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Mongolia’s economic outlook is showing some improvement, despite recent challenges.  The economy is currently rebounding strongly after experiencing a sudden and severe downturn in 2008 and 2009. Real GDP grew by 7.6 percent year over year in the first quarter of 2010, and is expected to grow by an annual average of 9 percent between 2010-2011. After the large fiscal shock, caused by the collapse in commodity prices in July of 2008, fiscal balances have been on an improving trend since mid-2009.  This is mainly due to efforts to contain fiscal spending and higher fiscal revenues.  Exports are experiencing sustained recovery, supported by upward movement in metal prices and increasing copper and coal imports by China, Mongolia’s largest trading partner. The exchange rate against the US dollar has been stable, while foreign exchange reserves are near record levels, according to the World Bank. 
However, the country’s food security is threatened by natural disasters. The “dzud,” a series of drought-induced conditions leading to inadequate pasture and production of hay, followed by very heavy winter snow, winds and lower-than-normal temperatures, has been impacting the country since early January. These conditions ultimately prevent livestock from accessing pasture or from receiving adequate hay and fodder.  According to the World Bank, around 35 percent of Mongolia's work force is dependent on herding for a substantial part of their livelihoods and about 63 percent of rural households’ assets are livestock.  Herding accounts for about a third of employment in Mongolia. Some herders have lost 50-70 percent of their livestock, and the toll is expected to climb given the weakened condition of the animals.

These conditions have worsened food security, spurred increases in poverty levels, and are likely to prompt increased rural-to-urban migration. The capital city Ulaanbaatar has grown from about a quarter to nearly half the population in recent years, rapidly increasing pressure on land and water, utilities, and services and contributing to increasingly hazardous levels of air pollution.  

Needless to say, food prices have been affected, which is impacting the country’s rapidly climbing inflation rate. In addition, horses (the primary mode of transportation in rural Mongolia) have also been affected, leaving some families with no effective mode of transport.  Dead and dying animals also pose a serious disease risk despite rapid mobilization of resources by the national government.
The World Bank has stepped in to help, with its Index Based Livestock Insurance Project (IBLIP), a private insurance program for herders that offers protection from climate-related losses to their livestock. Early in 2010, the Bank approved a US$10 million scale up of the project, which will allow it to reach all of the country’s 21 provinces by 2012.

Poverty remains a serious problem despite the gains of the decade. Poverty has decreased since the transition but remains high, with an estimated 33 percent of the population living below the poverty line in 2010. Inequalities have widened along an urban-rural divide, and in rural areas the poverty headcount has actually increased. During the period of economic growth, economic opportunity was concentrated in the capital, where 60% of the city’s population now lives in traditional nomadic tents (“ger”) surrounding the city core. Ger areas are typically disadvantaged in terms of incomes, employment, public services and human development compared to other urban areas. The recent food cost hikes mentioned above--as well as a Chinese government ban on rice exports—have significantly impacted the poor due to the large proportion of food items in their consumption basket.  
According to the government’s own estimates, inflation is likely to reach over 20 percent by the end of the year. The Bank of Mongolia lifted policy interest rates by 100 basis points to 11%. Spending as a percentage of GDP is slated to increase by 4.5 percent over the originally approved 2010 budget, with another increase of 12.1 percent by 2011.  (However, the 12-month rolling deficit fell to 4.3 percent of GDP in February, its lowest level since November 2008 and down from a peak of 10.6 percent in August of last year.)
The primary catalyst for these spending increases is the execution of promises made by both coalition parties to distribute MNT 1.5million (around US$1000) to each citizen in the form of cash and non-cash handouts, as well as large public sector wage increases planned for October of this year. According to the World Bank, if these plans materialize, they will set the stage for a renewed bout of high inflation and macroeconomic vulnerability typical of the recent past.
The latest data, (May 2010), reveal that inflation is already on the rise, reaching 11.7 percent on an annual basis. This is an increase of 5 percent since December. Supply side factors, including rising meat prices due to the extreme weather conditions of the dzud, as well as an increase in regulated electricity prices are also creating inflationary pressures. 
Official unemployment is falling, but may not present a realistic picture.  The official rate, which includes only those who are registered with the Labor and Social Welfare Service Center, has been decreasing since July 2009, falling to 3.2 percent in February.   However, these numbers likely grossly underestimate the impact of the economic downturn. According to the 4Q Labor Force Survey, which also takes into account those who are not officially registered as unemployed with the Labor and Social Welfare Service Centers, the unemployment rate stood at 12.8 percent, up from 10.5 percent in September 2009.
Continued fiscal consolidation remains crucial for Mongolia, due to uncertain domestic and foreign financing conditions. The Fiscal Stability Law, which was recently passed by the Parliament, has been identified as critical for prudent and sustainable fiscal spending.  The law will set in place a fiscal framework for managing mining revenues from the Oyu Tolgoi (OT) mine from 2016 forward, hopefully minimizing the risk of Dutch Disease.  It also aims to protect the budget from volatility in copper prices. Second, a targeted poverty benefit will ensure that the poor are protected from future mining boom-and-busts in a fiscally affordable manner. Finally, the law attempts to address the current problems of the financial sector through increased transparency.
The Bank of Mongolia recently drafted a bank restructuring strategy, incorporating lessons from international experience.  According to the World Bank, endorsement of the plan by Parliament is crucial for preparing Mongolia’s banking sector for the upcoming mining boom, while limiting the risks and fiscal costs of possible future bank failures. Total lending growth increased as nominal lending and deposit rates remain high. The ratio of non-performing loans (NPLs) to total loans stabilized in May but is still at 15 percent while principal in arrears is down to 13.4 percent in May from its peak of 19.7 percent in September.

While NPLs are trending down, they may increase further due to a number of reasons. First, there are still a high number of loans in arrears (currently at 5 percent of total loans). Second, there are currently no loan loss provisions for loans to related parties which exceed regulated ceilings. This is problematic since the concentration of bank lending has increased, with the 50 largest borrowers accounting for slightly more than a quarter of total loans. Third, commercial banks have already restructured 12 percent of the performing loans 1 to 2 times, suggesting that NPLs and loan in arrears could continue to rise without further restructuring.

Government-issued blanket deposit guarantees have reduced the incentives of bank owners to inject much needed private capital into the banking system. Given the upcoming mining boom, when demand for credit will increase substantially, it is essential that banks be well-capitalized and able to extend credit. Financial and commercial transactions of larger mining companies are likely to be executed by foreign banks rather than local banks in the future if local banks are not deemed sound enough. Thus, bank restructuring is imperative for economic growth.
The government is continuing to engage in partnerships with various donors to undertake a number of initiatives in the banking and other sectors. These include conducting audits of commercial banks by international firms to determine tailor-made measures that will restore confidence in the banking system, and the implementation of a supervisory enforcement plan with the help of USAID.  In addition, USAID’s Economic Policy Reform & Competitiveness Project (EPRC) includes support for trade, financial markets, and the energy sector, as well as efforts in consensus building, public education, and national dialogue support.
The country expects major economic gains from the Oyu Tolgoi copper and gold mining project. A final agreement between the Mongolian government and Ivanhoe, a Canadian mining firm for the development of the Oyu Tolgoi mine is now in full effect.  The approval of the 2010 construction budget (US $758 million)  represents the next big step toward bringing this project into production, according to the company’s website.  Ivanhoe is considering a schedule that could see construction of the initial open-pit mine completed in 2012 and commercial production begin in 2013.  
The government will own 34% of the mine and production is expected to average one billion lbs of copper and 500,000 oz of gold annually when full production begins. Other estimates state that copper produced in the mine could account for 6% of world copper production and that when production peaks in 2019 export revenues could equal 55% of GDP and 20% of total government revenue. It is likely that job creation will amount to 5,000 jobs during construction and 4,000 during operation. 

Demand from China, the world’s largest consumer of metals, is likely to continue to increase and the mine’s huge reserves are likely to keep the mine running for decades and generate tens of billions of dollars. 
In addition, there is a 50 year assurance of stability through favorable tax and investment agreements.  Given the extent of the discoveries associated with the project and the potential for additional discoveries, Ivanhoe Mines and the Government of Mongolia agreed that the Investment Agreement should conform with the provision of Mongolia's current Minerals Law specifying that certain deposits of strategic importance qualify for 30 years of stabilized tax rates and regulatory provisions, with an option of extending the term of the Investment Agreement for an additional 20 years.

Major taxes and rates stabilized for the life of the agreement include: corporate income tax; customs duty; value-added tax; excise tax; royalties; exploration and mining licenses; and immovable property and/or real estate tax.
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