1o create an extensive and
inter-related web of allocation and price disiortions in the economy. These distortions, which are
institutionalized through a network of state-organized procedures and methodologics, need to be
untangled before a dlimate conducive to appropriate industrial development can be achieved. The
structural constraints o the proper functioning of the market system include the state order
system, the system for centralizing exports, export Licensing, forcign exchange carming surrender
requirements, the ration system, price controls and subsidised encrgy prices. These closely related
limitations arc all. in turn. associated with the overvalued oxchange rate and the lack of internal
convertibility,

Currently, the clear need for Mongolia to encourage small- and medium-scale industrial
caterprises is hampered by several eritical constraints:

() Most small-scale manufacturers are severely lacking in the appropriate experience and
training nccessary (o establish themselves properly.

(h) Bank financing is cither not available or discriminatory against privite scctor companics,
which are charged much higher interest rares than competing public cnterprises.

(c) Most small companics must first import cquipmeni and raw materials before production
can start for cither domestic or export markets, but forcign exchange is unavailable 1o
them,

As i conseqtience, most acw eaterprises which have been established in the manulacturing scctor
are forced to engage in small scale trading simply to survive and generate enough hard currency
fo et up praduction. While not belintfing the importance of trading per se is not a bad thing, this
state of affairs reflects the lack of antention and investment aceded 1o develop the industrial sector,

While the government is aware of many of the difficultics tacing industrial development. corrent
conceras over the cconomic crisis and the needs of other kev ceonomic sectors are over-riding the




X Policv Issues and Institutional Framework for Industrial Development

development of a comprehensive palicy for industrial development. The government's reform
programme preseated at the donor consultation mecting in Ulaanbaatar in October 191, included
programmes for nine key scctors. Among these were energy and mining. but specific reference
to manufacturing industry was included only within the employment ac.J privatization package.
Apparently, the only initiative specifically designed to aid industrial deve.opment stems from the
identification of small-scale enterprises as a sector of high growth potential and thus high
employment geacration.  To encourage and promote this sector, a Coordinating Council on
Dewvelopment of Small Enterprises. Trade and Semvices has heen established under the
chairmanship of the Vice-Minister of Labour. and a Centre for Small Enterprise Promotion
created in the Ministry of Labour.

The immediate government priorities must be to facilitate the growth and development of industry
by dismantling the structural and institutional constraints outlined above. Further to these. there
are 2 number of other areas in which government direct action is necessary. These include help
and training with accounting and financial reporting. creation and promotion of vocational training
courses, cstablishment and monitoring of hygicne standards. and cstablishment and enforcement
of industrial standards to raise quality and help to secure export markets. While rejection of the
old central planning system has been emphatic, there s still a nced for institutional direction of
macrocconomic and development policies.  This need has become increasingly clear in recent
times as ministrics which are no longer directed from above have in some cases ventured out in
diffcrent disections without adequate inter-ministerial communication. A key arca in need of
improvement and modification of practices in this respect is the public sector investment
programme. Project appraisals made by the Ministry of National Development, esiablished after
the abolition in 1990 of the State Commitice for Social and Economic Development. will need to
be modified to fit the new structure of the cconomy.  Current methods concentrate on mecting
output targets and on payback periods. paying scant attention to cconomic henefits and to cost
mimimization. As time progresses, the Ministry of National Development will have to develop s
capability to form medium and long term development strategies for the cconomy which will
clarify the dircction in which industrial development will proceed.

Financial institutions

Mongolia's financial scrvices sector is highlv underdeveloped.  Although the state banking
monopoly has been broken, the new commercial banking sector is having trouble adapting to the
new market-oricnted approach. Most of the new commerciai banks arc controlied by state-owned
enterpriscs, and their practices clearly operate in favour of the state scetor. The current system
of interest rates is biased towards state-owned enterprises, which receive cheaper credit than
private enterpriscs. In one major bank. mid- 1992 interest rates for public enterpriscs were 12 per
cent while those for private -ompanics ranged from 24 1o 28 per cent. Indeed, the system allows
state-owned enterprises to - orrow funds and make these funds work for them by depositing the
moncey at the same bank. Public enterprises accounted for more than three quarters of
outstanding commercial credit from banks in mid-192. The current ownership structure of banks,
combincd with the small number of inexpericnced personnel dealing with credit evaluation,
together make the present allocation of capital incffective.

Another fundamental problem in the banking scetor is the Tack of credit available in the system.
Total personal savings are cquivalent to about 85 million, less thaw the goverament’s fiscal deficit.
About 10 per cent of the deficit was financed by a government domestic bond issue in 191,
totalling about T 201 milfion. Most of the rest of personal savings are deposited in the banking
system, but the insignificant amount caanot finance any scrious investment. Since real interest
rates are negative, there is little incentive for personal savings.  Some state enterprises are
gencrating savings and have begun to pay back debts, but losses at other state enterprises are
helicved to more than offset these profits, feaving the state sector as a net drain oa capital.
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NOTES TO CHAPTER II

1/ The Boston Consulting Group. Reconstruction and development of the industrial sector of
the Republic of Mongolia, Draft Report, 17 August 1992




III. STRUCTURE AND PERFORMANCE OF THE
INDUSTRIAL SECTOR

A, GROWTH AND STRUCTURAL CHANGE

Early development of the manufacturing sector dates back to the 1920s and 1930s which was the
first identifiable stage of Mongolia's posi-revolutionary cconomic development, characterized by
limited matenial and industrial manpower resources. Hence the light and food industry developed
gradually, by processing livestock produce, concentrated in the main market and labour reserve:
Ulaanbaatar.  The country’s first substantial industnial installation came iato operation in the
capitol city in 1933, The Choybalsan (as it was then known) industrial combine comprised
tannerics, a wool scouring mill and cloth factories powered by its own power station, and produced
a range of goods including footwear, worsted. blankets, felt, leather coats and soap. Ulaanbaatar
also became the centre for coal mining and cicctricity gencration during this carly period.

The cconomy diversificd during the period 1940-1964), into the ficlds of ore-mining, metalworking,
timber-processing and further consumer goods production. Ulaanbaatar's position as the country’s
industrial hub was re-enforced by the Soviet-financed rebuilding and upgrading of the industrial
combine, establishing specialized plants for tanning. sheepskin coat manufacture, shoemaking,
wool-washing and worsted cloth and feht manufacturing. In 1960, 56 per cent of Mongolia's gross
industrial product was produced in the capital city.

The 190 marked the full-scale industrialization of the country, with a trend towards
decentralization as new industrial and mining centres were developed and atmak (provincial)
centres set up their own flour mills and food-processing factorics. This followed the completion
in 1935 of the trans-Mongolian railway linc from the border with the former USSR to the border
with the People’'s Republic of China, in a decade in which an cconomic cooperation agreement
with China saw Chincse labourers improving basic infrastructure such as housing, roads and
bridges. Mongolia’s relations with the People’s Republic of China waned during the 1960s, but
a acew era and intensification of external influences on cconomic development was heralded with
Mongolia’s entry into the CMEA in 1962, Despite Mongolia’s nominal independence, virtually all
ncw plants in the three decades untit 1990 were financed and/or built by the former USSR or East
European countrics.

In the 1960 in Ulaanbaatar the former German Democratic Republic built two meat-packing
plants, a woodworking combine was built by Poland. and Hungary constructed a clothing factory.
The northern city of Darhan was fitted out with a cement works built by the former
Czechoslovakia, and Bulgarian labour was brought in to build a meat-packing plant in Choybalsan.
A housc-building combine, a wool scouring mill and a spinning mill were among the aid projects
completed in Darhan by the former USSR in the late 19705, and the emerging industrial city was
further developed by Poliand (with a glue factory and two distilleries), Hungary (a clothing factory
and a flour mill), the former Crechoslovakia (a tanncry) and Romania (a combine producing
furniturc and cardboard).
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Somc diversification of industry took place in the 19830s. with the hst of traditional products being
added o buy new goods of export quality.  These include carpets. kntwear, school uniforms,
leather and sheepskin coats and cashmere sweaters. A large new cement and lime complex, a
joint Sovict-Mongol project. was constructed at Hotol. between Darhan and Erdenct, in the
mid-1980s. I now produces the country’s total needs for these products and cement has become
a major export.

Dividing the industrial sector between heavy industrics. producing capital or producer goods,
known as "Group A" industries in the socialist terminology used until recently in Mongolia, and
light industrics producing consumer goods ("Group B industries), the relative contributions to
gross industrial output have changed littic over the last decade. Group A industrics accounted for
56.3 per cent of output in 1990, and Group B industries 43.7 per cent. Table 111 shows that the
food industry accounted for the largest branch contribution (18.2 per cent). followed by clectrical
and thermal energy (123 per cent), non-ferrous metals (12.2 per cent) and textiles (11,5 per cent).
By 1991, when the cconomic crisis had taken hold, food’s contribution to output had risen to 27.4
per cent. since it was one of only two branches that grew in 1991 (see below), the contribution of
the other, the leather, fur and shoe industry, increased from 10.6 per cent in 1990 to 139 per cent
in 11, Building matcrials, which contributed 10.8 per centan 1991), fell to 4.8 per cent in 1991,
as output in the sector declined significantly (see Table 1H.2).

Table HLI. Branch composition of gross industrial product, 1987-1991
(Pcrcentage)

1987 1988 1989 1990 1991
Total industry 100 100 100 100 100

Electric and thermal energy 11.2 12.0 1.7 12.3 13.0
Fuel 3.9 1.2 3.8 3.6 3.5
Engineering and metal working iz 3.7 3.6 3.2 1.7
Non-ferrous metal 12.6 12.3 11.4 12.2 10.8
Building materials 10.8 10.9 10.6 10.8 4.8
Wood processing 1.3 7.0 6.9 6.0 4.1
Textiles 1.4 10.9 12.0 11.5 9.8
Clothing 4.6 4.5 4.9 4.7 4.6
Leather, fur, shoes 9.5 9.5 9.6 10.6 13.9
Printing 0.9 0.9 0.9 0.8 0.8
Glass, faience 0.4 0.4 0.4 0.4 0.3
food 19.0 18.7 18.8 18.2 ?27.4
Chemical 3.6 4.1 4.1 4.2 2.0

Source: State Statistical Office.

Industrial development prios to democratization and the thrust towards a market cconomy
occurred through investment in state enterprises laid down by annual plans and targets. Budgetary
funds and credits were provided by the government, bolstered by financial and technical assistance
from thc CMEA countries, particularly the former USSR, while domestic prices and tariffs were
fixcd. Through this central planning system, government subsidized output from some enterprises,
while for others prices were cost plus, with the margin providing state revenue. By the ond of
19, there were more than 300 {arge public enterprises, most of them operating at a loss,

The annual average growth in gross industrial output wis rapid in the 1970 (averaging 9.5 per
cent) and first half of the 19805 (8.4 per cemt), but slowed 1o 3.6 per cont inthe period 1980- 1495))
(sce Table 1HL3). Some of the Targest recent increases inoutput were seen in fextiles, encrgy, and
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building materials, all of which recorded annual growth rates in excess of 10 per cent in the
1931-1985 period. The non-ferrous metal industry enjoyed the highest arnual growth rate during
this period (19.1 per cent), after the Erdenct combine producing copper and molybdenum came
into operation at the end of 1978. Through the latter half of the 1980s the non-ferrous metal
industry accounted for 12.5 per cent of gross industrial output on average, up from 4.2 per cent
in 1970,

Table III.2. Qutput of selected categories of industrial products, 1987-1991

1987 1988 1989 1990 1991
Electricity (million Kwh) 3,348.7 3,544.1 3,568.3 3,347.9 3,228.6
Coal (thousand tonnes) 7,765.3 8,605.8 8,044.5 7,157.0 7.009.3
Fluor spar (thousand tonnes) 543.7 522.7 578.2 455.9 250.8
Bricks {mil.ion pieces) 169.8 180.6 172.8 151.1 107.7
Cement (thousand tonnes) 541.4 502.1 512.6 440.8 226.8
Lime (thousand tonnes) 114.1 122.2 95.0 103.0 76.1
[nstalled metal constructions
(thousand cubic metres) 158.7 156.6 165.1 166.8 75.4
Plywood (thousand cubic metres) 4.8 5.8 4.9 3.4 1.9
Cardboard (tonnes) 1,210.0 943.7 1,026.6 819.4 968.0
Sawn wood (thousand cubic metres) 580.5 540.7 553.1 509.0 270.4
Scoured woo! (thousand tonnes) 10.4 9.6 10.1 9.7 7.2
Carpet (thousand square metres) 1,809.4 1,813.8 2,128.1 1,971.2 1,400.2
Knitted goods (thousand pieces) 3,163.8 3,942.2 4,110.5 4,248.6 2,808.7
Felt (thousand metres) 630.4 631.1 849.7 745.0 583.2
felt boots (thousand pairs) 469.1 486.2 592.3 588.5 444.2
Over coats (thousand pieces) 99.4 101.7 89.7 108.7 51.4
Suits (thousand pairs) 168.6 152.0 182.6 201.8 30.2
Hides large (thousand tonnes) 0.9 0.9 1.0 1.0 0.8
Leather footwear (thousand pairs) 3,517.3 3,920.6 4,140.0 4,222.5 4,085.9
Leather coats (thousand pieces) 49.5 31.4 41.6 35.7 29.7
Sheepskin coats (thousand pieces) 161.2 181.6 180.2 138.1 111.5
Meat and meat products (thousand tonnes) a4.7 62.0 61.7 57.8 49.6
Sausages (tonnes) 4,782.1 5,284.7 5,824.3 5,686.7 5,825.4
Flour (thousand tonnes) 193.7 196.4 199.7 189.8 174.4
Bakery goods (thousand tcnnes) 68.7 69.9 66.7 63.3 63.2
Confectionery (thousand tonnes) 37.2 41.8 45.7 a1.7 33.8
Milk and dairy products (million litres) 55.6 59.0 62.0 59.6 50.4
Mixed fodder (thousand tonnes) 156.4 177.4 212.2 119.1 102.1
Household soap (thousand tonnes) 3.7 2.5 33 2.6 0.7
Toilet soap (million pieces) 5.4 6.8 10.3 10.2 5.3
Publications (million signatures) 363.3 382.2 376.6 312.8 174.6

Source: State Statistical Office.

The cconomic slowdown in the late 1980s, which has become a crisis in the early 1990s, has had
a predictable impact on industry as spare parts, raw materials and technical assistance became
short and markcts collapsed. Gross industrial output declined by 20.1 per cent in 1991 and output
for the first half of 1992 showed a further decline of 21.7 per cent over the first half of 1991 as
production at many plants has slowed or stopped (see Table I11.3). All but two of the 13 branches
recognized by the State Statistical Office rezorded declines in production in 1991, The largest fall
was in the building material industry (64.3 per cent) as construction ail but ccased in Mongolia,
but disastrous declines in output were also felt in the chemical industry (61.5 per cent),
engineering and metal-working (57.8 per cent), wood processing (46.2 per cent) and textiles (32.0
per cent). The sharp fall in output continued in the first half of 1992, with declines in output
relative 1o the first half of 1991 recorded across the board, with the exception of non-ferrous
mctals which held production constant, although for 1991 as a whole output declined by 29.2 per
cent.

The recent growth in certain manufacturing branches is reflected in the change in the structure
of manufacturing valuce added over the 1980-1990 period (sce Table H14). Through the first half
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of the 1980s. food processing dominated, which together with leather processing and wood
products, accounted for 65.1 per cent of total manufacturing valuc added in 1980. The vigorous
growth of textiles, and less vigourous growth of non-metallic mincral products, increased the share

of these branches to more than 10 per cent by 1990.

Table 113, Annual average increase of gross industrial product by branch, 1971-1992

(Percentage)

1971- 1976- 1981- 1986- 1990 19917

1975 1980 1985 1990 1991 19922

Total industry 10.8 8.25 8.35 3.55 -20.01 -21.7
Electric and thermal energy 12.75 10.75 11.05 5.95 -15.8 -1.8
Fuel 8.80 10.01 9.30 3.00 -22.7 -12.2
Engineering and metal working 12.29 7.01 26.90 0.90 -57.8 0.1
Non-ferrous metal 14.00 101.05 15.90 1.50 -29.02 -1.9
Building materials 13.01 8.08 19.45 11.00 -64.3 -48.6
Wood processing 9.45 7.05 10.15 -2.05 -46.2 -54.2
Textiles 12.45 5.75 16.65 2.95 -32.0 -23.6
Clothing 16.70 10.15 4.55 2.25 -22.1 -89.2
Leather, fur, shoes 6.55 6.09 -2.60 5.15 4.4 -37.7
Printing 9.05 7.65 1.05 3.85 -19.8 -60.7
Glass, faience 14.70 0.35 23.95 3.8% -34.1 -28.4
food 11.00 2.90 1.25 1.30 20.0 -22.5
Chemical 23.05 11.8 18.45 8.90 -61.5 -16.2

Source:  State Statistical Office.

a/ First half.

Table 111.4. Structure of manufacturing value added by industrial branch, 1980-1990,

selected years
(Percentage shares)

Branch 1980 1985 1990
Food, beverages and tobacco 43.0 41.7 27.5
Textiles 6.6 10.9 16.4
Wearing apparel other than fur and footwear 8.0 1.2 7.5
Leather, footwear and fur wearing apparel 11.2 9.7 16.2
Wood products 10.9 10.5 7.9
Printing 3.4 3.1 2.0
Industrial and non-industrial chemicals 5.3 4.2 6.3
Pottery, china dand glass 0.3 0.6 3.8
Non-metallic mineral products 6.4 7.0 10.5
Metal products, machinery and equipment 4.9 5.1 5.0

Source: UNIDO Regional and Country Studics Databasc,
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B. OWNERSHIP, SIZE, DISTRIBUTION AND PRODUCTIVITY

Until the recent changes all industrial enterprises were state-owned, with some joint ventures with
CMEA countrics, tive of which, most in the minerals sector, have continued (see section C below).
Initial cncouragement of private enterprise came in 1988 with the promotion of private sector
cooperatives under the new Law on Cooperatives, and has spread with the promulgation of the
company law, bankruptey law, consumer protection law and anti-monopoly faw in 1991, Private
cooperatives numbered 180 by the end of 1988, employing 3,500 people, and had increased to
nearly 3,000 in 1991, emploving more than 20,000 (excluding livestock cooperatives). More than
4,000 other private firms have been set up since the reforms began, employing some 32,000 people.
Most of these companies are involved in services and the production of light consumer goods for
domestic markets. In 1991, a total of 56,000 people were employed n the private sector (including
4000 self-cmployed). making up 8.6 per cent of the total number of employees. In mid-1992,
private manufacturing caterprises accounted for 5.1 per cent of industrial output.

The government's privatization programme is one of the corncrstones of the economic reform
package, and aims 10 be completed by 1994, The programme is being carricd out using a voucher
system similar to that used in Poland, former Czechoslovakia and Romania, with a stock exchange
established in 1991 which is initially acting to facilitate the privatization process by distributing
sharcs and will cventually concentrate solely on a traditional share trading function. Each citizen
is issucd with two vouchers, a blue voucher worth 7,000 tugrik to be used for purchasing big assets,
and a green voucher containing three 1,000 tugrik tickets for the purchase of small assets. This
voucher scheme covers the majority of the 1,600 small enterprises and the 340 big enterpriscs that
are being completely privatized, as well as 364 firms to be partially privatized. The book valuc of
the big enterprises is put at 10.8 billion tugriks, and the small enterprises at 5.6 billion tugriks.
Agricultural assets and livestock, valued at 3.8 billion tugriks arc also covered by the green
vouchers, making a total value of assets to be privatized of 20.2 billion tugriks, approximately
cquivalent to the total value of vouchers issued. The state will maintain ownership of cnterprises
in mining, cnergy, rail and air transport, communications and water supply, which although small
in number are large in terms of assets. By the end of July 1992, 175 enterprises were listed on
the Ulaanbaatar stock exchange. Of these, 50 had been wholly privatized, about 30 of which were
industrial cnterprises.

Table 1ILS. Size distribution of manufacturing enterprises, 1991
Number of actual 0-49 50-99 100- 200- >500- Total of Qutput  Total number
workers 199 499 enterprises (Thousand of employees
tugriks)
Metal working 5 4 9 3 0 21 233,375 2,673
Chemicals 1 2 2 1 1 7 267,421 3,40!
Construction materials 0 ) 9 7 3 23 350, 750 6,870
Wood processing 6 9 4 11 4 34 309,903 9,053
Glass 1 0 1 1 0 3 35,118 525
Wool and wool garments 0 2 1 4 9 16 675,381 8,631
Clothing 1 1 2 7 2 13 163,013 4,274
Leather 2 1 2 6 5 16 647,036 8,919
Printing 26 4 3 0 0 33 57,884 1,323
food 3 5 20 11 8 47 1,447,603 13,096
Other I 4 3 1 0 9 101,301 1,205
Private ] 1 3 8 9 21 216,413 9,860
Total 46 37 59 60 41 243 4,505,198 69,830
Source: Ministry of Trade and Iadustry, and consultations with Boston Consulting Group.
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Table 111.6.

Size distribution and productivity of manufacturing enterprises, 1991

Size
(Numbe: of Number of
employees) enterprises

Output
{Thousand
tugriks)

Total Productivity
(Number of (Tugriks/
employees) employee)

Metal working
<50
50-99
100-199
200-499
>500
Subtotal

Chemicals
<50
50-99
100-199
200-499
>500
Subtotal

Construction materials
<50
50-99
100-199
200-499
>500
Subtotal

Wood processing
<50
50-99
100-199
200-499
>500
Subtotal

Glass and fibre glass
<50
50-99
100-199
200-459
>500
Subtotal

Wool and wool garments
<50
50-99
100-199
200-499
>500
Subtotal

Clothing (Sewing)
<50
50-99
100-199
200-499
>500
Subtotal

Leather
<50
50-99
100-199
700-499
>500
Subtotal

28,211
11,836
132,334
60,994
0
233,375

173
4,290
30,203
20,156
212,600
267,421

0

5,193
58,102
114,227
173,228
350,750

11,997
17,581
10,411
155,124
114,789
309,903

2,993
0

5,140
26,985
0
35,118

0

3,305
6,352
70,693
595,032
675,381

1,094
2,137
9,970
1c4,780
45,032
163,013

4,544
704
19,177
238,441
384,169
647,036

177 159,383
302 39,192
1,275 103,791
o1 66,370
0

0
2,673 87,308

38 4,547
37,302
127,439
384 52,489
80,929
78,630

0
16,698
40,489
56,353
55,934
51,055

47,232
27,132
18,493
37,909
32,834
34,232

74,835
0

28,239
89,058

0
66,891

]
25,231
51,223
50,101
85,432
78,251

52,086
24,288
28,085
44,436
31,014
38,141

75,735
7,822
60,688
134,182
57,545
12,546

(cont inued)
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Table 111.6. (continued)

Size Output Productivity
{Number of Number of { Thousand (Tugriks/
employees) enterprises tugriks) employee)

Printing
<50 23,891 35,342
50-99 15,662 55,343
109-199 18,331 50,359
200-399 0 0
>500 0 [
Subtotal 57.884 43,752

Food
<50 5,798 54,702
50-99 23,485 55,000
100-199 200,037 69,530
200-499 527,036 151,057
>500 691,247 111,545
Subtotal 1,447,603 110,538

Others
<50 734 24,473
50-99 18,465 64,564
100-199 78,503 158,272
200-499 3,598 9,156
>500 0 0
Subtotal 101,301 82,067

Cooperatives/

Private Co's
<50 0
50-99 2,570
100-199 23,772
200-499 16,437
>500 113,635
Subtotal 216,413

Source: Computed from Ministry of Trade and Industry Data.

Some of the difficultics being faced by the privatization programme and newly privatized
companics include the pace with which related reforms are keeping up with the programme, the
issuc of the outstanding debts of firms to be privatized, the macrocconomic effects given the
numbcr of firms operating at a loss, and the lack of accountancy and auditing skills in the country.

Mongolia’s manufacturing industry is characterized by a predominance of large cnterprises (scc
Table IILS). In Hong Kong and Taiwan Province, two successful market-based arcas, cnterpriscs
cmploying less than 100 employees contribute about half of industrial output, while in Mongolia
such small enterprises account for less than 1S per cent. For some cconomic activitics such high
concentration of production is beneficial, but experience from other developing countrics suggests
that this is by no means applicable to all activitics. As Table LIL6 indicates, some branches show
significantly betier productivity in smaller enterprises.

In the wool and woollen garments branch, for cxample, 81 per cent of cnterprises cmploy 200
people or more, and these 13 enterprises employ 98 per cent of employees in the sector and
produce 98 per cent of the output (sce Table 111.7). Productivity in the larger cnterprises is
greater, the output per employee in the cnterprises employing more than 500 being morc than
three times the productivity in the smallest enterprises with feas than S0 employees (sce Tablce
[11.6). In lcather goods, where 69 per cent of enterprises cmploy 200 people or more, accounting
for 95 per cent of all employees and 96 per cent of output, cconomics of scale arc not so clear cut.
Productivity in caterprises employing 200-499 workers is 77 per cent greater than in the smallest
cnterprises, but these smallest enterprises have better productivity than the fargest enterprises
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Tabie 7. Manufacturing industry size distribution output and employees, 1991
(Perceniage)

Size
{Number of employees) Number of enterprises tmployees

Metal working
<50
50-99
180-199
200-499
>5Q0
Subtotal

Chemicals

<50

50-99

100-199

200-499

>500
Subtotal

Construction materials
<50
50-99
100-199
200-499
>500
Subtotal

Nood processing
<50
50-99
100-199
200-499
>500
Subtotal

Glass and fibre glass
<50
50-99
100-199
200-499
>500
Subtotal

Wool and wool garments
<50
50-99
100-199
700-399
>500
Subtotal

Clothing (Sewing)
<50

50-99

100-199
200-499 55
>500 34
Subtotal 100

{continued)




Tabie 1L.7. (comntinued)

Size
{Number of employees) Number of enterprises

Leather
<50
50-99
100-199
200-499
>500
Subtotal

Printing
<50
50-99
100-199
200-499
>500
Subtotal

Food
<50
50-99
100-199
200-499
>500
Subtotal

Others
<56
50-%
100-149
200-419
>509
Subtotal

Source: Computed from Ministry of Trade and Industry Data.

(employing more than 500 workers) and those emploving 100-199 workers. Some branches of the
feather goods sector are concentrated in very few enterprises. Hides are processed in a single
pre-treatment facility feeding just three major tannerics, which supply most of Mongolia's output
of hides. Virtually all of the nation’s shoes are produced in one huge Ulaanbaatar factory which
has a capacity of 3 10 4 million pairs a year.

In the clothing scctor, where 69 per cent of enterprises employ 200 or more workers, accounting
for 89 per cent of all employees and 92 per cent of output, the cconomics of scale are reversed.
Highest productivity is achicved in the smallest caterpriscs, as is the case in the wood processing
and metal-working industrics, which have more even size distributions. The poor productivity of
larger enterprises is at least in part duc (o past policics which guarantced employment for all and
thus led to over-manning in many industrics. Many of the larger manufacturing industrics would
benefit from being broken up into sclf-sustaining units of enterprise based on cither process of
product division. The clothing seetor is o prime candidate in this respect: companics with less than
100 employees dominate garment output in most countrics.
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C. INVESTMENT

The impending coconomic crists meant that investment in the incusteial secior was severely reduced
in 199N, by 34 per cent over 1989 levels, and the apparently high 191 kevel s debased by the fall
in the value of the werk.  Heavy industry has long been the chief beacliciary of industrial
investment {sec Table [1.8), with encrgy. petroleum refining and non-lerrous metals recerang 9
per cent of total industrial investment in 199, The key role of these indusinies ia the cconomy
during the crisis of 1990-1991 s iadicated by the rise i their share of imestment o 6 per cont
in 19 and 78 per cent i [99L

Investment wall continue to be limited to the bare minimum in the coming few vears, with
continucd emphasis on these essential sectors, as savings and foreign exchange remain scarce. But
efficicncy gains from the cconomic reform programme should gencrate growth with only fow kevels
of investment of the order of 14 per cent of GDP according to World Bank estimates. This level
contrasts the very high rates of investment that characterized the 19560s. when several major highly
capital-inteasive projects in the mining, power and transportation sectors were carried out o
increase copper production and processing. In 1986, investment was 66.5 per cent of GDP.
declining 1o about 45 por cent in 1987 and remaining at this level in 1958 and 1989, The main
source of revenue for invesiment in the medium term 3s oxpected to be from external sources.

The encouragement of foreign investment was put on a firm footing with the promulgation of a
ncw Forcign lavestment Law in 19%). This includes provisions for unrestricted repatriation of
capital and remittance of profits and dividends. By the end of the first half of 1992, heenses had
been issued to 149 enterprises, with promised investment from 22 countrics totalling $32.6 milhon
(sce Table TLY). Mongolia's im~icdiate neighbours headed the list of foreign investors, with
Russian Federation participating in 72 joint ventures with imvestments totathng S14.4 million.
followed by the People’s Republic of China (31 veatures), although in terms of value of
investments, the United States is sccond behind Russian Federation with a promised $6.6 million.
Thirty four enterpriscs had started activities by mid- 12, most in commodities ~uch as cashmere,
camcl hair (wool), horse hair, meat, and mining, with some e services and trade. To date all such
ventures involve Mongolian inputs, aithongh in 1992 some interest was bomg shown in the
assembly/processing mode so popular in other Asian countrics. One new venture in Ulaanbaatar,
for example, involves a woollen garments factory wholly using external inputs to take advantage
of the fact that Mongolia has no quotas with importing countrics for clothing products under the
Multi Fibre Agreement.  In addition to these new joint ventures, five cxisting enterprises, started
with forcign capital dunng the days of ceniral planning, continue to operate. They include the
Erdenct mining operation, and the Ulaanbaatar railway company, both joint Russian Federation
ventures.,

The government is considering the establishment of development 7ones to stimulate further
projects, and there would appear to be a good argument for establishing o single location
specifically geared to export enterprises, with coordinated transport, energy and wates supplics.
Strengthening of the administration dealing with direct foreign investmens and sclective promiotion
are arcas which need special attention. A sinele ageney which will deal with all accessary
permissions and help to identify focal partners would greatly facilitate potential forcign investment.
while sclective promotion is also nceded, targeting appropriate investors for Mongolian exports,
given the country’s real and pereeived remoteness. In the short term, at least, forcign involvement
is likely to follow the recent pattern, with most atiention being paid to enterprises waich add value
to Mongolia’s natural resources, especially in animal products.
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Table 111.9. Status of foreign investment by country up to 1 July 1992

Country Number of economic Share of foreign investor:
urits {Doliars)

Russian Federation® 2 13,359,91C
China, People's Republic of 3t 3,107,950
Japan 7 373,900
Hong Kong 3.963,7060
United States of America 6,620,000
Czechoslovakia 103,600
Taiwan ﬁro\:ince of China 389, 300
Germany 299,100
Switzertand 1,390,000
Republic of Korea 268,350
Singapore 25,000
Viet Nam 50,000
Romania 410,000
Georgia 250,000
Kazakhstan 62,000
Hungary 11,340
Canada 550,000
uUnited Kingdom 21,600
Macao 89,000
Uruguay 56,€00
Belarus 56,000
Austria 7,500
Total 32,599,450
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Source: State Ponvatization Commuttee.
a, Former USSR
b, Former Federal Republic of German: and Geeman Demovratic Repuhlic

D. EMPLOYMENT

Industry is 2 major employer in Mongolia. In 1991, when the total employed labour force stood
at 688,100, industry emploved 21 per cent, representing 145300 people. Of these, about 70.000
were emploved in manufactering (sce Table 1HL10). The distribution of employment between
branches has been severcly disrupted by the recent cconomic sifuation. Jobs in the engincering and

Table J1iL.10. Number of employees by branch, 1987-1991
(Thousand)

Total industry
Electric and thermal energy
fuel
Engineering and metal working
Non-ferrous metais
Buiiding materials
Wood processing
Textiles
Clothing
Leather, fur, shoes
Printing
Glass, faience
food
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metal-working industey [ell by almost hall trom 1959 1o 19400, and were shightdy reduced sgain in
1'm1. Emplovment in the bullding materials industey also fell from 1939 to 1990, by 24 per cent.
Employment in the wood processing mdustry increased by 38 per cent from 1989 to 199K), 1o Tall
by 12 por cent the following vear. Some of the declines in manufacturing emplovment are likely
to be a function of over-mannced state industries shedding labour, in addition to enterprises slowing
and in some cases stopping production duce to shortages of energy, spare parts and other inputs,
and the collapse ol trade. Some proportion of workers laid off from state enterprises have been
and will continuce t0 be absorbed into the private sector, emplovment data for which are not
currcnily available.

There are grave concerns over the future for many light industnies, since in 1991 and 1992 many
cyporting enterprises, particularly in tevtiles, carpets, food products and clothing, were continuing
to produce goods but were unable to sell their production. Hence final goods inventories are
rising. and unless these manufacturing industrics are able to reonent their production towards
domestic and international markets. they will be forced to cease operations, with consequent severe
mpacts on job opportunitics.  There s also concern over the effect on the job market of
privatization and the streamlining of formerly incflicicnt state enterprises. as well as the inability
of the cconomy to absorb the natural growth in the labour supply of a rapidly growing voung
population.  Labour-intensive industrics, such as light industry and the retail sector, have been
constrained by the former emphasis on capital-iatensive heavy industry. The social effects of these
trends will be severe ina country brought up on a policy of guaranteed cmplovment.
Unemployment. standing at 8.4 per cent in (991, had risen to approximaiely 12 per cent in
mid- 1992, with 4 rate in Ulaanbaatar approximately double the national figure.

E. IMPORTS AND EXPORTS OF MANUFACTURES

Mongohia's forcign trade situation i in a state of transition as formes CMEA markets and
supphes, formerly the source of 93 per cent of Mongolia's trade, have colapsed. The task of
generating aew trade partners is hampered by a lack of foreign exchange and the shortage of
experienced personnel. Some incentives for further trade diversification have been obtained by
Most Favoured Nation status treatics being signed with Japan, United States and the Republic of
Korcea and a cooperative agreement with the Evropean Community.

Mongolia’s exports are dominated by mincral and livestock raw materials with minimal processing.
Prior to the current cconomic crisis. fucl, minerals and metals (mainly copper and fluorite), and
raw materials for the food and other industries (mainly cashmere, wool, camel hair and hides, and
meat) accounted for 71 per cent of exports in 1988 (sce Table HE11).  Manufactures, which
averaged 25-30 per cent of all exports through the 19%0s, is dominated by textiles and clothing.
This branch registered a fall in its proportion of total manufactured exports, from 85 per cent in
1986 to 62 per cent i 1900 as o result of cconomic recession in its European markets, mild
winters and a fall in the international price of high-quality goods such as cashmere. The prospects
for dinersification of traditional exports are limited in the short term. There is a projected
continuation in the excess supply of copper on the world market, and in the weak demand for
cashmere, while Mongolia's meat products are of a low quality. Mcanwhile, Mongolia's serious
transportation problems will continue 1o hinder diversification prospects. Capital goods, and fucl,
mincrals and metals have long dominated Mongolia’s import inventory, accounting for 64 per cent
of & total import bili of TR 746.1 million in 1988 (sce Table HL12). Manufactures made up 82
per cent of imporis in 1989 and 91 per cent in 19%). Manufactured imports are dominated by
machinery and cquipment, accounting for 38 per cent in 1990, and textiles and clothing, 27 per
cent in 1990, Mongolia™s 1. corgtion with the cconomy of the former USSR, making it heavily
reliant on imports of former soviet cquipment, spare parts and critical inputs has produced an
abnormally high import/GDP ratio, which stood a1 52 per cent in 1988/89. This compares
unlisvourably with import/GDP ratios for broadly similar market and socialist cconomies, which
average about 30 per cent for Paraguay, Papua New Guinea, Romania, Bulgaria and Victnam.
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Composition of exports by end-use, 1980-1990

(Millions of transferable roubles)

CMEA

Non-CMEA

Capital goods
Non-CMEA
fuel, minerals and metals

Non-CHEA
Chemical fertilizers and rubber

Non-CMEA
Building materials and elements
Non-CMEA

Arimals (live)
Non-CMEA

Raw materials for food industry
Non-CMEA

Other raw materials

Non-CMEA

food

Non-CMEA
Other consumer goods

Non-CMEA

CMEA
CMEA
CMEA
CMEA
CMEA
CMEA
CMEA

CHtA
CMEA

Source: State Stansucal Office.

Table 11LI11.
Total




Table 1H.22. Compasition of imports by end-use, 1980-1990

{Millions of transferable robles)

1980 1981 1985 1986 1988 1989
Total 367.0 an.s 734.0 763.6 746.1 645.4
CMEA 355.4 459.3 715.4 738.7 7113.7 597.1
Non-CMEA 11.6 12.2 18.6 24,9 32.4 48,3
Capital goods 121.4 164.7 266.1 275.7 225,5 191.3
CMEA 117.9 162.3 261,7 210.2 218.4 179.9
Non-CMEA 3.5 2.4 4.4 5.5 7.1 11.4
fuel, minerals and metals 88.3 115.2 210.5 216.5 250,0 176.4
CNEA 88.3 115.2 210.5 216.5 250.0 176.4
Non-CHEA
Chemical fertilizers and rubber 23.1 23.7 . 43.1 41.5 41,7 40.4 .
CMEA 223 21.9 3 41.3 9.3 39.6 36.0 0
Non-CMEA 0.8 1.8 . . 1.8 2.2 1.9 2.1 4.4 .5
Building materials and elements 6.8 7.8 . 1 10.6 9.7 14.4 10,7 14.8 9
CMEA 6.8 7.8 . 10.5 9.6 13.2 8.8 13.0 .3
Non-CMFA . 0.1 0.1 1.2 1.9 1.8 6
Animals (live) . 0.5 0.8 1.4 0.6 !
CMEA . 0.5 0.8 1.4 0.6 .1
Non-CMEA .
Raw materials for food industry 10.6 23.1 9.6 10.1 .7 10.5 7.9 9.9 0.7 5.3 1.6
CMEA 10.6 23.1 9.6 10.1 Jd 10.5 7.9 8.9 0.7 5.3 0.8
Non-CMEA 1,0 0.8
Other raw materials 8.8 9.5 10.7 11.8 15.0 20.7 17.9 18.8 24.8 25.9 23.7
CHEA 8.7 9.3 10.1 11.6 12.4 17.0 13,5 16.2 19.1 18.1 16.0
Non-CMEA 0.1 0.2 0.6 0.2 2.6 k) 4.4 2.6 5.7 7.8 7.7
Food 31.0 35.8 38.7 42.5 42.0 46.0 48.3 48,0 53.5 49,4 54.7
CMEA 30.1 35.0 36.8 40.6 39.5 43,7 44.4 43.4 49,6 45,0 47.0
Non-CMEA 0.9 0.8 1.9 1.9 2.5 2.3 3.9 4.6 3.9 4,4 7.7
Other consumer goods 77.0 91.7 93.4 117.7 23.0 126.5 14%.6 136.4 137.8 141,3 133.9
CMEA 70.7 84.7 85.6 110.5 17.2 120.2 136.8 121.8 126.1 122.8 106.0
Non-CMEA 6.3 7.0 7.8 7.2 5.8 6.3 8.8 14.6 11.7 18.5 27.9

Sources: State Staustical Office and the World Bank.
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The Mongolian cconomy’s close dependence on that of the former USSR has also resulted in high
import dependency, the per cent ratio of imports o total domestic supply. in certain sectors such
as food. Import dependence for milk products is 35 per cent, vegetables and fruits 75 per cent,
cggs S0 per cent. sugar 100 per cent and vegetable oil 100 per cent. A greater proportion of milk
products and cggs could be provided domestically, and to a lesser extent vegetables and fruit, while
the production of sugar from irrigated beet is actively being investigated.

F. REGIONAL DISTRIBUTION

Mongolia is typical of many developing countries in its characteristic of primacy, in which a heavy
concentzation of population, infrastructure, labour and martcts are all found in a single cty.
Ulaanbaatar, situated at the hub of the country’s domestic and imternational transport nctwork,
contains a quarter of the country’s population and acarly hall’ of Mongolia's industrial labaur force.
When the workers in the citics of Darhan and Erdenct the two other main cities and industrial
centres, are added. the proportion of the total industrial labour force in these three centres
rcaches 63 per cent (see Table HL13). Ulaanbaatar and Darhan account for most of Mongolia's
production of clectric power, capital materials such as cement. bricks and wall pancls, and
corsumer goods, including food, drink, leather goods, china. sweets, and soap. Manufacturing
industry is also heavily concentrated in a small number of enterprises. most of which arc in the
three main citics.  The textile industry, for example, which accounts for 16 per cent of industrial
value added, comprises just 15 main enterprises, and the feather. fur and shoe industry (13 per
cent of industrial value added) comprises 16 enterprises.

Such concentration is understandable given Mongolia’s sparse, scatiered population and problems
of transport, but for industrics processing inputs which are widely available throughout the country
and serving domestic markets, such as livestock products and construction matcrials, this structure
i a disadvantage. Small new processing industries in the countryside, serving local and domestic
markets would be desirable and could have a high growth potential and therefore attract private
investment.

Table 115.13. Number of employees engaged in industry by aimak and city, 1991

Aimak
Arhangay 1,463
Bayan-0Oigiy 2,309
Bayanhongor 1,388
Bulgan 1,166
Gobi-A}tay 1,464
Dornod 864
Dornogovi 3,876
Dundgovi 7,009
Dzavhan 3,0/9
Ovorhangay 2,30
Omnogov i 844
Sukhbaatar 849
Selenge 4,552
Tov 2,119
Uvs 7,104
Hovd [,848
Hovsgol 2,306
Hentiy 1,375

City
Narhan 7,100
Erdenet 6,871
laanhaatar ar,79;

fotal 97,797

Somrce: Stste Statisticaf Offlice
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FIG.

LA, GROWTH OF INDUSTRIAL OUTPUT BY PRODUCT, 1971-1992
(Annual average in percentage)
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Fig. lIL.B. Industrial investment,
1977-1990
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Fig. H.D. Number of employees by
industry branch, 1987 and 1991
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IV. PROBLEMS AND PROSPECTS OF
MANUFACTURING SUBSECTORS

A. FOOD AND BEVERAGES

Food and beverages is the Icading manufacturing sub-sector.  In 1990, it accounted for an
estimated 259 per cent of total manufacturing output, 27.4 per cent of MVA, and 21.5 per cent
of manufacturing jobs. It has strong backward linkages to the economy and a low level of import
dependence. Mcat is currently the only food cxport product and is the only onc with further
potential for development as an export.  All other food products arc limited to supplying the
domestic market.

The food industry is hampered by both high year-to-year fluctuations in agricultural output,
conscqueat upon Mongolia's crratic precipitation levels, and a marked seasonality in supply. Milk
production is concenirated in the summer, wheat is harvesied in Sepiember/Qctober, and most
livestock is slaughtcred in three or four autumn/winter months. Hence, food processing factorics
have a relatively short production scason, opcrating for substantial parts of the year at very low
output, since storage facilitics for most products is inadcquate. At present this does not appear
to affect levels of employment. Most processing anits operate with outdated equipment, a problem
which probably requires government intervention, and pay little attention o sanitation and hygicne.

The problems of supply to the food industry are aggravated by the status of the agricultural scctor
which is production rathcr than market oricnted. Although agricultural privatization is virtually
complete there is little conception of what the new privatized agricultural structure should be. For
cxample, the state controls up to 70 per cent of agricultural output through the state order sysicm
which dcsignatcs a supply quota to cach company, paid for at floor prices. Although it has been
promiscd that the state order system will be abolished, it remains yet. Restructuring and
rclaxation of price controls is an cssential reform for the successful operation of the food
processing industry in the new market cconomy. The prescat system means thai there are no
incentives for agricultural producers to improve quality since products are purchascd at a standard
price. The fact that this price is in many cascs significantly lower than the market price has also
led to acute shortages.

The transition to a market cconomy in this sector will be a long and drawn out process. At
present, food processing factorics are de facto labour managed cnterpriscs, so that they tend to
avoid making the adjustments nccessary to improve production and cfficicncy, including lay-offs.
Factory management also have a lack of knowledge regarding pricing strategics, information
systcms, markcting stratcgics, advertising, distribution, new product development, quality awarcncss
and financial control. This arca should be a prime target for technical assistance.

Mcat production, which is highly scasonal (high in winter, low in summer), remained virtually
stagnant during the 1980s and stood at about 500,000 tonncs five weight in 1990. About onc
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quartcr of this offtake enters organized marketing channcels to supply the main meat processing
plants while the remaindes s accounted for by local slaughter by herdsmen and small-scale
hutchery.  Shortages of meat i the cities have been commonplace. These are a function of
tnadequate prices and a lack of producer incentives, and poor distribution. Meat should never be
in short supply in a country of 2 million people and a national herd of 26 mithon.

Production in the State Mcat Organization is highly concentrated and conssts of five abattoirs
{three big and two small) and two meat processing factories. The organization purchases hive
animals at farm-gate based on live weight at the iime of sale. The three large abattoirs and the
two processing factories are all located in the three main cities. The combined slavghterhouse and
mcal processing complex in Ulaanbaatar accounts for about half of all offically recorded
slaughterings, processing one million sheep, 30000 head of cattle and 20000 pigs annually. This
concentration of processing facilities s incfficient, stnce herds have to be walked long distances
(200-1.000 km) from rural arcas, often taking many months. The limited capacity of slaughter
houses, and the need to stagger their intake. means animals from somie regions arrive for slaughter
at a time when their live weight has fallen well below its summer maximum. leadiag to output
Tosses. Cold meat storage capacity is low at 19,500 tonnes.

Sceveral new small slaughtering plants are desirable to reduce driving distances of hivestock, a policy
being pursucd by goverament. Other necessary ceforms in this branch include the improvement
of fivestock grading and the introduction of payvment differentials depending on carcass quality.
A restructuring of producer prices should also extend the curreantly <hort length of the slaughtering
scason. A substantial improvement of hygiene standards and in quality control s also exsential
il Mongolian meat products are successfully to find new export markets.

Mongolia has ore milk processing factory, in Ulaarbaatar, which produces pasteurized milk,
yogurt, butter, ice cream, curds, sour cream. dried curds and milk powder for the domestic market.
Most zimaks also have a dairy unit, part of the multi-product food processing complex. “vith
limited pasteurization capacity, catering to local markets. Milk supply is ample during the sur:mer
months, but very low during winter. Only the Ulaanbaitar processing lactory s supplicd with a
significant amount of winter milk, from specialized dairy farms where production per cow is Jow
(about 2,600 litres a vear), milk quality is Jow, fodder costs high and productivity of Eabour is low
(6-8 cows per worker).

The Ulaanbaatar factory turned in an operating profit of Tugrik 16 milhon tn 1990 and Tugrik 13.6
million in 1M1, despite only working at 54 por cent capacity in 1991, After tax, social insurance
a~d small interest repayments, the factory generated a act profit of Tugrik 2.4 million in 199 and
Tugrik 4.6 million in 1991, Since only 3 per cent of raw material costs are for imported inputs.
and the factory operates without any competition, a situation which is unlikely to change in the
ncar future, the future fooks good.  In the longer term, new processing capacity is nceded to
reduce Mongoha's import dependence for milk products of 55 per cent.

The problems of poor sanitation and hygiene plus the Ulaanbaatar factory’s outdated cquipment
may require goverament intervention, but privatization and de-regulation, in combination with
appropriate policy imitiatives, should solve some of the other problems inherent in this branch. A
markel-set winter/summer price differential, as opposed to the former standard state price, should
provide incentives for specialized dairy farms to maintain winter supplics, increase quality and
improve supplics owver @ fonger time period. Competition should also improve production and
quality, cacouraging better fodder conservation practices, and improved Fvestock management with
a special emphasis on discase control.

The production of flour and feed for the domestic market takes place in 10 mills distributed
throughaut the grain growing arcas, in the central and nosthern parts of the country.  The
monopoly on production held by the Corporation of Flous and Feed Milling is unlikely 1o
continue, with its mills being broken up into 10 scparate companics (o increase market
competition  Additional mitling capacity is required for the Tuture development of the industry
which will also depend upon new product development and improved feed qastiey. Currently feed
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quality is fow duee to the lack of ingredients that must be imported. such as vil sced cakes and
premixcs.

The production of beverages is eatirely for the domestic market ia the case of beer and soft
drinks. and very largely so in the case of vodka. Production is concentrated in large enterprises.
The country’s main factory, in Ulaanbaatar, produced 65 per cent of Mongolia's soft drink output
in 1990 and 35 per cent of vodka output. Factory equipment 1s outdated and ineflicient (encrgy
accounted for a high 23 per cent of total operating costs at the Ulaanbaatar factory in 1991), and
production is frequently interrupted by breakdowns and work stoppages. Vodka output rose from
49 million litres in 1989 to 6.9 million litres in 1990, but exports remained at just 3 per cent of
production, aot through lack of demand but due to the low quality of bottles.

Development of some new food industries are under consideration by government. These include
a sugar industry bascd on irrigated sugar beet and an oil sced processing industry based on rainfed
or irrigated rapeseed.  Most cooking oil and all sugar is currently imported.

B. LEATHER PROCESSING AND PRODUCTS

Output from Mongolia's slaughter houses destined for the leather industry is all channclled
through a single pre-trcatment plant. There are three tanneries, Number One for sheep skins,
Number Two for goat skins and Number Three speaializing in cowhide and horse skins. Some
of their output is exported to former CMEA countries and the People’s Republic of China. but
most supplics domestic garment and shoc factories.  Sheep skin coats and jackets are
manufactured in two main factorics and have a relatively high export potential, although
production is currently hampered by shortages of imported inputs such as zips and buttons.
Poland and Slovak Republics remain important markets from the traditional CMEA customers.

Table IV.1. Production, import costs of raw materials and foreign exchange earnings in
leather processing and products, 1991

Enterprise Value of Import costs Value of exported Net foreign
production of raw materials production exchange
(Million and parts {Thousard income
tugrik) (Thousand dollars) dollars) { Thousand
dollars)
Lleather pre-treatment 346 91 459 368
Tannery Number 1 160 5,013 0 -5,013
Tannery Number 2 37 2,100 308 -1,792
Tannery Number 3 123 3,365 0 -3,365
Leather garments 873 9,800 16,500 6,700
Leather garment
accessories 68 166 631 -135
Fur produrts 284 1,800 2,700 900
Fur products
(Darhan) 360 2,411 7,000 4,589
Shoe soles 108 1,500 0 -1,500
Shoes (Ulaanbaatar) 158 7,962 0 -1,962
Leather factory
repair shop ven 1,324 0 -1,324

Source: Mimstry of Trade and Indusiry, consuitation with Boston Consulting Group.

In the mid-1980s lcather exports collapsed, falling by a factor of ten in terms of revenue carned
and sharc of total manufacturing cxports, which stood at 39.1 per cent in 1984 and 4.0 per cent
three years later. But some parts of the lcather processing and products valuc-added chain
continuc 1o have good export potential.  Analysis of the hard currency costs of imported raw
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matcrials and spare parts, compared to export values of output in the lcather sector indicates that
the tanaing fink in the value-added chain is the biggest drain on foreign currency reserves (Table
IV.1). Export of pre-treated hides provides a net gain of forcign currency. as does export of
Icather garments and fur products. The shoc manufactuning industry, which produces oaly for the
domestic market, represents a net drain of $9.5 million a year, but exports will continue to have
limited potential until quality is improved. Mongolia's main shoe factory, which employs 2,730
cemployees, is large by any standards, and has an annual capaaty of 3 to ¢4 million pairs a year.

C. TEXTILES AND GARMENTS

Textiles is a rapidly growing manufacturing branch. Between 1980 and 1990, the number of
enterprises grew from 9 1o 15, more than doubling the total workforee and gross output, while
MVA grew by about 400 per cent.  This growth has meant its contribution (o total MVA has
grown from 6.6 per cent to 164 per cent over the period. and its contribution to total
manufacturing output from 105 per cent 1o 16,1 per cent. Much of this growth has been
export-led, and textiles” share (dominated by cashmerce) of total manufactured exports grew rapidly
from 6.1 per cent in 1980 (o peak at 57.6 per cent in 1987, In 199), it stood at 399 per cent.

Most wool is collected by hand and 15 per cent of collected wool is exported in greasy form to
Europe. The remainder is washed in three wool washing factorics, with a wastage rate of 50 per
cent duc to impuritics. The wool washing factories use outdated cquipment and suffer from
shortages of spare parts and soap. Approximately 30 per cent of the washed wool goes for export,
with a small proportion of the remaining 70 per cent used in felt production. Most of the washed
wool which stays in the domestic cconomy feeds one spinning factory which supplics three carpet
factories, two knitting factories and a textile factory. Labour productivity at the spinning factory
is fow by world standards, lcss than 2 tonnes per worker per year, which compares unfavourably
with Poland (3 tonnes per worker per year), the Republic of Korea (7), Ttaly (8) and Japan (17).

The parments industry, by contrast, is with the exception of cashmere, largely geared to the
domestic market. Some export of woollen garments was made previously to the former USSR,
bui this trade has declined recently. Garment production is dominated by a few large enterprises
with low productivity. Somc smaller private factorics are developing, but their output to date is
minor, and othcr assembly cnterprises are being established by Asian entreprencurs using no
domestic inputs. The industry is hampered by skortages of key inputs such as ncedles, thread and
fabric, and management has little idea of marketing strategics.

Some success has been achieved in finding new customers for exported cashmere garments
however. Exports of cashmere knitwear stood at about 270,000 units in 1989 and 1990, although
the declining price of cashmere meant the value of these exports fell from $17.0 million in 1989
10 $13.7 million in 1990. n the first three quarters of 1992, exports were significantly down, 2t
46,000 units, worth $2.3 million, but 95 per cent of these exports were to EC countrics, which
represented a completely new export market. This is well below the planned exports for 1992,
which aimed for an ambitious $24.1 million (Table 1V.2).

Most of the value-added potential in the Mongolian wool and wool processing sub-sector is at the
finished goods fevel. In fact, when the cost of imported raw material inputs and spare parts is
compared to the final forcign exchange value of production for export, it is clear that the export
of raw and partially processed goods from the carly stages of the value chain represent a net loss
of forcign exchange (Table 1V.3). Hence, it is clear that policies should cncourage value added
production to the finished goods stage. While the drain of raw and semi-processed goods could
be stemmed by the simple measure of hanning, exports, the preferable, but more time-consuming
and costly, approach must be to facilitate the capability for processing. In the medium and long
term this is the only viable approach - While Mongolian labour costs arc low by world standards,
manufactured cxports in this sub-scctor, as in most other manufacturing branches, are constrained
by outdated technology, poor design, low productivity, the lack of markcting skills and poor
international communication and transport capacily,
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Table 1V.2. Planned output from the "Gobi’ cashmere and camel wool enterprise, 1992
Product Unit Quantity Value of Proportion Value of
production for export exported
(Million (Percentage) (Thousand
tugrik) doilars})
Combed cashmere Yonnes 100 100
Cashmere tops Tonnes 33 100
{ashmere head hair Tonnes 80 100
Cashmere garments Thousand
pieces 234 79
Camel wool garments Thousand
pieces 25 654
Came! wocl blankets Thousand
pieces 45 7
A1l above (1992) 1,145 24,054
A1l above (1993) 1,150 24,500

Source:  Mmistry of Trade and Industry.

Table IV3. Production, impor. costs of raw materials and foreign exchange earnings in
wool and woel processing for export, 1991

Stage Value of production Import costs of Vaiue of Net foreign
(Miliion tugrik) materials and parts production exchange income
(Thousand (Thousand (Thousand
dollars) dollars) dollars)
washing R 415 400 -15
Spinning 300 4,500 560 -3,940
Weaving 380 2,163 1,760 -403
Knitting 240 1,960 800 -1,160
Carpet
manufacture 1,369 12,797 17,572 4,776
Source:  Manistry of Trade and Industry, consultation with Boston Consulting Group.

D. WOOD PROCESSING AND PRODUCTS

Wood processing and products has been declining in importance through the last decade. Its share
of total manufacturing output fell from 139 per cent in 1980 to 8.5 per cent in 1990; and its
contribution to MVA declined from 10.9 per cent in 1980 10 7.9 per cent ten years later, as gross
output from the branch in constant 1980 tugriks was slightly lower in 1990 than in 1980. The
decline in wood processing and products is a reflection of the decline in production of sawn wood
(including boxboards) which represents the largest portion of the industry's output. Output fell
steadily through the tatter hall of the 1980%, from 686,000 cu m in 1985 10 SO9.000 cu m in 1990,
and plummcted to 270,000 cu m in 1991, In the first halfl of 1992, output was half that of the first
hall of 1991, Employment in this branch has not fallen accordingly, however, The number of
employees peaked at 11,100 in 1987, but had only fallen to 9,053 by 1991, The planned volume
of sawn timber production for 1992 and 1993 was 265,300 cu m, with 11 per cent of this production
for export (Table 1V.4). The projected foreign currency income from these exports was expected
to exactly cover the needs of imported spare parts.
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Lumber is initially processed in mine enterprises, which produce the sawn timber. Sawn timber
for in the domestic economy is further processed by 12 enterprises, into basic wooden furniture
and construction matcrials and also feed a furniture factory, a maich factory and a cardboard
factory. While production in the first half of 1992 was more or less stable at 191 Jevels in the
casc of furniture, match production. like sawn timber, was around S0 per cent down (Table 1V.5).

Table {V.4. Planned output of sawn timber, 1992-1993

Year Volume of production Value of production Volume of production Vaiue of exported
(Thousand cubic (Million tugrik) for export production
metres) (Thousand cubic metres) (Thousand dollars)

265.4 . 30.0 3,900
265.4 30.0 3,900

Source: Ministry of ‘Trade and Industry.

Table IV.S. Production of wood and wood products industry, 1989-1992

Product Unit 1989 1990 1991 1992/

Sawn timber Thousand cubic metres 553 509 2170 ’9
furniture Thousand tugrik 38,058 31,231 34,554 17,978
Matches 4iliion boxes 33 z6 29 8

Sowrce: Mimistry of Trade and Industry, State Statistical Office.

a/ First half




V. RESOURCES FOR INDUSTRIAL
DEVELOPMENT

A. HUMAN RESOURCES
Labour force

Mongolia’s population in 1991, estimated from 1989 census data, was 2.1 million, growing at a rate
of 2.5 per cent per year. Approximately 1.1 million (49 per cent of the population) were of
working age in 1991, of which 688,100 were cmployed, giving a participation rate of 65 per cent
for the population as a whole. This nigh participation rate is a reflection of the government’s
former commitment to provide jobs for all, the high level of cducation, and the high level of
women's involvement in employment.

The rate of growth of the labour force is very high due to Mongolia’s young population (morc than
30 per cent of the population are children aged 15 years or younger). A totel of 304,300 people
were aged 10 to 15 years in 1989, indicating that the labour force will be augmented by 30 per cent
in the five years to 1994, The cconomy’s capacity to absorb this growth in labour supply is limited
by its current structure, reflecting past development emphases which have constrained
labour-intensive activitics such as light industry and the retail sector. The Ieading sectors - mining,
mincral-based industrics, and livestock - arc all capital- and land-intensive activitics.

The cconomic slowdown of 1989, followed by serious declines in production in 1990 and 1991, have
had an adversc cffect on employment while new centrants to the labour force have been faced with
an unknown situation: no guarantced jobs. At the same time, privatization and strecamlining of
former state cnterprises have mceant some redundancies, a situation which will continuc.
Uncmployment is a new phenomenon in Mongolia. [t stood officially at 8.4 per cent of the labour
force in 1991, and the rate in Ulaanbaatar is cstimated to be double the national average. The
situation has been offset, to some extent, by the growth of private enierprises which employed
56,000, or 8.6 per cent of total employment in mid-1961.

Training

Education’s high priority in former government programmes has resulted in a very high overall
literacy rate of 87 per cent. Education to condary level (ten years of schooling in (otal) is
compuisory and free, and earolment rates in inese schools are high (Table V.1). Post-sccondary
education consists of vocational schools, technical schoals, colleges and universitics. Training for
a trade in vocational schools takes two years, consisiing of 40 per cent classroom time and 60 per
cent on the job instruction, There are 34 vocational schools, with about 29,000 students in 1990,
and 26 vocational sccondary schools, with 21,000 students.

Education for the 18,000 students in the 31 technical schools is theoretical. Although practical and
professional training is not offered, it can be gained through work experience. Industrial subsectors
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requiting skills in craftsmanship, such as metal-working, suffer accordingly from ill-prepared
workers. Mongolia's five universities are all in Ulaanbaatar: the Mongolian State University: the
Pedagogical University: the Medical University: the Agricultural University, and the Technical
University. 1n 1990 the universities began a drive to improve standards by limiting earolment and
establishing higher entrance standards, including entrance exams. The top 30 per cent of students
now receive a state grant, while the remainder are sclf-supporting. At the end of 1989, 1.364
students graduated with a candidate of saieace degree and 108 students graduated with doctorates.

Table V.1, School gross enrolment rates, 1990
Age group Gross enrolment rate
(Percen.age)
Kindergarten 3-6 28.5
Grades 1 - 3 7-9 100.2
Grades 4 - 8 10-14 94.2
Grades 9 - 10 15-16 a5.7

Source: Ministry of Fducation.

The narrow focus of vocational and tertiary education curricula will have to be widened and
restructured in line with the needs of the market cconomy, together with an upgrading of teacher
training and cducational materials.  An important aspect of this latter point stems from the
government's re-introduction of the traditional Mongolian seript, to fully replace the Cyrillic by
1994, This will require the re-printing of all text books and re-training of teachers,

Ulaanbaatar also houses the Academy of Sciences, which encompasses 65 rescarch institutes with
a work force of 5,000 rescarch scientists and 2,000 support staff. All the rescarchers have studied
abroad, most in castern Europe or the former USSR, and a large percentage have doctorates.
Their rescarch is largely aimed at refevant Mongolian topics, and this applicd aspect will need to
be developed as government funding is cut, necessitating the marketing of relevant rescarch results
to third partics.

B. AGRICULTURAL RESOURCES

Agriculture plays an important role in the Mongolian cconomy, generating 20 per cent of GDP
and cmploying nearly 40 per cent of the total labour force.  Agricultural products provide
important inputs to many sectors of Mongolia’s manufacturing tndustry and account for 4 per
cent of total exports, most of these being from the livestock sector,

An ustimated fand arca of 126 million hectares s used for agriculture, most of which is natural
pasture for extensive livestock production. Arable Tand totals about 1.4 million hectares, of which
just over half is cropped annually.  The livestock sector contributes 70 per cent of agricultural
production value, and crop cultivation 30 per eent.

Maongolia’s severely continental climate is the most important factor influcncing agriculture. The
country expericnces very Jow winter temperatures, a short growing scason, and rainfall which is
erratic and fow (10 to 400 mm a year). These conditions limit the number of activities which can
be successfully practised and affect productivity in those that are practised. Scvere winters affect
livestock survival rates and the short growing scason means that land is typically cultivated in the
year preceding the spring in which it is to be sown. Climatic conditions arce an important factor
influcncing, the significant year-on-year variations in agricultural production. Output declined in
both the livestock and cultivated sectors in the latier hall of the 19708, whereas the 19811985
period saw an impressive annual average growth rate of 7.1 per cent for gross output, with a very
high average annual rate of 206 per cent recorded in crep production (Table V.2). The growth
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rate sank 1o 0.7 per ceat in 19%0-1994) and the decline in output continued in 191, as the cconomic
crisis hit hard through the shortage of imported inputs and a slump in demand.

Unul recently agriculture was centrally planned with the state fully responsible for production,
input supply, distribution, sales and marketing. All land and most of the livestock was owned by
the state and arable farming was run by 70 state farms and 256 collectives. A privatization
programme for the sector was begun in 1985, and more than 60 per cent of livestock is now in
private ownership. while state farms have been sphit into 280 companies and sold off. Privatization
of the remaining collectives is expected to be complete by the end of 1993, The rising proportion
of agricultural output produced by the private sector is indicated in Table V.30 A price
liberalization programme has also been anttiated, to improve producer incentives. and an
Agricultural Exchange and an Agricultural Central Bank have been established. However, there
i little conception in government of what the newldy privatized agricultural structure should be and
pohey on methodology and organizational structure is conspicuous by its absence.

Table V2. Annual average growth of gross agricultural output, 1976-1990
(Pcreentage)
197€.-198C 1681-1485 1986-1990
Gross output -2.7 7.1 0.7
Livestock -1.5 2.9 2.4
Crops -7.0 20.6 -3.0

Source: State Statistical Office.

Livestock

Animal herding has long been Mongolia’s traditional agricultural activity and still employs a large
majority of the rural working population.  Livestock provides the source of food. clothing and
transport for many pastoralists who live a maore-or-less supsistence existence. Production in the
extemsive livestock sector, which relics almost completely on natural grassland, is relatively efficient
and meat, hvestock, wool, cashmere, skins and hides are all important export commoditics.

Improvements in traditional methods are largely limited to the provision of winter shelter and
waler supplics in arcas without adequate river, lake or spring water. Animal numbers are still very
dependent upon climatic conditions and Josses are often as high as 1 million newborn stock and
almost as many adult stock after severe winters, although survival rates for newborn stock have
heen generally higher in recent years than in previous decades (Table V.4). Nonctheless, the size
of the pational herd of camcels, horses, catile, sheep and goats shows considerable variations,
dependent largely on climate. In 199%), these livestock totalled 259 million animals (Table V.5).
Mongolia's other domesticated livestock include vaks, found in the highland region and numbering
about 300,000 in 1984, and small numbcers of poultry and pigs (sce below).

There has been some effort 1o control endemic and parasitic discases, but general veterinary care
is inadequate. The curreni cconomic crisis has affected this arca of animal care, since most
medicines are imported and Mongolia's only veterinary medicine factory all but closed down in
1991 due 10 a lack of spare parts. Onc estimate puts the number of deaths due to the shortage
of medicines in 1991 at 100000, Winter livestock survival rates have also heen adversely affected
by afack of fodder. Inadequate domestic production has led 1o a heavy dependence on imported
fodder, and to conscquent shortages during the carly 1990s period of cconomic hardship. Fodder
is currently produced on fodder farms and transported over long distances.  In the future the




Table VA, Net product of agriculture, 1980-1991
(Million tugriks)

1980

CURRENT PRICES

Total
Siate Farms
Cooperatives
Personal plots
and private farms

CONSTANT PRICES 1986

Total 1,004.9
State Farms (44.7)
Cooperatives 661.3
Personal p ots and

private rarins 388.3

1,525.6
189.5
10,8

625.3

Seurce:  State Statstical Office.
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organization of winter fodder supply should aim to produce as much as possible from within local
soum districts, with a concomitant cffort at improving drying facilitics, which are inadequate or
non-cxistent at present, and introducing storage facilitics.  Hay stored in the open, as it is at
present, is prey to the vagaries of the weather. Unscasonable rains were responsible for the loss
ol a large part of the crop in 19%).

Table V4. Survival rates for younglings in the national herd, 1970-1992, selected years
(Percentage)
1970 1980 1965 1986-1990 1991 1992
average
All animals®/ 90.5 84.9 92.5 94.9 95.3 94.9

Source:  State Statistical Office.

2/ Young camels. foals. calves. lambs and kids.

Table V.5. Number of livestock, 1975-1990, selected years
Thousand head)

Animal 1975 1980 1985 1990
Camel 617.1 591.5 559.0 537.5
Horse 2,254.6 1,985.4 1,971.0 2,262.0
Cattle 2,927.0 2,397.1 2,408.1 2,848.7
Sheep 14,458.1 14,230.7 13,248.8 15,083.0
Goat 4,594.7 4,566.7 4,298.6 5,125.7
Total 24,351.5 23,771.4 22 ,485.5 25,856.9

Source:  State Siatistical Otfice.

Several other livestock issucs are currently on the government’s agenda for the newly privatized
herds. Legal reforms and the establishment of new methodologices will have to be introduced in
arcas such as land icnure, to ensure the proper management of lcasing arrangements and
communal grazing land, taxation, and rules on livestock mov

A few specialized dairy farms exist to supply the Ulaar - - it} rocessing factory with winter
milk, the only milk produced during the winter mi- b~ Tt o farms are characterized by
outdated cquipment, high fodder (imporied) costs, lov <4 of hygicne, low milk quality and
poor labour productivity and hence have  cuch scope fo. .. provement,

Poultry, numbcering 326,200 in 1990, and pigs, 134,700 in 199), represent two other small subscctors
of livestock production. Both animals arc traditionally only rearcd by Buryat Mongolians, who arc
concentrated in the northern parts of the country. But the numbers and distribution of poultry
and pigs were increased significantly from the carly 1980s when factory and office workers were
cncouraged to establish small farms for these animals. Pork contributes only a very minor portion
of the Mongolian dict, and as feed costs are high, since most needs to be imported, this subscctor
is unlikely to be expanded in the near future. Further production of cggs, however, and to some
extent broilers, may be encouraged, especially around urban arcas. Output can be improved with
imported feedstuffs such as corn, oilsced, and cake.




Resources for Industnal Development

Food crops

Significant large-scale agriculture dates from the carly 1960, when large tracts of “viegin®
steppetand were ploughed up mainly for cereal cultivation. Although this carly policy met with
widespread problems of soil crosion by wind, the sown area inereased from 265500 hectares e
1964) 1o 736,400 hectares in 1990, and planting is now carried out in strips with inteevening stops
of grassland providing protection from the wind during the dry spring plogghing scason. Cereals
arc grown on X3 per cent of the sown area. with fodder crops accounting for o further 15 per cent
(Table V.6). Some vegetables, mostly tomatoes and cucumbers, are grown on irrigated laind which
totals about 33.000 hectares. Praduction of all tood crops has grown sicadily over the Last 20 years
(Table V.7). Wheat is the main cereal crop and production reached a peak of 688,500 toanes in
1985, three times the 1980 production. Most of this improvement came through intensification,
with vields for cereals 2s a whole being doubled over the period, although in absolute terms vields
are still low, approximately 1 tonne/hectare for cercals. Production of potatoes also increased by
30 per cent from 1980 to 1985, also largely through a doubling in yviclds. o about 11
tonnes/hectare. In normal vears Mongolia is self-sufficient in wheat and potatoes, but produces
only about onc-third of its vegetable and fodder requirements and virtually no fruit.

Table V.6. Sown area of major agricultural crops, 1980-1992, selected years
(Thousand hectares)

Crop 1990 1991 1992

Cereals 654.1 615.2 594.3
Potatoes 1.3 9.8 8.%
Vegetables 2.5 1.9

fodder crops

Source:  Mate Matishical Office.

The short growing scason has meant that high levels of technological inputs have been made in
crop cultivation, making unit production costs high. Mongolia’s stock of agricultural cquipment
includes 11,200 tractors and 2,500 combine harvesters, all from former CMEA countries, most
from the former USSR, Previously, the former USSR supplicd most of the spare parts, fucl,
fertilizers and pesticides, but the collapse of the former Russian distribution systen and Mongolia's
shortage of forcign currency have fed to severe shortages of all these inputs in recent years, Al
the end of 1991 between 30 and SO per cent of agricultural cquipment was inoperative for lack of
tyres, transmission belts, batteries and other spare parts. Fertilizer imports, which ran a1 about
Y0000 tonnes annually in recent years, were reduced to 20000 toanes in 1991, The cffcet on
output has been dizmatic. The sown arca of the main crops has fallen only slightly, but reductions
in planting of vegetables and fodder crops have been significant (Table 5.0). Production of outs
in 1991 was 81 per cent down on the 1989 Jevel, barley production fell by 56 per cent over the
same period, potato production fell by 37 per cent, and wheat production by 21 per cent (Tuble
V7).
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Table V.7. Production of major agricultural crops, 1980-1991, selected yvears
{Thousand tonnes)

1980 1985 1986 1987 1988 1989 199C 1991
Wheat 229.8 688.5 663.7 543.3 672.2 686.9  596.2 538.3
Maize" 15.7 1.3 9.5 .es .. eee .- -
Barley 35.2 132.4 146.0 102.0 100.2 108.5 88.9 43.0
Oats o 19.4 52.6 49.3 37.8 7.4 38.2 30.2 1.2
Sunflower seed™ 23.9 306.2 246.3 204.2 148.5 222.7 246.3 131.5
Potatoes 37.¢ 113.9 132.8 147.6 103.0 155.5 131.1 97.%
Sogree: Mate Statstical Office.
a’ For the veans 1987-1991. sunflower seeds and mawze figures are combined.

Forestry

Forests cover an estimated 14 million hectares, or approximately 10 per cent of the country’s
territory. Most of the forests he in the northern mountain regions, at an altitude of between 1,7(0)
metres and 2400 metres, with a predominance on the wetter northern slopes. Timber stocks total
about 1.3 hillion cubic metres. of which 73 per cent is Stherian larch, 11 per cent cedar and 6.5
per cent pine. Just over half of the 2.4 million cubic metres of roundwood removed annually is
used for fuclwood, mostly in the countryside.

Nature conservancy, and particularly torest protection, has been a common theme of public
interest in the 1970s and 19R0s, and a Ministry for the Protection Hf Nature and the Environment
was cstablished in 1987, which was re-organized as the State Committee for Environmental
Control in 190, Proper forestry methods are a regular theme of the State Committee’s work and
somu success in replanting has been achicved.  But good intentions in Ulasanbaatar are ofien
frustrated by local indifference: woods are often clear felled without being replanted; young wood
is cut for fuel, and felled timber is often left o rot, increasing the danger of fires. The rate of
fellimg is 15,000 hectares a year with only about a third of this arca being replanted annualiy.

C. ENERGY RESOURCES

The principal source of encrgy in Mongolia is clectricity, primarily generated in thermal power
stations which burn domestically-mined coal with some imported fucl oil. About 11 per cent of
clectricity gencrated is supplicd by diesel generators. Energy is also a major industrial subsector,
accounting for 11 per cent of industrial value added in 1990 and cmploying about 20,000 people
in 1991 The government’s former industrialization policy put heavy emphasis on the energy
sub-seetor, so that it received an average 30 per cent of industrial investment during the 1980x,
producing a growth in output which averaged 17 per cent a year hetween 1951 and 1985 and 6 per
cent i year from 1986 1o 1990, Nevertheless, Mongolia <till imports clectricity from the former
Soviet Union, duc to thermal power stations” inability to respond quickly enough at times of peak
demand. and exports smaller amounts to the former Soviet Union during periods of exeess supply.
Imports accounted for about 8 per cent of a total consumption of 2,732 GWh in 19900 (Table V.8).
Average per capita encrgy consumption was 1,287 KWh in 1990, comparable to consumption in
middle income countrics, although about o quarter of the population, mostly in outlying rural
arcas, remains without clectricity, Industry and construction is by far the largest consumer of
clectricity, accounting for 66 per cent of total consumption i 1949),
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Table V8. Electricity production and consumption. 1980, 1985 and 199
(G:Wh)

Total generation
of which:

Coai-fired yeneration
Oil-fired generation
Electricity imports
Electricity eaports
Transmission and distribution losses
Power station use

Total consumption
of which:

Industry and construction
Transport and communications
Agriculture

Households

Others

Source.  State Statistreal Office, Ministry of Foergy.

Electricity is produced by two distinet systems.  The Central Encrgy System (CES). which
produced 86 per cent of total output generated in 1990, covers 30 per cent of Mongolia™s territory.
supplving the three main citics and six aimaks, where hall of Mongolias population Jives. The
CES is fed by five thermal stations with a combined capacity of 690 MW, These five stations arc
in Ulaanbaatar (3). Darhan (1) and Erdenct (1), and their output is augmented with imports from
the former Russian grid via a 220 kW line to Irkutsk. Imports accounted for about 9 per cent of
the CES's total supply in 1990 and 4 per cent in 1991 (Table V.9). Gross generation from the
CES increased by 240 per cent between 1980 and 1988, as the Ulsanbaatar No 4 power station.
the largest in the country, went into operation in 1985, and its capacity of 380 MW doubled
Mongolia's gencrating capacity. But gross generation fell by 14 per cent by 1991, and consumption
has fallen by 19 per cent in the two years to 1991, primarily duc to the decline in gross generation
as coal supplics have fallen because of shortages of fuel and cxplosives, and S6-10 MW of
production at the Ulaanbaatar No 4 power station were shut down for lack of spare parts.
Transmission and distribution losses have also risen in recent years, from around 9 per cont of
total supply in 1989 to 13.5 per cent in 1991 The incfficiency of the Soviet-built stations is alse
indicated by their high level of own use (19 per cent in 1991).

Industrial consumption from the CES stood at 89 per cent in 1990, but fell 10 85.4 per cent in
1991, with public and residential use accounting for the remainder (Table V.10). The breakdown
of consumption by region indicates that Ulaanbaatar consumes 40 per cent of supplics.

Despite its incfficiencies, the CES operates at a profit, with tarffs more than covering costs in
1991, Operating, profits in the first half of 1992 indicated that profits for the year would be cut
by more than half, as the cost of importing clectricity and fuel oil from the former Soviet Union
rose from 16 per cent of domestic coal costs in 1991 10 45 per cent in the first half of 1992 (Tuble
V..

Elcctricity outside the CES is supplicd by a system which comprises diesel powered gencrators in
11 aimaks with an installed capacity of 119 MW plus a 36 MW coal fired plant at Dornod. This
system generated about SO0 GWh in 1990, about 14 per cent of total domestic praduction. The
costs of this decentralized system are higher than in the CES, but while these higher costs are
passed on 1o industrial users, residential users pay the same as CES users, The subsidies necded
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to cqualize resddential tanifis are the largest ttem in the ' government budeet. accounting for
more than 30 per cent of total subsidies. In more solated arcas. not senved by cither system,
woadd. roots, bushes and dricd amimal dung are used for domestic fucl.

Capacity s an important long-term tssue. Forecasts for future demand are difficult in the current
ceonomic ciimate. but with an ceconomic recovery a debicit of 130-200 MW capacity by 1998 iy
thought Bikcly. A new S0 MW coal-fired plant is presently under constraction in Ulsanbaatar. and
proposals for a 600 MW minc-head power station at Baga Nuur are being actively pursued. Coal
will remain the Towest cost cacrgy source for some time 1o come: Mongolia's total coal reserves
are ostimated to be some 100 billion torncs, one of the largest in the world.  Current coal
production comes from 17 mines which produce some 7 million toanes of coal annually (Table
V.12). Nevertiicless, the CES is also actively imvestigating Mongolia’s hydro-power potential. The
Astan Development Bank s financing a feasibility study for a 160-180 MW hvdroclectric station
ncar Ingittolgor on the River Egvin in Bulgan aimak in the north, and the design phase has also
been appioved. The project has some opposition from environmental groups, but it is hoped that
it will be completed by 1998,

Although Mongolia’s hydro-power potential has not been comprehensively studied, it has good
prospects for supplyving remote arcas. Some selected arcas have, however, already been surveyed.
Suitable sites for two small hvdro-power stations with capacitics of 200-300 KW have been
wdentificd in Hovsgul aimak. one on the Delger River, south-cast of Moron, and a second on g
tributary of the River Unr west of Halgal. Both arcas are currently supplicd by diesel generators,
but have good potential for smoll-scale agricultural processing industries (cashmere, camel wool
and sheep skins) given an energy supply. The CES is looking for foreign investment to turn these
schemes into reality.

Given Mongolia™s high transmission and distribution losses, and the high vnit energy consumption
in scveral manufacturing industrics (wool spinning, textile finishing, food processing industrics)
energy cfficiency s another key arca of concern. To this end, an energy audit, cfficicncy and
conservation study was carried out in 1992 More cfficient use and effective conservation of encrgy
should also be encouraged by a drive for correct pricing. Mongohia's encrgy prices are already
being adjusied to reflect the international hard currency prices now being paid for imported energy
products. and the true international value of domestic coal. The government has stated that prices
to industrial and commercial users will be raised rapidly o refleet true costs, but prices (o
domestic consumers will be increased more gradually,




Table V.9.
(GWh)

Electricity generation and consumption in the Central Energy System, 1980-1991

1982

1283

1985

1986

Gross generation (A)

Station use (B)

As percentage of qross

generation (C=B/A)

Net generation (D=A-B8)

flectricity imports (E)

Electricity exports (F)

Total supply (G=D+E-F)

Transmission and ditribution
losses (H)

As percentage of total supply
(1-H/G)

Electricity consumption (J=G-H)

1,271
220

21.2
1,001
760

1,761

110

6.2
1,651

1,479
294

19.9
1,185
679
1,864
123

6.6
1,741

Nource: Minstny of Energy.

2,480
430

17.3
2,050
169
53
2,166

169

7.8
1,997

2,830
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Tabie V.10, Electricity consumption in the Central Energy System by consumer type and by
region, 1989-1991

N U L U | TR
Consumer category Gwh per cent Gwh per cent GWh  per cent

A

Residential 109.3 . . 5.
Industrial 2,1G3.3 . 85.
Public 197.2 .2 . 8.
Total 2,409.8 100.

District ~ Main population - 1991
(aimak) centres

B. By region

Central Ulaanbaatar

Buigan Erdenet, Bulgan
Arhangay Tsetserleg
Ovorhanyay Arvayhaar

Seienge Darhan, Suhkbaatar
Dornogobi Baganur, Saynshand
Total

Sowrce Mimstn of Faern

Table V.11. Income statement of the Central Energy System, 1988-1992
(Million tugnik)

1933

Revenues from electricity 508.7

Revenues from heat 296.5

Other revenues
Total revenues
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Coal
Fuel oil
Own use of electricity
fFlectricity imports
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Maintenance materials
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Ol was extracted in the 1950 and 31960s from deposits in the sonth and cast, in Dornogov and
Dornod aimaks, and in 1961 domestic production was said to be satisfying more than S0 per cont
of Mongolia's needs. These ficlds have now heen worked out, howeser. Further surveying for new
depuosits has been carricd out by Westera companies recently,
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D. HARD MINERAL RESOURCES

Although Mongolia's mincrals industry is relatiely newo it plass a ~igniticant roke in the national
ceonomy, with cxports of copper concentrate providing the fargest single source of torcign
oxehange carnings.  Current farge-scale mining operations are concentrated on copper. coal,
fluoespar. molvbdenum and lime: while smaller-seale operations exploit sthver, gold. tins tungsten.
cassiterite. uramum and precious stones.

Mongolia is well-endowed with mineral resources: over 600 deposits and occurrences of more than
S0 mincral tvpes have been recorded by geological mapping icams and prospectes, but more
exploration is needed betore any meaningful estimate ol the country’s mincral potential can be
made. Geological maps, compiled 20 vears ago. cover 75 per cent of the national territory at a
wale of 1200000, and acromagnctic maps at the same scale cover just over half the country.
Airborne spectrometer surveys of less than 25 per cent of the Land arca have been carried out at
1-25.000 and 1:50.000 scales. but there are no airborne electromagnetic sursey records. Gravny
surveys in the castern and cast central part of the country have been carricd out at L230K)0 to
1:200,0K).

Table V.12. Coal balance sheet, 1975-1991, selected years
(Thousand tonnes)

1975 1980 1985 1990 1991

Sources 3,013 5.107 6.53/ 7,413 7,335
Stocks at the beginning of the year 235 729 21 183 274
Production 2,776 4,376 6,516 7,156 7,061
Imports 2 2 0 73 0
Uses 3,013 5,107 6.537 7,413 6,954
For electric power stations 1,763 2,184 3,6/9 4,373 4,994
Consumption 990 2.132 2,483 2,303 1,971
Industry 3% 712 1,232 948 798
Agriculture 17 32? 401 206 101
Households 21t 6’1 70?7 173 611
Other 311 427 118 76 461
losses 15 0 ] G 0
fxports . 0 2725 512 119
Stocks at the end of the year 246 191 150 274 267

Sources  State Stapstieal Oftice aad Mistny of Facrgy

Copper and molybdenum

Ali of Mongolia's copper and molybdenum are produced from the open pit mine at Erdenct. Ore
is precessed ina modern coneentrator which produces copper concentrate averaging 29 per eent
copper. and molybdenite concentrate which averages 30 per cent molybdenum. In 1991, 360,000
tonnes of copper concentrate and 3,300 tonnes of molybdenite concentrate were produced. The
mining and milling operation. which commenced production in 1978, was built with the former
Sovict capital, using the former Soviet equipment and technology, and remains a 31 oper e
Mongolian, 49 per cent Russian Federation's joint enterprise. 10 is & modern, wull-equipped
operation and runs efficieatly. Until reeently, all the concentrate was exported to smelters in the
former Sovict Union and accounted for 40 per cent of Mongolia's cxport revenues, This is still
very largely the case, although concentrates are now valued at hard currency prices and represent
Mongolia's Targest source of forcign exchange, although in practice Erdenct's output is hartered
for the Russian fucl imports. However, the sole reliance on the Russian market shows some signs
of changing since an agreement reached with the Russii aflows Mongrolia to export its share of
production to the former non Russian smelters, and small quantitics are now exported to fapan,
Shortages of cxplosives and Botation reagents have become acu'e in the current CCONOMIC CFisis,
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A sccond. very large and as vet unexploited depasit of porphyry copper is located at Tsagaan
Suvarga in Dorrogov aimak. south-cast of Ulaanbaatar. The deposit. estimated to contain eae
million tonnes of copper, was the subject of preliminary negotiations with Japanese businessmen
in the 1980s but not pursued. The average grade is said to be 0.6 per cent Cu - Mo, lower than
the Erdenct deposit. but there is no available indication of the variation of grade with depth.
Mongolia's other known mineral deposits are summarized. in alphabeticat order. as follows,

Construction materials

There are 170 known deposits of granite, marble and other construction materials, of which 35 are
currently being expluited and another 90 arc in the process of development.

Fluorspar

Production of fluorspar, most of which has been exported to the former Crechoslovakia and
former Soviet metallurgy industrics. has been declining since 1985, Output stood at 456,000 tonnes
in 1990 and fell 1o 251000 tonnes in 1991 (Table V.13). The larger fluorspar mines are joint
ventures with the former Crechoslovakia and are located in cast-central Mongolia in the aimaks
of Sukhbaatar, Hentiy and Dornogoy.

Gold

About 25,000 ounces of gold are produced annually in five placer operations which process stream
gravels. The mines are small. over-manned and incflicient by Western standards. Recently, a joint
venture agreement has been signed between the Burcau of Mines and Morrison Knudsen. a
United States company. to develop an operation which will process two million tonnes of ore and
produce three tonnes of gold a year.

Lime

Lime is mined for domestic cement production, most being supplicd to the cement and lime
complex at Hotol between Erdenct and Darhan. Production stood at just over 100.000 tonnes a
vear during the 19805, but fell to 76,000 tonnes in 1991 as the construction industry slumped.

Perlite

Deposits of perlite near Zamiin Cud in the south-cast have been the subject of recent
investigations into appropriate methods for quarrying and grinding and the establishment of a pilot
manufacturing plant.  Proposced uses of expanded perlite and perlite products are in domestic
building insulation and as an input into fertilizers,

Phosphates

Extensive deposits of phosphate rock are known to occur in Upper Cambrian sediments at
Urandosh in northweste:n Hovsgul aimak. Three deposits in the arca were drilled in the 19805,
outlining 300 million tonnes of vpen pit rock containing about 20 per cent P203, but the total
reserve was estimated to be more than two billion tonnes. A joint Soviet venture to exploit the
deposits, including mines, concentrating plant and a new rail spur to the Trans-Mongolian line,
was announced in 1986 but the venture never procecded, apparently because of environmental
concerns over the impact of mining in the arca.

Tin and tungsten

Showings of 1in and tungsten mincralization are abundant, particularly in the mtrusive rocks which
host the fluorite deposits,
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Uranium

Several uranium deposits have been reported and one mine was developed in cooperation with the
former USSR near the town of Mardaar, a purpose buili settlement with its own power station.
Little is known publicly about the deposit other than the fact that it is in sandstones.

Wolfram

Waolfram deposits are being worked on a small scale in Tov and Sukhbaatar aimaks in the central
and castern regions,

Zinc-lead-silver

At least five zinc-lead-silver deposits have been drilled in northeastern and castern arcas. These
largely tow grade reserves range from 75 tonnes to 3 million tonnes. A Japanese group s
reportedly exploring the deposits, reasonable access o which is provided by the rail ink from
Chaoibalsan to the Trans-Siberian railroad. Other lead-zine deposits have been reported from the
Alma Altai mountains in the west.

Table V.13. Production of selected minerals, 1985-1991
(Thousand tonnes)

Minerals 1985 1986 1987 1988 1989 19950 1991

fluorspar 787 592 544 523 578 356 751
Lime 103 107 14 122 95 103 76
Copper concentrate ees ves . - 353 358 160

Source.  State Statistical OFfice

E. TRANSPORT INFRASTRUCTURE

Despite rapid industrial development in recent decades, Mongolia's iransport infrastructure
remains seriously inadequate. The sector grew at a healthy average 9.5 per cent through the 19860,
and in 199 accounted for 11 per cent of GDP and employed S1400 people. However, the current
cconomic crisis and the collapse of international trade has incvitably meant that utilization rates
have fallen in recent vears. In 1991, buth the total freight tonnage carricd and the freight turaover
in tonne kilometre was about hall the 1988 totals (Tables Vo4 and VAI5). After the present
ceonomic situation improves, the tack of infrastructure will be a major constraint on regional and
national cconomic development given the countryv's large size and widespread distribution of
resourees,

In o national territory of Lo million square kilometres there are 42000 kilometres of roads (an
average of just 20 metres per square hilometre), of which 3 per cont are paved and 7 per cent are
gravel-surfaced. About a quarter of the total rousd length is made up of state roads which connea
the aimak centres. Road transport accounts for 72 per cent of freieht tonnage, but only 3 per
cent of freight turnover (Tables Vo4 and V. I5). Nearly 60 per cont of sl freieht carricd by road
is comatruction materials, and it has been estimated that the poor road conditions ritises transport
costs by approximately $100 million a year. Mongolia's road fleet is antiquated. incflicient or idle
for Lack of spare parts, 1t consists of just 40,000 vehicles, of which 27000 are 1rucks, 2,500 buses,
G000 cars and 4,000 agricultural vehicles, mainly tractors, Theree are alsy about 10,000 trailers.
Until 1988, about LOOD trucks were replaced annually, a very fow rate ol Jess than 4 per cent. but
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Table V.14, Freight carried by type of transport, 1988-1991
(Million tonnes)

1988 1989 1990 1991
Rail 17.9 16.8 14.5 10.3
Road 45.8 45.1 39.4 26.2
Air 0.014 0.01 0.01 0.004
River 0.044 0.056 0.072 0.000
Total 63.7 62.0 54.0 36.5

Source:  State Statstical Office

Table V.15. Freight turnover by type of transport, 1988-1991
(Million tonne kilometres)

1988 1989 1990 1991
Rail 6,241.1 5,956.1 5,087.8 3,012.6
Road 2,162.2 2,097.9 1,870.9 1,362.5
Air 10.6 9.9 8.0 4.1
River 4.9 5.0 4.9 1.7
Total 8,418.8 8,068.9 6,971.6 4,380.9

Source:  State Stanstical Office.

since 1989 regular replacement has stopped due to hard currency shortages. Hence Mongolia's
newest trucks are now five vears old and almost 50 per cent of trucks are more than 10 years old.
About onc third of trucks and buses are currently inoperative for want of sparc parts, tyres and
batteries. One estimate suggests that a modernized fleet could save 25 per cent of fuel costs, a
very important consideration given the drain on foreign exchange which fuel imports represent.

Mongolia's rail network consists of 1815 kilometres of track plus another 200 kilometres of side
tracks and shunt lincs. The main rail artery runs north-south through Ulaanbaatar and Darhan,
the two largest cities and industrial centres, with two main branch lines, one to the third city of
Erdenct and a sccond to the Baga Nuur coalficld.  Another line joins the castern city of
Choybalsan to the Russian rail nctwork. The railway, which regularly shows an operating profit,
has been built and run as a joint venture with the former USSR, and continuces as a joint venture
with the Russian Federation. The railways carry 28 pers cent of all freight, including virtually all
intcrnational cargo, and account for 69 per cent of freight turnover, But cfficient use of the
nciwork suffers from a shortage of energy and locomotives, and a sub-optimal mix of rail cars.
In 1990, 59 per cent of rail freight was domestic, but in 1991 domestic freight accounted for 69 per
cent, as international trade slumped.  Most of the domestic cargo is coal, mainly for power
stations,

The gauge is the same as that of the former USSR, but wider than in China, and this difference
will be an important constraint on Mongolia's futurce ability to transport freight internationally,
since the route through China offers the shortest land route to the sca. While wheels are changed
hencath passeager trains at the border with China, an operation which takes a few hours, freight
is reloaded manually. Reloading times currently range from two weeks to two months per train,
depending on the priority of the cargo. These times can be shortened dramatically: reloading at
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fronticrs tn Europe takes a matter of hours. With more efficient cargo handling. the recveling of

container cars could double. The building of @ new 1 milhion 1oane reloading faality at the border
town of Zamiin Und has been suggested to improve the poor transhipment situation.

Mongolia has an exteasive domestic air network which links the 21 suann population centres and
T smaller centres. Ven little freight is moved by air. about 4000 1onnes in 1991 most of which
was mail. but the network is an important service for long distance passenger travell carnvng
R300 passengers in 19960 and 610000 passengers ia 11 The network s serviced by the
national airline MIAT. which has 45 12-ccater aireraft and 16 St-scater aireraft, most ol which are
atleast 15 years old. In 1992, the shortage of fuct led to the cancellation ot all imernal flights tor
a week, alter which a reduced service was resumed. Ulaanbaatar is serviced internationally
MIAT. Acroflot and the Chinese airline CAAC, with flights to Moscow, Irhuisk and Beping, the
Tatter route being introduced in 100 There were several flights aoweek 1o Moscow in the 1980,
but these were cut back to vne o fortnight in 1992,
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Table A-1. Employment by sector, 1970-1991
{Thousands)
1980 1986 1987 1989 19914/

Total 511.2 580.9 598.4 633.2 688.1
Sector
Material 388.3 426.6 435.5 451.4 492.3
Agriculture 202.7 185.8 184.8 186.0 180.4
forestry 0.9 1.2 1.2 1.6 2.1 --
Industry .0 81.6 109.9 115.6 19.2 119.6 145.3
Construction .5 30./ 35.5 37.2 38.9 41,7 55.3
Transport .0 32.3 43.4 44.6 47.4 47.0 53.7
Communications .1 4.2 5.8 6.1 6.1 6.9 9.0
Trade {retail and wholesale) .4 35.0 44.4 45.4 46.0 47.5 44.)
Other material production .2 0.9 0.6 0.6 0.5 0.6 4.5
Non-material A 122.9 154.3 162.9 172.8 181.8 195.8
Housing and municipal services .0 14.3 20.9 23.3 1.3 26.4 29.4
Science, research

and aevelopment 7 9.0 10.7 11.3 12.9 14.1 13.6
Education, culture and arts .4 49,2 60.4 63.1 70.5 74.6 74.2
Health care, social security,

and sports .2 32.0 39.7 42.2 42.9 44,7 46,3
Banking, finance, credit,

and insurance 1 1.9 2.4 2.5 2.6 2.9 4.0
Government .1 11.5 13.9 13.9 12.8 12.3 23.0
Other non-material .6 5.0 6.3 6.6 6.8 6.8 5.3

Source:  State Statistical Office.

a/ Provisicnal.

saqn L 1pNSNTIS
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Table A-2. Gross industrial product by branch, 1987-1991
(Million tugrik, average 1991 prices)

1987 1988 1989 1990 1991
Total industry 16,658.4 16,961.8 17,982.1 17,183.5 13,730.9
tlectric and
thermal energy 1,865.5 1,969.2 2,100.2 2,116.9 1.782.2
Fuel 650.4 708.7 684.8 617.3 477.2
Engineering and
metal working 622.4 620.1 641.5 551.2 232.8
Non-ferrous meta! 2,090.7 2,082.2 2,058.4 2,103.1 1,488.2
Building materials 1,797.2 1.828.8 1,905.3 1,859.5 664.6
Wood processing 1,211.3 1,186.0 1,241.2 1,034.6 556.5
Textiles 1,900.9 1,856.0 2,166.1 1,972.8 1,340.8
Clnthing 758.7 757.8 878.7 807.9 629.7
L2ather, fur, shoes 1,580.3 1,609.2 1,726.5 1,828.6 1,909.5
Printing 142.4 146.0 156.9 137.5 110.4
Glass, faience 59.3 65.7 75.0 62.6 41.3
food 3,157.1 3,180.2 3,372.0 3,131.2 3,757.0
Chemical 599.5 702.3 745.8 715.9 275.4
Source: State Stanstical Office.
Table A-3, Installed capacity and number of employees by branch, 1991
Installed capacity
(million tugriks) Nuriber of employees
Total industry 7,326.3 97,97
tlectrical power 1,586.8 19,979
Fuel 323.1 4,431
Non ferrous metals 653.4 4,848
Enginreering and metal-working 160.9 2,158
Chemicals 53.7 3.057
Construction materials 650.0 7,764
Timber and wood-working 246.0 8,653
Glass, china and pottery 24.7 520
Textiles 955.3 8,167
Clothing 220.3 13,749
Leather, fur and shoes 688.5 8,558
Printing 39.0 1,251
Food 1, 437.9 12,824
Other 132.4 1,842
Source:  State Statistical Office.
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Table A-4. Volume of gross industrial product per one tugrik of productive fixed assets.

1987-1991
(Tugrik)
1987 1988 1989 1990 1991
Total industry 0.56 0.54 0.52 0.37 0.38
flectric and thermal energy 0.50 0.20 0.20 0.18 0.15
Fuel 0.30 0.31 0.27 0.22 0.21
Engineering and metal working 0.78 0.91 1.03 0.80 0.91
ton-ferrous metals 0.51 0.50 0.46 0.04 0.2/
Building materials 0.35 0.33 0.39 0.33 0.23
Wood processing 0.79 0.82 0.75 0.49 0.4/
Textiles 1.15 1.14 0.98 0.75 0.61
Clothing 1.56 1.36 1.33 1.26 1.06
Leather, fur, shoes 1.44 1.28 1.27 1.03 1.0
Printing 0.94 0.96 0.94 0.73 .03
Glass, faience 0.89 0.99 1.03 0.82 1.51
fFood 1.06 1.02 1.01 0.95 1.03
Source:  State Stanstical Office.
Table A-S. National consumer price index
16 January 31 December 1 June
1991 1991 1992
Food beverages andi tobacco 100.0 131.0 342.5
0f which:
Meat and meat produ 5 100.0 124.6 780.8
Dairy products 100.0 156.3 511.7
Grain and grain products 100.0 124.0 735.6
Potatoes 100.0 100.0 450.0
Chocolate i00.0 114.6 1/0.8
Sugar 100.0 100.0 975.0
Vodka 100.0 100.0 100.0
Clothing and fabrics 100.0 148.4 436.0
Men's suits and coats 100.0 174.% 371.9
Women's suits and dress 100.0 279.3 236.0
Men's and women's garments 100.0 173.5 118.7
Children's clothing 100.0 100.0 168.6
Shoes and boots 100.0 736.1 A56.3
Rent and utilities 100.0 115.5 148.0
Household qoods 100.0 709.6 536.1
Medical care 100.0 100.0 196.7
Iransport and communications 100.0 137.3 218.5
fducation and recreatinn 100.0 2113 561.5
Other fonds and services 100.6 157.3 ELI)
Overall index 100.0 152.7 340.1

Notire e State Statistiral Ofh e
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THE MPR FOREIGN INVESTMENT LAW

The MPR Great Fecple’s Khural passed it
on March =3, 1290, It enters intoc force
o-n May 1, 1990,

ARTICLE 1
PURPOSE OF THE LAW

The purpose of the present Law shall be to establish a legal
framework for foreign investment in the MPR on the basis of
equality and mutual benefit, and setting up rvules governing the
relations arising from these activities.

ARTICLE 2
DEFINITIONS OF THE LAW

1. " A company with foreian capital participation * shall
mean an enterprise or arganizaticon, the contribution to the
initial capital of wich tias been wholly or partly made by a
foreign legal entity or foreign natural persons.

2. " A foreign participant” shall mean a foreian legal
entity or foreiagn natural person.

3. " A Mongolian participant” shall mean an enterprise or
organization or natural person of the MPR, that participates in
the foreign investment activities i1n the MPR.

4. " Foundation documents” shall mean an agreement or treaty
establishing a company with foreian capital participation and the
charter of such a company.

ARTICLE 3
SPHERES OF INVESTMENT

1. Foreian participants may invest i1n any sector of the
national economy, unless the MPR legislation stipulates
“therwise.

Z. Priority <hall be given to foreign investments i1n the
following areas:

a. export-oriented or import substituting production;

b. highly advanced and science-intensive production based on
the use of modern techniques and technologies;

c. deep processing of natural rescurces and raw materials of
agricultural origin and production of finished articlec
as well as geocloagical prospecting;

d. development of economic infrastructure in the field of
eneray, roads, transprrt cemmunications and other
spheres;

e. development of 1nternat1onal tourist industry and all
corresponding services.
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ARTICLE 4
LEGAL GUARANTEES

1. Companies with foreian capital participation shall
conduct their activities 1n accordence with the present Law and
other legislation of the MPR.

2. The MPR sha!l pratect the rights and interests of foreiagn
participants 1n compliance with its leaislation, internationally
reccoanized norms, as well as the foundation documents of the
company with foreian capital participation. Foreign investments
in the MPR shall not be naticnalized.

3. If provisicons of the present Law are amended after the
entry into force cof the foundation documente of any company with
foreiqn capital participation, it shall be up to cmpanies with
foreiagn capital participation to decide whether to apply the
foundation documents or the amended provisions of the present
Law.

4. Foreiagn participants shall have the follcowing rights:

a. to take part in the management of any company with
foreign capital participation;

b. to transfter their rignhts and opligations to other foreian
or Mongolian participants;

c. to have profit in proportion to their share in the
company’s capital as well as to possess, use and dispose
of profit in accordance with their wishes including the
transfer of the profit abrcoad.

ARTICLE S
FORMS OF INVESTMENT

1. Foreign and Mongolian participante can invezt 1n the
focllowing forms:

a. cash 1n foreign and/or nationpal currencies;

b. buildings, equipment, machinery, tools, components, spare
parts etc;

c. patente, technalagy, bnow-now and technical services:

d. otner mutually agrsed forme=s oT contributicns,

2. Contributions of foreign and Mongolian participants to
the charter furnd shall be valid on the basis of prices to be
aagreed upon depending on world market prices.

ARTICLE &
ESTABLISHING PROCEDURES OF COMPANIES WITH
FOREIGN CAPITAL PARTICIPATION

1. To set up @ company with foreign capital participation,
its foreign and Mongcolian participants shall submit an applica-
tion and draft of the company's foundation documents ta the MPR
Council of Ministers. A permissioan authoricsing the establishment
of the company shall be aranted within €0 days upmn the receipt
2f the application,
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_ Z. The duraticn term of the company with foreign capital
participation and its extensicn shall be determined i1n the
fcundaticon documents.

2. Companies with foreian capital participation shall be
subject tc registration with the MPR Ministry of Finance.

ARTICLE 7
EXPORT, IMPORT ACTIVITIES AND SUPPLIES

1. Companies with foreian capital participation shall
conduct their export, import operaticns related to thear
activities through/cr in cocperation with foreign trade
organizations of the MPR and/or themselves.

-~—e

their payments in Mongolian tugriks or other mutually aareed
currencies on the basis of world market or agreed prices when
buying raw and other materials needed for their activities from
the domestic market and selling there their products.

2. Companies with foreian capital participation shall settle

2. Relevant national organizaticons shall render assistance
to companies with foreiagn capital participation in procuring
equipment, raw and other materials necessary for their
activities.

ARTICLE 8
TAX,DUTY, AUDITING

1. Companies with foreign capital participation shall pay a
differentiated tax from their profits reaped in Mongolian tugriks
and/or in foreian currency into the MPR budget. However, the tax
shall not exceed 40 per cent of the profit. Tax shall be paid in
the same currency as the profit.

Z. Companies with foreicn capital narticipation may be
exempted from profit tax in the first three / S / years of their
activities.

2. A foreian participant shall be exempted from any tax in
transferring its share of profit abroad.

4. Goods imported by a company with foreign capital
participation for its production needs and its euport products
shall be exempted from customs duties.

S. Companies with foreign capital participation shall
operate under the supervision of financial arganizatione of the
MPR, unless their foundation documents stipulate otherwice.

€. Companies with foreian capital participation may have an
account with the State bank of the MPR in Mongolian tugriks
and/or any other currency.
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ARTICLE 9
EXPLOITATION OF NATURAL RESOURCES

Companies with foreign capital participaticn in the
territory of the MPR shall pay fees for the use of land, forest,
water and other natural rescurces. They shall guarantee the
envircnmental protection in conducting their activities.

ARTICLE 10
EMPLOYMENT, SALARIES AND SOCIAL INSURANCE OF EMPLOYEES

1. Companies with foreian capital participation shall
recruit enaineers, workers and cother personnel on the basis of
contracts.

<. Employees of companies with {foreian capital participation
shall pay income tax from their salaries and other income in
accorcgaence with the MPR legisiaticon.

3. Foreiagn employees of companies with foreign capital
participation may transfer abroad tax-free their salaries and
acther income.

4. Social 1nsurance o7 emplovees of companies with foreign
capital participation shall be regulated by the MPR legislation,
unless foundation documents of the company stipulate otherwise.

ARTICLE 11
SETTLEMENT OF DISPUTES

Any dispute that may arise in connection with the activities
of a company with foreign czapital participation between:

- this company and Mcongolian state, cooperative, puhblic
srganlzations and enterprises;

~ companies with foreign capital participation;

~ wparticipants of the company;

- this company and Mongzlian citizens - chall be settled in
courts and arbitraticn bodies of the MPR, unlese
Toundation gocuments stipulate otherwicze.

ARTICLE 12
MATERIAL RESPONSIBILITY

Companies with foreiaogn capitel participaticon shall be
cubiect to material responsibisity for any damage to the
Monaolian State caused by their activities in viclation of the
provisions of the present Law and their foundation documents.
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RESOLUTION OF THE GREAT
PEOPLES KHURAL OF THE MPR

207

The Government of the MPR resclutes the following:
1. The Ministry of Trade and Industry is instructed to:

a. carry out ceneral pclicy recarding companies with forelian
capital participation and cocordinate its activities;

b. Follow the principles that urge foreiagn investors to make
their first investment to companies with foreign capital
participation in hard currency.

c. encourage companies with foreian capital participation
and Toreign investors to participate in currency

auctions.
d. ellaborate and pass a procecdure of the establicenment and
activity of a company with Toreign capital participation

together with ministries and special agencies concerned.

Z. The foreign investment made to the production menticned
in the Annex 1 of this Resclution The establishment of a company
with the initial capital of over SO millicn tugriks or on 100 %
foreign investment will be determined with the consent of MPR’s
Government.

3. The list of productions and branches where the foreign
investment is banned or maximum share of a foreign participant is
limited is approved in the Annex Z of thie Resclution.

4. The estanlishment of a company with foreign capital
narticipation not mentioned in the provisions 2 and 2 of thus
Resclution shall be decided by the Ministry of Trade and Industry
on the basis of agreements with the Ministry of National

Develcoprent and other organizations concerned.

S. In order to encourame Mongolian participants in the
establistment of a company with foreign capital participaticon,
particulariy, <=mall scale and medium scale producticon, the
Ministry of Finance and the Ministry of Trade and Industry are
instructec to found a special fund equal to up to 100 %Z of the
State export income and use 1t as a credit source af the
Government.

€. In cornetion with the adoption of this Resoclution, the
Resaluticon N2.135 of the MFR’s Council of the Ministers is
considered invalid.
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Annex 1.

THE LIST OF PRODUCTIONS WHERE THE CONSENT
OF MPR's GOVERNMENT IS NECESSARY FOR
FOREIGN INVESTMENT

Production of tobacco and alcchalic drinks;

1.
Z. Production of explosives and pcisnous substances;
3. Prospecting, exploraticn and research of minerals and its

praducticon.
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Annex 2.

THE LIST OF PRODUCTIONS AND BRANCHES WHERE
FOREIGN INVESTMENT IS BANNED OR THE MAXIMUM
SHARE OF FOREIGN INVESTMENT IS LIMITED.

1. Producticn and branchesd where foreiagn investment is
banned:

proeduction connected with the State and civil defence
telecommunication

mass media, newspaper, journals, radic and TV
possesion of gold and silver mines (if the element is
main)d

[ I I

)

. Productions and branches where the maximum share of
foreign investment 1in charter Tund is limited:

exploretion and producticn of minerals and agricultural
raw materials ( no more than 49 1 )
national culture and arts ( no more than 30 Z )

COMMENTARY ON FOREIGN INVESTMENT LAW
OF THE MPR

Foreian invectment shall be one of the most impaortant
prerequisites of the successful implementaticon oFf the MPR’s
cocial-economic development policy.

The major purposes of fareign investment are:

a. solution of the following tasks using advanced techniques

and technology:

- producticon of industrial cgoods of high technologicel
standards;

- increase of agricultural production cutput;

- enhanced processing of natural and mineral rescources
and raw materials of agricultural origin and production
of finished articles;

- development of economic inirastructure including
en=2rqy supply, roade, transport, communications, etc;

b. development of tovrist irndustry and sanatoriums for
local and foreign touricts, extensicn of all correspon-
ding services;

c. training of highly qualified cspecraliste;

d. improvement of management anc oraganicaticonal set-up;

e. expansion of research and scientific works,

DEFINITIONS OF THE LAW
1. " A foreign participant” shall mean a foreign legal body
participating in investment activity, 1Lncluding 1ndustrial,
trade, bank, finance, construction, transpori, communication or

service enterprice or instituticon, research institutes, private
or Jjoint-stock company or natural person.
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Z. " A Monaolian participant” shall mean a state or
cocperative legal boady or natural person participating in foreiagn
investment activity.

2. Contract establishing an entity with foreign capital
participation / hereinafter “"entity"”/ and the charter of an
"entity" shall contain the following clauses:

- participants’s names

- the name of the entity

- the location

- the duration of activity

- spheres of its activity

- total amcunt of the investment, capital contributicn by
each participant and forms of investment

- rights and cbligaticns of the participants

- feasibility study

- other claises subject to mutual aagreements

The following clauses shall be detinitely indicated in the
charter of the entity:

~ balance sheet

- method of profit calculaticon and distribution

- terms of terminating the activity and procedure of dissol-
ving the entity

- management and organizetion oF the entity

- other issues inevitably to arise from the contract and
further operation of the entity.

SPHERES OF INVESTMENT

The MPR gives pricority to foreign investment which is in
full compliance with the guidelines and conditions stipulated in
paragraph 2 of Article 3 of the MPR's Foreign lnvestment Law /
nereinafter “"law"/. The -foreign capital may be invested in the
following areas:

- cevelopment of agriculiinral ano food proouction with the
aim of improving fooo supply, gilversiticaticon of export
resour ces, promotion of  import substitution, which
includes:

- processing and producticon of meat and meat products

- production of mill and related products

- processing and sicrage of vegetables and reduction
of their spoiling and wazte

- production technoloagy with reduced industrial waste with
1ts effective utilization in &griculture/in cattle-breed-
ing, plant growing/, wood proacessing

- production of consruction materials
- mining and processing -~f mineral resocurces/ coal,
copper,21l, zinc, magnesite. etc./

- cevelopment of bictechnological /7 micraobiclagical /
production
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- deveiopment of tourist i1ndustry

- development of veterinary service

- production of medicines and related prioducts

- expansion of light industry prcoduction cutput with the aim
of diversification of export resources:

woo]l and cashmere products

worsted cloth

claothing

leather and fur products

footwear

carpets

pottery and glasswear

- packaging equipment and materials

~ salvage utilization

- production of machine spare parts

- production of industrial equipment, its spare parts
and components

- production of electronic goods

~ transport and communication

~ solar and wind energy equipment.

LEGAL GUARANTEES

1. If provisions of Foreign Investment Law are amended after
coming into force of the foundation documents of an entity with
foreiagn investment, such an entity can carry out 1ts activity in
accordance with the foundation documents at its own discretion.

Z. Any participant has rights to transfer, arant into
inheritance or sell its share in the charter func to foreian or
Monaolian participants and to remit abroad the profit aained as a
result from such activity. The rights and obligations related to
the itransferred share will be cdelenated to encther participant.

CHARTER FUND

Charter fund is a total amcunt of investmert contributions
of foreiagn and Mongolian participants.

Required aaaregate expenditures to implement the project
shall be calculated by cne or a2ll parties concerned. The
participants shall determine the total value of investment upon
the evaluation of these expenditures in mutually agreed currency
usinng the current exchange rste.

UOn the basis of the total amcunt of required capital
investment, the foreign and Mongolian participants cshall agree on
their share in the charter fund.

ORGANIZATION AND REGISTRATION OF ENTITIES WITH
FOREIGN CAPITAL PARTICIPATION

The application for the investmeni{ licence shall be filled
in 4 copies, in English and in Monaslian and shall include:

- the participants’s names,their respective nationalities
and addresses;
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- the name of the entity, the form of crganization, the
place of its reaistration, the location and the scope of
its activity;

- the amount of the entity’s assets, the capital contribut-
icn by each participant;

- the manner of after-tax protit distributicn and loss
compensation;-

- the i1ntended duraticn of the entity with foreign capital
participation;

- arganization and composition of the managing bodies;

- information about foreign participants’s Tinancial
standing;

- feasibility study.

In case of an entity with 100 percent 7oreign capitai
investment there shall be no Mongolian participant. In case oV a
Joint venture there shall be no restricticons on participants!
share, either maximum or minimum.

Within two /7 2 / manths from the receipt of the application
with the foundation documents the authorised Mongolian body shall
communicate its decision to the entity. In case of positive
decision Mongolian authorities shall issue an investment
licence. If no written reply is given within this period the
application for the investment licence shall be considered as
rejected.

Depending on the importance of the branch or sector of
investment and in respect of projects requiring large investments
and a long period for construction or for recovery o7 the
invested capital the duration of an entity with foreiagn
investment shall be determined by mutual aagreement between the
participants and stated in the foundation documsznic.

In case of the extension of the duration of the entity, the
participants shall file an application to this effect with
Monqolian authorised bodies far consideration and approval, at
least six /7 € / months prior to the expiry ot the duration oFf the
enctity.

The duraticon of the entity with foreign capital participa-
tion shall commence from the gate of the investment licence and
the certificate of registraticn.

The entity with Toreign capital participation €hall be
suhject to regiztration with the MPR Ministry oi Flnance =nd fhe
Ministry of Trade and Industry.

EXPORT, IMPORT, SUPPLY

i. Entities with foreign capital participation may conduct
import and export operations but only in connection with the
scope of their activity. The entity shall conduct at its own
diecretion such activities either i1tself car throuah Mongalian
Toreian trade arganirations.
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Goods exported and imported by the entity for ite cperation
shall be free of customs duties. All other imported and experted
products shall be subject to paymentse of customs duties currently
in force in the MPR.

When buying raw and cther materials from the domestic market
and sellina its products the entity may do this independently or
through relevant Mongolian creoanizations.

Payments shall be settled in Mongzlian tugrilbs or in other
mutually aareed upon currency on the basis of the current weorld
or agreed prices.

The conversicn of fareion currencies inte Mongalian currency
and vice-versa for purposes of invacetment, remittance, transfer
ot capital abrcocad and business operations of the entity shall be
effected at the current official excnange rate announced by the
State Rankz of the MPR.

. Relevant Mongolian organizations shall assist entities
with foreign capital participaticn by:

- providing transport facilities

- rendering the assistance of specialists and specialised
organizations

- rendering communication service

- facilitating customs procedure etc.

TAXES, DUTIES, AJDITING

1. An entity with foreign capital participation shall be
liable to pay a corporate income tax on its proftitz in the
currency of the earned praofit.

The taxable corporate income =hall be net income in a tax-
vyear after deducticn of all coests and expendituresz during this
year. Expenditures shall cover costs of raw materials and eneragy,
wages, salaries and frinage benefits paid to the personnel,
amortizaticon of Jixed assetis, costsz of 1nsurance of the assets of
tne entity.

An income tax shall be levied -on an annual proftit of the
entity with foreign capital participation irrespective of the
currency and shall not exceed 40 percent of the profit. The taxe
rate to be levied to the entity with foreign investment shall not
be nigher than tne rate for local entity. Depending ¢n the branch
of investment, the amount of invested capital, the level of
profitability, unfavourable natural, economic and social
conditions the entity shall pay a differentiated income taxes.

2. Taking into account the significance of the certain
branch or sector of investment, the scale of its capital
investment the entity with foreign capital participation may be
exempted from income tax for up to three / 2/ year pericsd
startinag from the first profit-mabking year.
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In exceptional cases where encouragement of investment is
needed the tax holiday period may be extended by the Monaolian
authorities.

In the event of re-investment of protit the relevant part of
the profit shall not be taxed.

There shall be no withholding tax on profits transferred
abroad by the entity with foreign investment.

Goods exported and imported by the entity intented for its
main operation shall be exeapted from customs duties. All other
imported, exported goods shall be subject to payment of such
duties.

The entity witin foreian capital participation shall cocpen 1its
account in Mongolian tugriks and/ or 1n any other currency with
the State Bank of the MPR or abroad.

EXPLOITATION OF NATURAL RESOURCES

An entity with foreian irnvested capitel! <heil b2 liable to
take necessary steps for protecticon of the environment and shall
pay roalty for the use of land, entrails of the earth, forest,
water and natural rescurces in accordance with the laws currently
in force in the MPR.

EMPLOYMENT, SALARIES AND SOCIAL WELFARE

Mongolian citizens shall be given pricority in the
recruitment of engineers, worlers and other perscnnel for the
entity with foreign capital participaticon.

febour relations in such entity, i1ncluding work hourve,
holidays, labour protecticon, labour discipline, wages and
salaries, settlement of labour disputecs shall be requlated in
accordance with the Mongelian legislation, unlese the foundation
documente of the entity stipulste ctherwice.

MATERIAL RESPONSIBILITY

An entity with foreian investment shall carry a material
responsibility i1n the event it condurts any activity or commits
any act which contradicts the terme of the MPP's Foreiagn
investment Law and its foundzt:on do-uemento.

The liability of the participants <hall be limited to the
amount of their contribution o the charter fund.
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TAX LAW OF THE MONGOLIAN PECPLE'S REPUBLIC
CHAPTER I
GENERA'. PROVISIONS
Article 1. The Purpose of the Law

The main purpose of the law 1= to guarantee the s>cial duty
of enterprises, organizations and  individuals involved in all
forms of ownership to make an equal and fair contribution to the
MPR’s budget - the centraiized fund of state’s economic and
social development, and to recuiate relations erising from the
carrying cut of this duty.

Article 2. Legislation regulating tax relations in the MPR
Relations arising Trom the payment of taxes /hereinafter
referred to ac “"the taxec"/ shail be requlated by this law and

other legal acts issuved 1in conformity witn this law, unless
international treaties of the MFR stipulate otherwice.

Article 3. Types of taxes

The taxation of the MPR shall consist of direct and indirect
taxes. Direct taxes shail be imposes on the monstary incoome: and
property of enterpricses, orgsnizeticns and individusls.

Indirect taxes shall include turnover tax and payments Tor
use of land and natural rescurces.

The taxes shall be paid :n cash or by wratten order.
CHAPTER 2
Personal Income Tax
Articie 4. Taxpayers.
The citizens of the MFK, fourelan residents and stateless

percsons in the MPR shall pay income taxes, unless legislaticn and
international treatises of the MPR stipulate otherwise.

Article 5. Income and Property to be imposed by taxes

The taxes shall be imposed on the following 1ncome  and
properties:

basic and additiconal calaries and wages, income 10 kind
(recoponized as salary,waqe), non-cash income, lease,
rend, services cbtained, proouctivity bonuses, pensions
and allowances;

1.

income from activities ard cervices rendered tco
enterprises ,crganizations ond individuals besides the
main Jjob;
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3. shares received atter enterprises and crganizaticns are
liquidated;

4. income of self-employed;

5. author’s awards;

6. income received in foreign currencies;j
7. inheritance in cash and 1in kind;

8. income from sale of private livestock and agricultural
products;

9. other incomes except tax exemptions under Article 9 of
this Law.

Article 6. Tax Rates

=

1. Taxes are levied on mcnthly income envisaged in Article 5
(1,6) at the following rates:

Monthly income Tax Rates
¢ in tuariks)

1001 -15060 1Z.66 toks plus Z.4%Z of the amount of income
exceeding 1000 tugriks

1401 -1800 22.26 tgks plus Z.6%Z -"- 1400 tgks

1801 -=400 3Z.6€ tgks plus Z.7%Z -"- 1800

2401 -3000 48.8¢ tgks plus 2.3% -"- 2400 tgks

3001 -4000 £5.26 taks plus 3.5 % -"- J000 tgks

4C01 -5D200 10i.26 tare oiuz S.9% -"- 4000 tgks

5001 -6000 151.2€ tais plus 10.0 Z =-"- 5000 tgks

€001 -8C00 251.2€ tgks plus 20.,0% -"- 6000 tgks

8701 -10420 €Si.26 tgks mius 39.0 L -Y- BO0OO tgks

10001 -12000 1251.2€ taks plus 40.0 I -"- 10000 tgks

12001 - above 2051.26 plus 50,04 -"- 12000 tgks

M~te: 1. The tax rate per month should not exceed 46 per
cent of the total income.

2. According to the provisions 2-5; 7-9 of Article S,
the income up to 1000 tugriks shal be taxed at the
rate given in provision 1 of this Article.




Awards for scientific, literary and art work estimated up t

3000  tugriks shall be tazed at tne rate given in provision 2 o
e

3

AT

-

this Article, awards up to EGOOO tugriks - at the rate of 2 p
cent,awards estimated et 0031 z2nd above shall e taxed at th
rate of 5 per cent.

Article 7. Income from Self-employment or Contract work
services

Income received from the contract work and serv:ices executed
by families or arcups at enterprises and organizations, income
from the contract work executed by individuals according € the
Civil Code shall be devided by tne number of persons involved in
the contract and the number of months with the aim to determins
the monthly income per persan wich shall be tax=d 2t the rate
given in provicion 1 =f Article & with final tax settlement to be
done at the termination of the contract.

The procedure ot taxation of self-employment income or other
incomes which are difficult to calculate, shall be defined by the-
MPFR Government.

Article 8. Income Tax of Mongolian citizens Employed Abroad.

Income tax =f Mongolian citizens employed abroad and
receiving their salaries trom the MNPR shall be determined by the
MPR Gaovernment.

Article 9. Tax-free Incomes

The following categories of income shall be exempted from
personal income tax:

1. monthly bssic anc cdnitscnsl salerizs and weo2s, 1NComz
in kind trecoanissed as salary, wagel; income received
from self-employment, work and serv;ces under contract;

pensicns and allowanzes up o 1000 tugrivs;
2. wages =ind iacome o7 L l-0Blec persons 2T Secap @ooand Group
Z for b2ing blinc, o 7 mnd dumb;

. children allowance
temporary disabil:

14 Ul

203 otners xcept oFf cases of
t s, pregnancy 4ﬂd after-birth;

4. all one-time awards - .cz2pt of productivity bonucez;

S. income from sales oF products of private holdings for the
ctate and loc2l centralized procurement;

€. recompence for bodily injuries and health demages
incurred to citizens during tueir work;

7. compensations for damages from insdrance agencies to
citizens ;

B. income from  state creciiz and lottery, money borrowinags;

9, gifts and money presents;
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10. travel expenses and daily ellowances;

11. mcney and in-kind donations for humanitarian charity
funds of naticn’s and szcial significance.

CHAPTER 3
TAXATION OF ENTERPRISES AND ORGANIZATIONS
Article 10. Taxpayers

All enterprises and crganizéticns, notwithstending the form
of their ownersh:p, shall be the taupayers.

Article 11. Taxable Income

1. The taxable income of the taxpayers shall be the amount
remaining from the gross income avter the costs of raw materials,
pasic and auxiliary materials, semi-processed procucts, eneray,
fuel, packaqinag, spare parts, steam and water, transport
expenses, outside work and servic2z, social security, payments
for use oF land and naturai rescurces have been deducted.

. The turnover taxes =zhail be ievied on sale of spirit,
zlechol, wine, tobacce, jewellery made wout  of axid, silver,

precious metals anc stones.
Article 12. Tax Ratas

1. Annual income of enterprices and organizaticns shall be
taxved at the following rates:

Q-1 000000 8%
1000001 -S000H000 3¢, 0 thousand tabks plus 15 7% of

the amount excesaing 1 million tgks

5000001 10000000 £80.0 thousand tgks plus 22 % -"-
=

S wmin tagks

10000001 = 20000000 1760.0 thousand tglks plus 30 Z -"-
10 mln tgks

2000000 ] =20000000 47€0.0 thousand taks plus 38 7 -"-
< mln tgks

30000001 ~above 3580.3 thousand tgks plus 46 7 ="~
30 min taiss

Note: 1. In order to ensure equal economic conditions and
balanced development the i1ncome of enterprises and
organizations wich own the state property could be
taved at the rate increased by 20 units the above
level by the MPR Government’s coordination decision
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Enternrises watn ioreicn capital participation
shall be taxed as anove. Nevertheless, the income
taxes shall not exceed 40 X of their profit.

P

. Turnover taxes and taxes for use of land and
natural rescurces will be set by the MPR
Government.

0}

Article 13. Tax Rebates.
1. Taxable income shall he reduced by:

a. up to 60 Z of the amount o7 the taxpayers’'s own
capi*al and iongi2rm bani credit psvymanT wich have
ween invested during $he rezpEcTive year 1or
production »f highi efiiciesnt new procucts,
designing, testing and introduction into production of
advanced techniques anz technologies, and for training
of specialist;

b, the am>unt spent on ensuring the ecclogical balance;

c. contribuiicons

to hvmanitarian charity funds of
nation’s and social =ign

.
inficance.
., The taxes could be reduced by the following percentage:

a. tawee imposed on the income of agricultural
enterprises - up tc 60 ZL;

b. taves imposeg on meat, milk, Tlour, bread
manutzcturers - up o €0 X;

taxes imposed on enterprises and organizations with
disabled employvees - by the percentage of disabled on
the payroll;

[}
.

[ R
L)
el

vew ipnosed on small-scaie enterprices considered
such by the PR l=sgislation for 2 yesr from the
mmencemznt of production and services - up to 30 Z.

(YA

=
Cs

-

2. The Ministry of Finance and the executive administrations
of the local People’s Ehurai shall have the rignt to reduce the
axes in compliznce with thiz Article.

CHAFTER 4
TAX PAYMENT
Article 14. Tax payment procedure
Enterprises, organizaticons and individuals shall pay income

taxes to the appropriate budget and swomit a report ot least
twice per month.
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The MPR Government will &sc:de the distributicon of 1ncome
/ profits/ taxes 1mpnsed on entities with foreign capital
participaticn and on the state enterprises and organizaticons to
the state and local budgetis.

Self-employed persons and citizens with additional income on
a non-permanent basis shalil pay their income taxes quarterly to a
local budget. The annual ncome teax payment sheil be made on the
basis of income-tax definition form.

Article 15. Rights And Duties Of Taxpayers

1. Taxpayers shall hsve tins Yol_owing riaht

a. to enjoy tax rebstes =nd ersmpticns accorcing o this
law;

bocies and
considered

b. o mabe a complzint to adornicethy x
covrts, showld the tars: imposed be
aroundlecss.

<
\f!'

b

The complaint <hall not be veason for non-payment of the

taxes.

h

Peyment o1 the taves oo cn=rerded by the decicion

o F
courdt invesiicating this

~—

Z. Taxpayers shall have the following duties:

a. the enterprisez and orgsnizations snould send the
shednle of monthly =rd quasrterly ter payments to the
state =nd loczl budosts for the coming fizcal year to
the aproprizte Tinancisl organizaticrs 2 months 1n
adva ce at the enc of the Fizcal ysar; self-employed
perscns should senc tte income- tax aefinition Torm
which defines the celcuiation of taxes to the local
budget, to the financiel orgenizations within Z1 davys
aftsr the fiscel yosr bicins;

b. to report one's cwn ircome truthiully and pay the
taves within the preszcribed time limit, to provide the
financial orcganizetion «with the correeponding reportss;

c. to inform the appropriatz 1
about the reasconz end cé&l
made;

nencial wrganizations
etian EM)

rebates to be

d. to tale immediate mezcurer for correctiong of
infringements and deficiencres revealed by the tax
control agenciec.

Article 16. Tax Control

The tax control will be carvied cut by the MPR Mimistry of
Finance / state tax agency/ and e-rgcutive adminiztrations of the
local People’s Khural., The Charter of the State Tax Agency will
be approved by the MPR Government.
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Article 17. The penalties tfor Taxpayers

The following penaltisz shall oe Lorne by the State Tax
Agency for tne viclation of the ten lecislation:

i1. should tne taxable in...
hidden, the tax psym=
equal to it shall o2

w2 raducad intentionally or
i1 te recovered and a fine

2. for eacn day o7 ! ot the tax not
paid completaly rieit

3.- the taxpayers, wno So ol T2ce the criminal responsi-
bility for beinec self-canlaved in production and services
bannea by the MFE lecizlztaon, will ke Tined from 700 to
1000 tuariks with t1 -sTizcation of means of production
ana services anc fi < r=ceived;

Y. snould the taspayers o sngzLer in procuction and
services not banned Ly the MPR legislatio on, without
appropriate licence, vhey shall be fined from S00 to 800

tuagriks with the confiscaticon of income received;

. those, who evade pay .o the &
LI - eat
- T

aves end Tires, shall be
fined from S00 o =




ANNEX D
THE APPROVED AND/OR OPERATIONAL
TECHNICAL COOPERATION PROJECTS
OF UNIDO
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Backstopping

Project Number Responsibility All .Acc.Code Project Title

DP/MON/88/008% I10/T/MET J13207
SI/MON/90/801 TO/T/ENG J13318
US/MON/91/105 10/T/CHEM J13422
DP/MON/86/002*%  10/T/CHEM J13428

** Total allotment $1 million or above

Establishment of a mineral
processing technological centre of
mining industry

Immediate technical assistance

in laboratory tests fer adopting a
wind generator type for pilot
production

Preparatory assistance for the
industrial extraction of indigenous
medicinal plants and production of
plant derived pharmaceuticals

Establishment of a mineral pigments
facility in Ulaanbaatar
(continuation of DP/MON/82/005)

* Largg;scale project (= total allotment $150,000 or above)
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