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Preface and acknowledgements 
The planning for this study was initiated in the summer of 2003 at the request of 
the Government of Mongolia. In its Economic Growth Support and Poverty 
Reduction Strategy (EGSPRS) paper released in July 2003, the government 
recognized the critical role of a dynamic private-sector as the driving force 
behind sustainable growth and poverty reduction (Government of Mongolia, 
2003). Accordingly, it adopted as one of the central pillars of the EGSPRS the 
aim of establishing a sound institutional and regulatory environment to complete 
the transition to a market economy and enable the private sector to become an 
engine of growth. 

This report is meant to assist in the process of translating the government's 
broad policy statements regarding the intention to encourage private sector led 
growth into a coherent private sector development strategy, underpinned by a 
prioritized set of specific policies to be developed and implemented, in 
partnership with the private sector and international development partners (World 
Bank 2003). The findings and recommendations of this study are based on the 
primary data collected in 2004-05 and analysis undertaken subsequently. Some 
of the policy measures being proposed through this work have since been 
adopted, for example regarding the anti-corruption law and some improvements 
to the tax code-all in 2006-07. These are early steps in the right direction. 

Despite these reforms, Mongolia's global ranking with respect to the Ease of 
Doing Business has remained static according to the latest report in this area. 
In 2007 the country was ranked 52"d out of 178 countries surveyed, compared to 
2006 when it was ranked 48'h out of 175 countries. In the area of taxation, it is 
worth noting that in Mongolia it takes on average more than five weeks to 
prepare, file and make the 42 annual payments required. By contrast, in top- 
ranked Singapore, an average of only 5 tax payments are to be made each year, 
requiring little over one week of time to prepare, file and pay. Similarly it takes an 
average of 5 days to go through the required official procedures to export goods 
in Singapore but in Mongolia this process takes an average of 58 days. These 
simple comparisons of a few aspects of doing business serve to highlight the 
challenging and dynamic nature of the reform agenda. 

A large number of individuals and organizations contributed substantially to the 
production of this report. The cooperation and help of the Mongolian 
government-in particular, the Macroeconomics Department of the Ministry of 
Finance, the General Department of National Taxation (GDNT), the Customs 
Authority, the State Professional Inspections Agency, the Bank of Mongolia, the 
National Statistics Office, and the Ministry of Industry and Trade are gratefully 
acknowledged. 

In addition, representatives of private sector firms, financial institutions, and 
industry associations as well as a number of donor agencies were extremely 
generous in sharing their insights and perspectives. The Mongolian National 
Chamber of Commerce and Industry, the Asian development Bank (ADB), and 
the Economic Policy Reform and Competitiveness Project of the United States 
Agency for International Development (USAID) deserve particular mention. 

' Doing Business, 2008, World Bank, Washington DC, 2007. 
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The main contribution and value-added of the report derives from the firm and 
household-level data on which the analysis is based. A number of Mongolian 
organizations were critical to the data collection effort. The Sant Maral 
Foundation painstakingly implemented the Productivity and Investment Climate 
Survey (PICS) of 393 private firms in Ulaanbaatar and 4 other cities. The 
Macroeconomics and Business Statistics Department of the National Statistics 
Offices was responsible for the survey of 500 rural households engaged in non- 
agricultural household enterprise activities. The Mongolian Alternatives Center 
(MAC) organized the survey of firms at all points in the supply chain of the 
tourism industry, while the Mongolian Veterinary Association (MVA) undertook 
the survey of supply chain participants, from herders to traders to processors and 
retailers, in the meat and hides industries. Profiles of the tourism industry by 
MAC and of the meat and hides industries by MVA provided detailed and useful 
background information. 

The primary data collection and analysis undertaken for this report was done in 
2004 and 2005. A draft version of the report was discussed in June 2006 in a day 
long workshop attended by nearly 150 participants from the private sector, 
government, and donor community, who debated the main findings and 
recommendations of the report and discussed ideas for translating these into 
concrete actions that the government, in partnership with the private sector and 
donors could implement. 

The report was written by Shubham Chaudhuri based on the contributions of a 
number of World Bank staff and consultants. Robin Carruthers and Robert 
Wallack wrote a background piece on the transport and trade facilitation 
challenges faced by Mongolia. Remco Oostendorp and Martin Cumpa undertook 
the statistical analysis of the PlCS and Rural Investment Climate Survey data 
and cogently summarized the main findings. Batshur Gootiiz and Giulia Ferrari 
analyzed the data from the supply chain surveys and produced reports on the 
competitiveness of the tourism, meat, and hides industries. Saha Dhevan 
Meyanathan, Tsolmon Bat-Ochir, and Altantsetseg Shiilegmaa of the World 
Bank’s Ulaanbaatar office provided invaluable perspectives on the local context. 
Chris Finch, Xiaofeng Hua, Shabih Mohib, Genevieve Boyreau, Giovanna Dore, 
Salvador Rivera, Charlie Abelman, Vera Songwe, Bert Hofman and Sudarshan 
Gooptu-all current or former members of the World Bank Mongolia country 
team based in Washington, DC-provided much useful feedback, while Philip 
Schuler and Vincent Palmade provided many useful comments as peer 
reviewers. Cyrus Talati was instrumental in updating the report to reflect recent 
developments. The work was done under the guidance of Homi Kharas (former 
Sector Director and Chief Economist, EASPR), David Dollar (Country Director, 
Mongolia) and lndermit Gill (former Sector Manager, EASPR). 
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The diagnosis: 
corruption and a lack of 
transparency and 
accountability in 
government-business 
interactions are the 
central impediments, but 
not the only ones 

The transport options 
Mongolian firms have for 
getting goods to and 
from external markets are 
limited, costly and 
unreliable. 

What This Report Is  About 
The aim of this report is to identify a set of concrete steps that the government of 
Mongolia-in partnership with the private sector and the international donor 
community-might take to promote private-sector activity and greater integration 
with the global economy in a way that leads to job creation, broad-based growth 
and most importantly, poverty reduction. It does this by combining an 
assessment of the investment climate faced by firms (through analyses of firm 
and household surveys and supply chains in selected sectors) with a diagnostic 
trade integration study. 

As in many transition economies with limited traditions of market-oriented private- 
sector activity, the obstacles to private-sector development in Mongolia are 
numerous. There has been no shortage of studies and surveys documenting the 
challenges that the Mongolian private sector faces. From the burden of taxes, 
bureaucratic harassment and corruption, to the high cost of and limited access to 
finance, and the logistical and infrastructural difficulties of getting goods to 
markets (especially export markets), there is little disagreement about the range 
of impediments that Mongolian businesses face. 

Where there is less consensus, however, is on what needs to be done and on 
which, of the many things that need to be done, ought to be done first. This 
report aims to contribute to the ongoing debate and to building a consensus. Two 
things distinguish the analytic approach adopted in this report. First, to a greater 
extent than most past studies, the analysis is based on quantitative data, not just 
on the perceptions of businesses but also on their actual practices and 
performance. Second, wherever possible, reference is made to comparable data 
from other countries, which serves to benchmark the investment climate in 
Mongolia against international standards. By doing so the hope is that more 
diagnostic insights can be obtained into the underlying causes of the range of 
impediments that have been well-documented over the years. And that, in turn, 
should help to prioritize what needs to be done, and in what order. 

The basic diagnosis, which results from this analysis, is this: corruption and the 
lack of transparency and accountability in government-business interactions that 
allows corruption to flourish are the central impediments to the development of a 
robust and dynamic private sector in Mongolia. 

This basic diagnosis does not mean that other impediments are unimportant or 
that corruption is the only problem confronting the Mongolian private sector. On 
the contrary, it is clear from the study that Mongolian firms face considerable 
obstacles-logistical, infrastructural and institutional, within Mongolia, at the 
border and beyond the border in China and Russia-in getting goods to and from 
external markets. As in other land-locked countries, and perhaps even more so 
than most, the transport options that Mongolian firms have are limited, costly and 
unreliable. 

But these "natural" difficulties, which stem from Mongolia's geography and 
location and which undoubtedly need to be addressed, are overshadowed by the 
"man-made" obstacles that Mongolian firms face. 
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The evidence indicates that corruption and a lack of transparency and 
accountability pervade almost every sphere of business activity. Mongolian 
businesses recognize this, and corruption is the most frequently cited 
impediment to doing business in Mongolia (Table 1). The analysis further 
suggests that the consequence of this has been the growth of a culture of 
operating in the "shadows", which has gotten in the way of firms accessing 
finance, building market relationships, enhancing productivity, growing and 
creating jobs. 

major or severe obstacle 56.5 connection _I ... 26.0 
Value of gift expected to secure 
~~" ",,...~-"....~I__ 

% of firms paying bribes for telephone 
23.0 

%of firms indicating that political ties 
15.0 are important for business 

% of cases where unofficial payments 
needed for ". registration . . 15.2 customscl !~~ra~~. ,~exp-or ts  . 25.0 
% of cases where unofficial aavments 

E ! ~ s o s r C c !  s.ok?ofcontrE%,.. 4.3 line ~ ll̂ ..-_l"--l_ll_-. 

'7" of firms paying bribes for water 

YO of exporters paying bribes for 

% of imaorters aavina bribes for 

47.' connection_ -....̂ _-.~",._."_I_.-" "" "1111 " _  __I__ ~~~ 

needed to obtain licenses and permits 
Source. Mongolia Productivity and Investment Cl/m<e Survey, 2004 

22 2 customs clearance oiimports 22 6 

Executive Summary Figure 1:Perceptions of Mongolian firms regarding the main investment climate impediments 
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-I" - "I _I_._._ "_" _l__l _l___ll_l-lll__l _l__l__-_-__--""l- 
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-"- ,,.. ."" "_ _.______I_ ,_,,,ll..___̂ .___̂  ~ . . ...l.llll-._l 
Source: Mongolia Productivity and Investment Climate Survey (PICS), 2004, and similar firm-level investment climate surveys 
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Because of its geography 
and history, Mongolia can 
less "afford" corruption 
than most countries 

The prescription: focus 
reform on key 
government-business 
interfaces, most 
importantly, the tax 
system 

Mongolia is not the only economy and certainly not the only transition economy 
where corruption is prevalent. But Mongolia can less "afford" corruption than 
most countries. Mongolian firms are already at a substantial disadvantage 
because Mongolia's geography and history-the lack of proximity to large and 
prosperous markets and ocean-shipping access to export markets, the limited 
tradition of market-oriented private sector activity, and the relatively narrow 
economic base-make its investment climate more difficult to begin with. 
Corruption and a lack of transparency and accountability greatly compound this 
initial disadvantage. 

The prescription that follows from this diagnosis is that the top priority ought to be 
to focus reform efforts on the government-business interfaces that are the key 
loci of corruption. In Mongolia, that is, first and foremost, the tax system, but also 
customs and the licensing and inspections regimes. 
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To tackle corruption, 
legislation is needed, in 
particular, a tax bill and 
an anti-corruption law 

But laws alone will not 
suffice. Administrative 
processes need to be 
reformed 

Public disclosure 
initiatives will facilitate 
administrative reform 

At the same time, efforts 
have to be made to help 
Mongolian firms connect 
to external markets 

Initiatives in three areas 
hold the most promise: 

reform of customs 
completion of the 
Agreement on Transit 
Transport with Russia 
and China 
adoption of a (partial) 
open-skies policy 

There has been 
considerable progress 
towards a market- 
economy since 1990 

To tackle corruption in these government-business interactions, certainly, laws 
will need to be either introduced or modified. A new tax law and an anti- 
corruption law requiring income and asset disclosure by government officials and 
sanctioning conflicts of interest are the two most immediate legislative priorities 
suggested by this study. To its credit the government has responded positively 
to both these needs in 2006 (see below). 

But legislative action by itself is not sufficient. Reform efforts need to go beyond 
changes to the tax code or passage of anti-corruption legislation to restructuring 
the operations of the key agencies-the tax department, the customs 
administration, and the inspections agency-that directly interact with private 
firms and individuals. 

Comprehensive reform of administrative processes takes time. By adopting 
immediate measures to promote transparency in government-business 
interactions, Mongolia can facilitate and strengthen these reform initiatives by 
enabling private businesses, industry associations and civil society groups to 
monitor the progress of reforms and the degree to which actual practices 
conform to prescribed law. In particular, the government should consider 
constituting an “Open Government Taskforce” with a broad mandate to collect 
and make publicly available, information on the plans and activities of key 
government agencies as well as the rules under which they are meant to operate 
and the rights of private businesses and citizens in their interactions with these 
agencies. 

At the same time, the need to help Mongolian firms connect to external markets 
cannot be ignored. Efforts should therefore be made to improve the transport 
options available to firms for getting goods to and from these markets. 

This will not be easy, and it will take time. Completion of the road connecting 
Ulaanbaatar with the Chinese border, construction of which is underway, will 
help. What can be done in the meantime? Initiatives in three areas hold the most 
promise. The first is reform of customs processes with a view to reducing delays 
and rent-seeking. The second is completion of the tripartite Agreement on Transit 
Transport with China and Russia. And third, the government may wish to 
consider adopting a (partial) open skies policy towards charter flights for tourists 
and air freight services. 

A summary of the analysis and evidence that led to this particular diagnosis and 
prescription follows below. It commences with a brief description of where things 
stand, followed by an analysis of the main investment climate impediments and 
barriers to trade integration, followed by a more detailed, though still abbreviated, 
listing of the most important things that need to be done. 

Where Things Stand 
Mongolia has come a long way in its transition from a centrally planned economy 
to a market economy and has done so while navigating a remarkably successful 
(and rare) transition to a democratic political system. Many, though far from all, of 
the basic prerequisites for a successful transition and subsequent sustained 
private-sector led growth have been met. The macro-economy has been 
stabilized. Efforts to rationalize and strengthen the financial sector have been 
initiated and are ongoing. Through liberalization of prices and privatization ofmost 
small and medium enterprises, the structure of the command economy has 
largely been dismantled, and the basic framework of laws, policies and 
regulations to support a market-based system has been put in place. 
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Some recent trends 
provide reasons for 
optimism ... 

... but others are reasons 
for concern. 

In particular ... 
Growth does not appear 
to have been broad- 
based 

Private domestic 
investment remains low 

Job creation, the 
hallmark of a robust and 
dynamic private sector, 
has been limited 

The challenge: promoting 
investment and job 
creation by the private 
sector 

The tasks: 

improve the business 
environment 
facilitate trade 
integration 

The most frequently cited 
impediments to doing 
business in Mongolia are: 

corruption 
a lack of finance 
the burden of taxes 

The economy has grown continuously since 1993, and since 2002 has been 
growing at over 5%. In fact, in 2004, the economy grew at a rate of lO.6%, the 
highest in the East Asian region. The contribution of the private sector has risen 
to just under 80% of GDP. FDI flows have picked up in recent years. The banking 
sector has recovered from the crises of the late 1990s and the volume of 
domestic credit has increased substantially. 

The expansion in exports has been narrowly based and triggered by favorable 
(and perhaps temporary) terms of trade shocks. Much of the increase in 
domestic credit has been in the form of short-term loans for wholesale and retail 
trading activities, suggesting a consumption boom whose origins are unclear and 
sustainability uncertain. Value-added per worker is low by international standards 
and most firms are operating well below capacity. 

Of particular concern is the fact that the growth in recent years does not appear 
to have been broad-based. The changes in the last few years in the sectoral 
composition of GDP and employment indicates that the sectors that have grown 
the most rapidly in terms of their GDP share-mining, whose share of GDP rose 
by 8.3 percentage points being the prime example-are not the ones where 
much employment has been created, at least judging by changes in sectoral 
employment shares. 

Despite the nearly fivefold increase in bank lending to the private sector over 
2001 -04, investment by domestic private firms remains low, constituting only 
26% of all investment in 2004. Bank-financed private investment is even lower, 
representing only 8% of all investment. 

Job creation is the hallmark of a robust and dynamic private sector. The 
evidence, both indirect from information on the size distribution of firms, and 
direct, from the job creation records of the PlCS firms, suggests that job creation 
has been limited. 

If Mongolia is to achieve its aim of sustained private-sector led growth and in 
doing so, generate incomes and jobs for the poor, the private sector has to grow, 
and that growth needs to be broad-based. For there to be growth, there has to be 
investment by the private sector, and for the growth to be broad-based there 
needs to be job creation by the private sector. Not enough of either is happening 
in Mongolia currently. To achieve its aims therefore, Mongolia needs to promote 
investment and job creation by the private sector. 

To do this, the first task is to improve the environment in which private 
businesses operate. But improving the domestic business environment will, by 
itself, not be enough. For an economy the size of Mongolia’s, with its narrow 
endowment base and limited domestic markets, private-sector led growth must 
be anchored in greater trade and integration with the global economy. And so, a 
second task is to facilitate trade integration. 

What The Main Obstacles Are 
Corruption and a lack of transparency and accountability that allows it to flourish, 
the high cost of and limited access to finance, and, high tax rates and inefficient 
tax administration are the three aspects of the investment climate in Mongolia 
that are most frequently cited as the most severe impediments to doing business. 
And while taxes, access to finance and corruption are common complaints of 
firms in many countries, the share of firms that view these three constraints as 
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Bureaucratic and political 
corruption is becoming 
entrenched 

The cost of finance is 
high 

Lack of access to credit 
is also a common 
complaint 

Structural weaknesses 
make bank lending a 
risky activity and that, 
more than a scarcity of 
capital, is the reason for 
the high cost of and 
limited access to finance 

major or severe obstacles is higher in Mongolia than in most of the 62 other 
countries for which comparable investment climate survey data are available. 

On other dimensions as well, the investment climate in Mongolia appears to be 
less hospitable, or at least perceived to be so by a greater fraction of firms, than 
in most countries in East Asia, a region to which Mongolia is increasingly looking 
to integrate with, and many countries in Europe and Central Asia that have 
undergone similar transitions from centrally planned economies. 

Nearly four-fifths of the registered Mongolian firms surveyed perceive corruption 
to be an obstacle to the operation and growth of their business, with over half 
reporting that it is a major or severe obstacle. Corruption is the investment 
climate constraint most widely perceived to be a major or severe obstacle. 

Perceptions of corruption as an adverse feature of the business climate are more 
widespread in Mongolia than in several comparator countries as well as some 
current and future competitor countries. The problem of corruption appears to 
have worsened considerably in the last five years. Government procurement 
processes are seen as particularly opaque and corruption-ridden. Corruption 
amongst the political elite appears to be on the rise. Cross-country comparisons 
indicate that having political ties is relatively more important for doing business in 
Mongolia than elsewhere. Land registration and allocation has become a locus of 
corruption. 

The cost of credit was second only to corruption as the most frequently cited 
impediment to business. And indeed the cost of finance in Mongolia is higher 
than in most of its comparator and competitor countries. 

Interest rates have declined in recent years, but they continue to be 10-15% 
higher in real terms than in other countries. The degree of bank-based financial 
intermediation in business activity is low. Less than a third of the firms surveyed 
have a bank loan. Unlike firms in China and Malaysia, Mongolian firms rely 
largely on internal funds and finance from informal sources for their investment 
and working capital needs. Long-term credit remains scarce in Mongolia. 

Lack of access to credit is a common complaint, and access to credit is indeed 
difficult. Bank lending in Mongolia is almost exclusively collateral-based and 
immovable assets are the predominant form of collateral. Collateral to loan 
values are higher in Mongolia than in any other country. But the limited use of 
credit may also in many cases be self-imposed. Many firms do not apply for 
loans and many state that they have no need for loans. 

In growing economies with high interest rates, the presumption is often that an 
economy-wide scarcity of capital, relative to the demands for working capital and 
investment funds, is the binding constraint-i.e., the main reason why interest 
rates are high. Mongolia does indeed need additional capital from abroad. The 
evidence, however, suggests that the interest rates are high not only, or even 
primarily, because of a scarcity of capital. Rather, the high interest rates are due 
as much to systemic and structural factors that make bank lending a risky activity 
and limit the range of financial products that are available. 

The stringent collateral requirements are a direct indication that bankers perceive 
lending to be risky. The fact that the spread between deposit rates and lending 
rates is amongst the highest in the world also suggests that the risks inherent in 
lending are high. Poor corporate governance and a culture of operating in the 
shadows makes it difficult for banks to assess creditworthiness, forcing them to 
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rely almost entirely on collateralized lending. The weaknesses in the legal and 
administrative framework for bankruptcy and debt recovery make even collateral- 
based lending risky and costly. The legal framework for leasing is also weak, 
limiting the range of financial products available to firms. On average, less than 
1% of the investment funds of firms come from lease financing. 

Taxes are perceived to be Taxes are perceived to be burdensome by Mongolian firms, and with good 
cause. The burden of taxes stems from multiple sources, among them certain good cause provisions of the corporate tax code, the corporate tax rate structure, and the 
range of taxes that Mongolian businesses pay. 

At over 32%, the tax-to-GDP ratio in Mongolia is extremely high for a country with 
its level of per-capita income. Effective tax rates faced by firms are higher than 
the nominal rates indicated in the tax code because deductibility of certain 
business expenses is not permitted. The lack of a loss carry forward provision in 
the tax code discourages investments. The dual tax rate structure-one for small 
firms and another for larger ones-creates an incentive to avoid taxes by staying 
“small” or appearing to be small by splitting up firms. Tax avoidance appears to 
be common though it is costly. Labor taxes, in particular, social security taxes, 
are unusually high. 

Problems with taxes are rarely limited to the tax code itself. Cross-country 
evidence indicates that dissatisfaction with the tax code and tax rates goes hand- 
in-hand with complaints about the tax administration. The burden of taxes tends 

and with 

The burden of taxes 
rarely stems from the tax 
code aloneproblems of 
tax administration also 
matter to come equally from inconsistencies in tax administration. That appears to be 

the case in Mongolia as well. 

The burden of tax inspections in Mongolia is high. Because tax inspections and 
audits are not conducted within a risk-management framework, in 2004, of the 
roughly 26,000 registered corporate tax payers, 10,770 were visited and 
inspected by tax inspectors, and nearly four-fifths of these firms were assessed 
fines and interest penalties. And the average number of days-9 days-spent 
meeting with tax inspectors-was considerably higher than in most other 
countries in both East Asia and Central Asia. 

Despite (and perhaps because of) the frequency of tax inspections, the corporate 
tax base is narrow and compliance rates low. Moreover, there is substantial 
variation in the effective tax rates faced by individual firms. For instance, in the 
group of firms that reported net income of between 10 and 25 million MNT, the 
effective tax rate implied by the tax payments these firms actually made, ranged 
from a low of 3.3% to a high of nearly 30%. These variations suggest 
inconsistencies in tax administration. 

The inconsistencies in tax administration stem from the excessive discretion 
enjoyed by tax inspectors and the rent-seeking this invites. Because of this, tax 
evasion is widespread. Over a third of the firms surveyed appear to be under- 
reporting sales. Under-reporting of labor costs is even more widespread and 
much more severe in degree, reflecting the efforts of firms to lower the excessive 
burden that social security taxes place on them. Tax evasion has hidden long- 
term costs for the firms that evade taxes. In particular, tax evaders are much less 
likely to have access to finance. 

Thetradeand foreign Mongolia, which joined the World Trade Organization (WTO) in 1997, is a 
investment regime is remarkably open economy, with a uniform tariff of 5% on most items, few export 
remarkably open, but.. . taxes and no quantitative restrictions. It has a minimum level I trade 

restrictiveness rating on the scale computed by the IMF. Import tariff levels are 
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among the lowest in Asia. The foreign investment regime is equally liberal. 

In principle, this simple and relatively liberal trade and investment regime has the 
potential to enhance transparency, simplify customs procedures, and reduce 
market distortions. In practice a number of problems have prevented this 
potential from being realized. 

Customs processes 
cause delays and are 
unpredictable 

Corruption in the 
customs valuation and 
exemptions process is an 
even larger problem 

Transport options for 
Mongolian exporters and 
importers are limited, 
costly and unreliable 

Plans have been made to 
strengthen the rail link 
between Mongolia and its 
neighbors 

Technical and other 
barriers to trade beyond 
the border in China and 
Russia are serious 
impediments to 
Mongolia’s trade 
integration 

The unpredictability of the time it will take to clear customs is a key concern of 
businesses engaged in trade, who are much more likely to perceive customs 
processes to be a serious impediment than firms that do not engage in trade. 
Paper-based processes are the main source of delay in customs. Past 
automation efforts have not solved the problem. 

Customs valuation processes appear to be a locus of corruption. A quarter of 
firms that export and just over a fifth of the firms that import report having to pay 
a bribe in order to expedite customs clearance or avoid excessive duties. 
Incentive structures and administrative processes within the Customs General 
Administration facilitate corrupt practices. The granting of import duty exemptions 
also provides opportunities for rent-seeking. 

The surface transport options available to Mongolian exporters and importers are 
limited, costly and unreliable. Mongolia’s external trade is almost entirely 
dependent on a single rail link running from Sukhbaatar in the north on the 
border with Russia, through Ulaanbaatar to Zamyn Uud in the south on the 
border with China. Because of the difference in gauge of Mongolian and Chinese 
Railways, at the border either the axles on the wagons need to be changed, or 
the containers need to be transferred. Access to third-country markets is through 
this rail link to ports outside Mongolia. The shortest and most widely used 
corridor is one to the port of Tianjin in China. 

Simply crossing the border into/from China is costly and time-consuming. Border 
crossing charges (because of the difference in gauge) make up nearly 25% of 
overall costs of transport to the port. The imbalance between exports and imports 
in the containerized rail freight traffic along this corridor (exports are 10% of 
imports) further adds to the cost because of the cost of returning empty 
containers to port. Transit times to port are uncertain because of the 
unpredictability of delays at the border. The unpredictability stems partly from the 
lack of a dedicated (China Railways) wagon service for Mongolia’s trade, with the 
result that the availability of rail-wagons at the border is subject to the vagaries of 
China’s domestic freight service needs. Compounding this uncertainty is the 
unpredictability of the time needed for completion of customs formalities and the 
handover of paperwork across the border. The uncertainty in transit times 
adversely affects the competitiveness of Mongolian exporters and can result in 
substantial costs for importers as well. 

In mid-2007, the Millenium Challenge Corporation of the US government 
announced a USD 250 million grant for Mongolia. In keeping with the proposal 
submitted by the Mongolian government a substantial portion of these funds are 
to be used to strengthen the rail link between Mongolia and its neighbors. 

Technical and other barriers to trade beyond the border in China and Russia are 
serious impediments to Mongolia’s trade integration. Inadequate harmonization 
of customs procedures with Russia and China is a major cause of the delays, 
unpredictability and high costs Mongolian firms face. As mentioned above, 
shortage of China Railways wagons cause unpredictable delays in transit times 
to and from Tianjin port. Cross-border road linkages with China are hampered by 

i x  



restrictions on the movement of trucks. 

lneff iciencies in transport 
and logistics are 
particular problems for 
the tourism and 
livestock-based 
industries 

An anti-corruption law 
has been passed wlth 
income and asset 
disclosure requirements 
but its credibility will rest 
on enforcement and that 
will require many 
supporting actions and 
consistent effort as well 
as a long term 
commitment 

Addressing the legal and 
institutional gaps that 
make lending risky would 
lower the costs of finance 
and improve access 

Reform of the tax code 
has commenced with 
new corporate income 

Tariffs in China and Russia are higher for processed products. Exporters of 
meat,wool, cashmere and processed skins face additional barriers due to 
restrictions imposed by Russia and China on products of animal origin. Direct 
exports of meat to China and Russia are possible in principle, but difficult in 
practice. Third country exports and imports of animal products from Mongolia via 
China are even more difficult. 

Regardless of their position in the supply chain-tour operators, ger camps, 
guesthouses or hotels-firms in the tourism industry identify the lack of 
adequate and reliable air transport services, both domestic and international, as 
the main impediments to the growth of their businesses. Exporters of livestock- 
based products, and in particular meat, face a different type of transport 
constraint, and that is the lack of refrigerated transport and logistics options. 

What Needs To Be Done 
The fight against corruption needs to begin with a well grounded legal foundation. 
In June 2006, while the preliminary findings of this report were still under 
discussion, Parliament passed an Anti-Corruption Law tabled by government. 
The law contains broad language sanctioning behavior that reflects conflict of 
interest (Articles 6 and 7) and requires disclosure of income and assets by 
government and elected officials (Articles 8 through 11). The law also provides 
for the creation of an anti-corruption agency with a mandate to enforce the law. 
That agency, the Mongolian Anti-Corruption Agency, was established in late 
2006. While this is a commendable start the credibility of the anti-corruption effort 
will rest firmly on public perception concerning it. At a minimum those charged 
with enforcement of this law need to be seen to be doing so in an impartial 
manner. But implementation is not simply about recording and disclosing income 
and assets, nor is it about prosecuting violations of its conflict of interest clauses. 
Anti-corruption efforts will require a detailed plan with supporting actions, many of 
which will concern education, both of the government and elected officials as well 
as of the general public. The long term aims of the anti corruption effort should 
be to build and institutionalize a culture of zero tolerance towards corruption. 

Existing gaps in the institutional and legal framework for contract enforcement in 
Mongolia, primarily in the area of bankruptcy, debt collection, and the liquidation 
of collateralized assets make bank lending risky for all banks and limit the range 
of financial products that are offered. Measures to address some of these gaps 
would, by lowering the risks associated with lending, lower the risk premiums that 
are in part responsible for the high cost of finance, and lower the high collateral 
requirements that reduce access to finance. 

The procedures for debt collection in Mongolia need reform. The problem is not 
with the laws per se, but with the administrative arrangements in place-involving 
both the courts and local government functionaries-for implementing the law. In 
some other countries, specialized quasi-legal institutions have been set up to 
facilitate the process of debt collection. Mongolia may want to consider 
establishing such debt recovery tribunals. Collateral foreclosure and bankruptcy 
laws and procedures need reform. Creating a movable assets registry would 
improve access to finance. Strengthening the legal and administrative framework 
for leasing would also improve access. 

Recognizing that elements of the corporate tax code discourage investment and 
the adoption of modern business practices, while encouraging tax avoidance 
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tax provisions and needs 
to be refined as as 
expanded to cover reform 

and tax evasion, a major tax law was passed by Parliament in June 2006 and 
became effective ion January 1, 2007. The new law tries to address the 

of social security taxes 

But reform of the tax 
administration is equally 
urgent and a good start 
has been made recently 

A pilot effort to reform 
the tax administration is 
under way 

To coordinate and 
implement measures to 
promote transparency in 
government-business 
interactions, the 
government should 
consider constituting an 
“Open Government” 
taskforce 

shortcomings of its predecessor in a number of respects. 

Recognizing that legitimate business expenses should be deductible the new law 
provides for increased deductibility of such expenses. It also contains provisions 
for loss-carry-forward and investment tax credits. Most of the existing special 
exemptions and tax holidays for certain sectors or categories of firms have been 
eliminated, creating a more equitable business environment for local investors, 
especially SMEs. The new law falls short with respect to unification of the two 
tier tax structure which would be the first-best option for reducing tax avoidance. 
It does, however, increase the threshold above which the higher rate applies 
which is an improvement. Thus the tax rates for the two-tiered structure have 
been reduced from 15 and 30% to 10 and 25%. And the threshold for the higher 
rate has been increased from 100 million MNT to 3 billion MNT. A thorough 
review of the social security system is needed, with he aim of identifying ways to 
reduce the burden of social security taxes on firms. 

The recent reform of the tax code described above will not by itself fully alleviate 
the excessive burden of taxes faced by the Mongolian private sector. The 
analysis indicates that this burden stems as much from the inconsistencies in the 
administration of the tax code. Without reforms in tax administration to eliminate 
these inconsistencies and lower the exposure of firms to arbitrary and predatory 
behavior on the part of tax inspectors, reforms in the tax code are unlikely to 
achieve their aim. A comprehensive reform of the tax administration is therefore 
an equally urgent task. 

A detailed listing of the specific reforms that need to take place is beyond the 
scope of analysis of this report. However, the general thrust or strategic direction 
of the needed reforms is clear. The tax administration needs to move from a 
culture of “policing” (and the arbitrariness and rent-seeking behavior that 
accompanies it) to a culture of “service” and a compliance mentality. An essential 
element of such a reorientation is the adoption of a risk-management approach 
to tax inspections and audits. 

Under the Mongolia Governance Assistance Project financed by IDA, a number 
of reforms in tax administration are being undertaken on a pilot basis. Activities 
include: a review and strengthening of the organizational design of the tax 
department, improved human resource management, and monitoring of business 
perceptions and compliance costs; tax operational process reengineering paying 
particular attention to introduction of a risk-management system and upgraded 
taxpayer services and outreach; and enhanced disclosure of information for 
taxpayers. 

To coordinate and implement measures to promote transparency in government- 
business interactions, the government should consider constituting an Open 
Government taskforce composed of senior representatives from the key 
agencies that deal most directly with private businesses as well as 
representatives from the private sector, civil society and the parliament. This 
taskforce would have a broad mandate to collect and make publicly available, 
information on the plans and activities of key government agencies as well as the 
rules under which they are meant to operate and the rights of private businesses 
and citizens in their interactions with these agencies. For this taskforce to fulfill its 
envisioned mandate, secrecy laws governing access to information would need 
to be reviewed and where necessary, revised. 
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The licensing and 
Inspections regime needs 
to be reviewed, 
rationalized, and 
appropriately resourced 

Recognizing this the 
inspections regime under 
the State Professional 
Inspections Agency is 
belng revlewed 

Customs processes need 
to be reformed with a 
view to reducing delays 
and reducing rent- 
seeking 

A tripartite Agreement on 
Transit Transport 
between Mongolia, 
Russia and China is 
essential 

Scarce resources and 
capacity for negotiating 
international agreements 
should be appropriately 
allocated 

A (partial) open-skies 
policy is worth 
considering 

The evidence indicates that the licensing and inspections regime in Mongolia 
suffers from red-tape and rent-seeking, just as the tax and customs 
administrations, the other specialized agencies that deal with the private sector 
do. There is clearly a need for reform. But because licensing and inspections 
involve technical details that vary from activity to activity, and because they serve 
an underlying public purpose, which risks being undermined in a hasty attempt to 
eliminate red tape, the reform agenda needs to be elaborated more carefully. 
There are instances, such as in the case of veterinary and hygienic inspections in 
the livestock sector, where the need is for more and better inspections, not fewer. 
The same may be said for environmental inspections. 

The first step in formulating a more detailed and nuanced agenda therefore is to 
undertake a thorough review of the licensing and inspections regime, to identify 
where it needs to be rationalized, as well as where it might need to be 
additionally resourced. 

With funding from donors, the State Professional Inspection Agency is 
undertaking a review of the inspections regime and of its own internal operations, 
including staffing and training needs. A newly constituted donor-government 
Private Sector Development working group has also taken on board a review of 
the inspections regime as one of the key priorities going forward. 

Reform of customs processes is needed with the twofold aim of reducing delays 
and reducing rent-seeking. To reduce rent-seeking, administrative processes and 
incentive and compensation schemes within the customs administration need to 
be reformed. To reduce delays will require, in addition, automation of key 
processes, harmonization of procedures with customs in Russia and China, and 
more efficient linkages with other domestic agencies such as the State 
Professional Inspections Agency (SPIA) and GDNT. The introduction of a 
customs-single-window, spanning the different agencies from which clearances 
are needed, would help in this regard. 

A tripartite Agreement on Transit Transportation between Mongolia, Russia and 
China is essential for Mongolia’s trade integration. Negotiations on such an 
agreement have been ongoing for over a decade. Completion of these 
negotiations needs to be the government’s top trade policy priority. 

Mongolia has limited human, technical, and financial resources for trade 
negotiations. With China’s accession to the WTO and the pending Russian 
accession, Mongolia needs to build capacity and conserve resources to negotiate 
trade conditions with its two neighbors to increase trade facilitation. But the 
government also plans to actively negotiate a number of other bilateral 
preferential trade agreements. Preferential trade agreements are bureaucratically 
demanding, for instance, because they require customs authorities to administer 
rules of origin regulations. And because preferential agreements involve 
protection they inevitably expose domestic firms to adjustment pressures when 
the preferential arrangements come to an end, as was revealed with the end of 
the Multi-Fibre Agreement (MFA) in early 2005. The government needs to choose 
wisely where to allocate its scarce negotiating capacity. 

The government might want to consider a (partial) open skies policy favoring 
charter flights for tourists and air freight services. Such a policy would directly 
alleviate the critical barriers faced by the tourism industry-the inadequacy and 
unreliability of scheduled air services-and the livestock-based industries- 
barriers to movement of animal origin products through China and Russia. If the 
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policy were coupled with a lifting of the ceiling on domestic air tariffs, it would 
have the potential to significantly jumpstart the tourism industry. And while there 
remain other technical barriers to the export of animal origin products that would 
need to be resolved, the availability of air freight services would eliminate a major 
disincentive to foreign investment. 

There are examples of other low-income countries that have successfully 
adopted such policies. Cambodia’s decision in 2000 to partially open up its skies 
led to a dramatic increase in the number of tourists visiting Cambodia. Similarly, 
liberalization of Kenya’s civil aviation sector has led to Kenya becoming the 
largest exporter of perishables (cut flowers and leguminous vegetables) 
transported through air freight to Europe. 

The government of Mongolia has understandably sought to identify ways through 
which to promote a diversification of Mongolia’s production base in an effort to 
reduce the vulnerabilities associated with being a primary commodity exporter. 
However, in formulating trade and investment policies in support of these 
objectives, it is important that the government avoid misdiagnoses that would 
lead to, and has sometimes led to, inappropriate policies. 

In formulating trade and 
investment 
important to avoid 
misdiagnoses 

it is 

The continued imposition of the export tax on cashmere and the prohibitions on 
the exports of raw hides and skins are examples of existing policy that reflect 
such misdiagnoses. More worrying are indications that the government “aims to 
impose differentiated import duties in order to promote domestic production, 
encourage the transfer of advanced technology, as well as for the concerns 
related to food security and better quality foodstuffs.” 

The misdiagnosis lies in attributing the difficulties of the domestic processing 
industries to the low uniform tariff regime. This report provides compelling 
evidence that Mongolian businesses, including processing firms, face multiple 
other constraints, from the inconsistencies in tax administration and the 
prevalence of corruption to the high costs of finance. Low import tariffs are not 
the problem. Mongolia’s open liberal trade regime is a plus and ought to be 
maintained. 
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1. Introduction 

a. What the report aims to do 
The aim of this report is to identify a set of concrete steps that the government of 
Mongolia, in partnership with the private sector and the international donor 
community, might take to promote private-sector activity and greater integration 
with the global economy that leads to job creation, broad-based growth and most 
importantly, poverty reduction. It does this by combining an assessment of the 
investment climate faced by firms (through analyses of firm and household 
surveys and supply chains in selected sectors) with a diagnostic trade integration 
study. 

b. What the analysis is based on 
The core sources of information on which the analysis in this report is based are 
the following: 

0 a Productivity and Investment Climate Survey of 393 firms 
0 a Rural Investment Climate Survey of the non-farm activities of 500 

0 a transport and trade facilitation audit 
0 a review of trade policy priorities 
0 competitiveness studies of (a) meat and meat products; (b) hides, skins 

households 

and leather products, and (c) tourism industries. 

The sample for the PlCS was randomly selected from a roster based on the 
National Business Register for sectors other than wholesale and retail trade. 

Table Error! No text of specified style in document..l: Mongolia Productivity and Investment 
Climate Survey, 2004 
(Details regarding the sample) 

Firm Size (“A) Firm Activity (“A) 
Micro (e10 emps) 32.3 Accounting and related services 3.7 
SME (lOe=xelOO emps) 58.9 Advertising and marketing 0.9 
Large (loo+ emps) 8.8 Business logistics 7.3 

Market orientation (%) Communication services 3.0 
Exporter (>= 10% sales) 10.2 Construction 36.5 
Non-Exporter 89.8 IT 1.8 

Firm Ownership (YO) Manufacture of textiles 3.1 
Proprietorship 0.9 Manufacture of wood & wooden products 4.6 

Partnership, Partly Responsible 2.2 Manufacturing of wearing apparel dressi 7.6 
Co-operative 2.3 Tanning, dressing of leather, bags, sad 4.8 
Company, Unlimited Liability 5.7 Tourism 6.7 
Company, Limited Liability 82.6 Flrm Location (“YO) 

Local State Enterprise 1.4 Darkhan 7.8 
Edernet 6.3 
C hoi balsan 2.9 
Hovd 3.8 

Partnership, Totally Responsible 2.4 Manufacturing of food products and beve 20.0 

Central State Enterprise 2.5 Ulaanbaatar 79.3 



The sampling procedure for the Rural Investment Climate Survey was somewhat 
more complicated and involved a first stage of identifying rural areas where a 
significant percentage of households engaged in non-agricultural activities, doing 
an initial survey of households that were engaged in such activities, and then 
randomly selecting 500 of these households. 

Table Error! No text of specified style in document..2: Mongoila Rural Investment Climate Survey, 
2004 
(Details regarding the sample) 

Firm Slze (“YO) Firm Activity (YO) 
1 worker 
2 workers 

58.8 Hotels and restaurants 5.6 
25.2 Land transport 18.9 

3 or more workers 16.0 Manufacturing 16.1 
Market Orientation (YO) Wholesale and retail trade 51.2 

Exporter 1.2 Other 8.2 
Non-Exporter 98.8 Firm Location (“YO) 

Firm Ownership (“YO) Region 1 16.1 
Individual proprietorship 79.2 Region 2 6.6 
License acquired 13.1 Region 3 
Partly responsible partnership 0.2 Region 4 

0.9 
9.1 

Fully responsible partnership 1.2 Region 5 17.7 
Cooperative 2.0 Region 6 21.18 
Company 4.2 Region 7 

Region 8 
22.96 
5.44 

The analysis also draws upon a number of other sources of information including: 

a review of the many studies that have been carried out on the 
Mongolian private sector 
interviews with government officials, Mongolian businessmen, foreign 
investors, officers of industry associations, and representatives of donor 
agencies 
publicly available data as well as data obtain through special requests 
from a number of government agencies including the National Statistical 
Office, the State Professional Inspections Agency, Bank of Mongolia 
and the General Department for National Taxation 

c. What the report does not do 
The report does not look at the mining sector in Mongolia. It does not do so for 
two reasons. First, a detailed study has only recently been conducted on the 
sources of growth in the mining sector. Second, growth of the mining sector, no 
matter how favorable, is not likely to be a source of broad-based growth, at least 
in the medium term. And the potential for broad-based private-sector led growth 
to be an instrument for job creation and poverty reduction is the main concern of 
this report. 

The report does not provide a comprehensive assessment of all the institutions 
and laws governing the private sector and the trade regime in Mongolia. Such a 
comprehensive assessment is available in a number of recent studies including, 
but not limited to the Private Sector Assessment undertaken by the ADB, and the 
Trade Policy Review by the WTO Secretariat. Rather this report provides a 
diagnostic (and hence selective) analysis of the main impediments faced by 
Mongolian businesses. 
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d. A road map 
The report is structured as follows. The second chapter lays out the context and 
background and describes some recent trends that give some indications of 
where things stand. This is followed in the third and fourth chapters, which 
constitute the core of the report, by a detailed mapping of the main aspects of the 
business environment and the setting for trade. The focus in these chapters is on 
the aspects of the business environment that most need improvement, and on 
the barriers to trade integration that are the most severe. The fifth chapter lays 
out the basic diagnosis. The sixth and seventh chapters then outline what the 
analysis indicates as the most important steps that need to be taken to improve 
the business environment and facilitate trade integration. 
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PART I SCANNING THE 
LANDSCAPE 
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2.The context, background and recent trends - - 
a. The context: pre-existing conditions 

Mongolia’s geography and history (and the institutional and “cultural” legacies it 
implies) present some unique challenges from the perspective of private sector 
development. Sandwiched between Russia and China, not only is Mongolia 
landlocked, it is more than 1000 kilometers from a deep-sea port and has no 
navigable rivers. Internal transport networks are weak, the terrain is rugged, the 
climate harsh, and the environment fragile. Human settlement patterns are 
skewed, with nearly half the population of 2.5 million concentrated in the capital, 
Ulaanbaatar, and the remainder, highly dispersed in far-flung rural areas. 

The natural endowment base of the economy is narrow-minerals, primarily 
copper and gold, and livestock, mostly goats and sheep-and this is reflected in 
the structure of trade, employment and foreign direct investment. Because of the 
narrowness of its economic base, Mongolia has been vulnerable to the volatility 
(and some would say, secular downward trend) in the prices of its key commodity 
exports and to adverse climatic shocks. 

A limited tradition of 
market-oriented private- 
sector activity 

Gaps in the market- 
enabling institutional 
infrastructure 

For over 65 years, from 1924, when a socialist republic was first established, until 
1990, when the first free elections were held and the transition to a market-based 
economy began, Mongolia’s economy was firmly enmeshed in the centrally 
planned superstructure of the Soviet bloc, but isolated from the rest of the global 
economy. This lengthy isolation and the subsequent shock of transition have left 
a difficult legacy: 

With no prior experience of market-oriented activity to draw upon and few role 
models, most Mongolian firms-both those privatized in the last decade as well 
as new entrants-lack the adaptive capacity to compete in terms of technology 
upgrading, product design and development, quality control, supply chain 
management, branding, marketing and distribution. 

Mongolia suffers from what is perhaps best described as a ‘transition hangover’. 
With large-scale privatization, the abandonment of centralized procurement and 
distribution systems, and the dissolution of networks of logistical support, 
industry-wide supply chains and coordination mechanisms broke down in key 
sectors of the economy. The work of horizontal coordination and vertical 
integration, which was previously performed by state institutions, could not be 
taken up by an embryonic and atomized private sector. As in many other 
transition economies, the result has been widespread institutional “gaps” in the 
structure of key markets. 

b. The background: transition and transformation 
These challenges notwithstanding, Mongolia has, since 1990, made considerable 
progress in its transition to a market economy, and has done so while navigating 
a remarkably successful (and rare) transition to a democratic political system. 

There has been 
considerable progress 
towards a market- 
economy since 1990 

Many, though far from all, of the basic prerequisites for a successful transition 
and subsequent sustained private-sector led growth have been met. The macro- 
economy has been stabilized. Efforts to rationalize and strengthen the financial 
sector have been initiated and are ongoing. Through liberalization of prices and 
privatization of most small and medium enterprises, the structure of the 
command economy has largely been dismantled, and the basic framework of 
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laws, policies and regulations to support a market-based system has been put in 
place (World Bank, 2004a). 

Mongolia acceded to the WTO in 1997. In the lead-up to its accession and in the 
years following, Mongolia liberalized its trade regime through a combination of 
trade policy reforms such as reducing tariffs, removing restrictive and 
discretionary import licensing arrangements, eliminating a number of WTO 
incompatible non-tariff barriers, removing most export taxes and taking steps for 
providing transparent customs valuation procedures through acceding to the 
WTO’s Agreement on Customs Valuation (ACV). 

Mongolia today enjoys relative macroeconomic stability. There are few price 
controls or formal restrictions on entry or exit and, by most formal measures, 
Mongolia is a remarkably open economy with a uniform tariff of 5% on almost all 
items, few export taxes and no quantitative restrictions. 

The policy changes undertaken during the 1990s have led to a substantial 
increase in the contribution of the private sector to economic activity. From a 
situation in 1990 when it was non-existent, it is estimated that the private sector 
in Mongolia today contributes just under 80% of GDP. 

Enterprises engaged in wholesale and retail trade dominate the Mongolian 
private sector in terms of numbers. Of the more than 25,000 registered active 
economic entities in Mongolia in 2004, 40% were in the wholesale and retail 
trade sector. The number of firms in the sector increased by 11% between 2001 
and 2004. The number of construction firms and firms providing financial and 
business services grew the fastest between 2001 and 2004, but remained few in 
absolute terms. The number of manufacturing firms has, on the other hand, 
declined. 

Table 2.3:The make-up of the Mongolian private sector 
Active enterprises, by sector Number in Share (%) in YO change 

2004 2004 2001 -2004 
Agriculture, livestock, forestry and fishing 1304 5.1 -25.2 

Industry Minlng and quarrying 172 0.7 -18.9 

Construction 687 2.7 26.8 
Manufacturing 1454 5.7 -43.9 

Services a Wholesale and retail trade 101 46 40.0 11.4 

Hospitality 817 3.2 5.0 
Transport 525 2.1 -1 8.0 
Financial, real estate and business 1905 7.5 21.8 

Others (utilities, social sector, public adrnin.) 8346 32.9 7.3 
Source: National Statistical Office of Mongolia (2005), Monaolia Statistical Yearbook. 

There has been a structural transformation of the economy in Mongolia, both in 
terms of GDP composition and in terms of occupational distribution. The 
agricultural sector’s contribution to GDP has been declining while that of the 
service and mining sector increasing. In 2004, agriculture contributed 21 % of 
GDP (as compared to 38% in 1990) whereas the service and mining sectors 
contributed 53% and 17%, respectively. The mining sector in Mongolia is driven 
by production of gold and copper which are Mongolia’s two main exports. Animal 
husbandry is overwhelming the dominant activity in Mongolian agriculture. 
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The services sector has, between 2001 and 2004, displaced agriculture as the 
main employer, going from an employment share of less than 40% in 2001 to 
nearly 45% in 2004. Employment in agriculture on the other hand, has fallen from 
over 48% in 2001 to 40% in 2004. 

A further indication of Mongolia's transformation from its pre-1990 structure is 
provided by its outward orientation since 1990. The openness ratio (defined as 
the sum of exports and imports to GDP) for Mongolia increased from 77% in 
1990 to 120% in 2004. The share of exports to GDP nearly doubled from 21% to 
56% during these years while the share of imports went from 56% to 64%. 

Mongolia's export structure however remains concentrated, in terms of 
composition. Over nine-tenths of Mongolia's exports are primary-sector 
(agricultural and mining) base, with minerals representing over half of total 
exports. Gold, copper concentrate and other minerals, cashmere and cashmere 
products and textiles accounted for 93% of Mongolia's exports in 2004. Tourism 
is also emerging as a foreign exchange earner, although Mongolia is yet to tap its 
potential as a tourist destination. Mongolia's main imports in 2003 included food, 
manufactured products (including non-electrical machinery, transport equipment 
and other sem i-man ufactu res). 

c. Recent trends: some reasons for optimism but also many 
causes for concern 
Though Mongolia has managed considerable progress towards a market 
economy, it is not clear that it has yet turned the corner in terms of being on a 
path of sustained and broad-based private-sector led growth. A number of recent 
trends reveal a mixed picture regarding the Mongolian economy and the 
prospects and condition of the Mongolian private sector, indicating both reasons 
for optimism as well as causes for concern. 

The economy has grown 
continuous'ysince '''21 

Having weathered an initial period of contraction, as well as a number of 
subsequent crises, the Mongolian economy has grown steadily in the last few 
years. Following an initial post-transition economic collapse, Mongolia has grown 
continuously since 1993. The annualized average growth rate was around 2.8% 
from 1996 to 2000. Though there were some setbacks to economic growth in 
2001 and 2002, due to severe weather conditions leading to heavy losses of 
livestock, the set back was short-lived and even during these years, the growth 
rate was positive, albeit low. Since 2002, growth has resumed and Mongolia's 
economy has been growing at over 5%. In fact, in 2004, the economy grew at a 
rate of 10.6%, the highest in the East Asian region. 

Table 2.4:GDP growth in recent years 

GDP at current prices, billion MNT 1018.9 1115.6 1240.8 1461.2 1910.9 2213.6 
GDP at 2000 prices, billion MNT 1018.9 1029.5 1070.7 1130.3 1251.4 1327.7 
Real GDP growth (%) 1.1 1 .o 4.0 5.6 10.6 6.1 
Source: Government of Mongolia (2006). Socioeconomic Guidelines 2006-2008. 

2000 2001 2002 2003 2004 2005 

The exceptional growth in recent years can at least in part be attributed to 
fortuitous circumstances that are unlikely to be replicated. The rise in copper and 
cashmere prices, the coming on line of the Boroo gold mine and the consequent 
rise in exports of gold are examples. That raises questions about how 
sustainable the growth is likely to be. 
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Growth in recent years 
does not appear to have 
been broad-based 

Wholesale and retail 
trade have expanded ... 

... reflecting a 
consumption boom 
whose origins are unclear 
and sustainability 
uncertain 

Exports have increased 
but the expansion has 
been narrowly based and 
triggered by favorable 
(and perhaps temporary) 
terms of trade shocks 

FDI flows have picked up 
in recent years 

The banking sector has 
recovered from the crises 
of the late 1990s ... 

The growth does not appear to have been broad-based. Without repeated 
comparable estimates of the distribution of household welfare it is difficult to 
definitively assess how broad-based and pro-poor growth has been. But the 
evidence, both partial and indirect, that is available suggests that growth has not 
been very widespread. 

The basic incidence of poverty has remained at about 36% between 1998 and 
2003. And a look at changes in the last few years in the sectoral composition of 
GDP and employment indicates that the sectors that have grown the most rapidly 
in terms of their GDP share-mining, whose share of GDP rose by 8.3 
percentage points being the prime example-are not the ones where much 
employment has been created, at least judging by changes in sectoral 
employment shares. While not definitive, this is prima facie evidence that the 
increased output and value added in these sectors is unlikely to have been 
associated with more widespread increases in incomes. 

Table 2.5:Sector-wise contributions to GDP and employment growth 
Share of employment (YO) Share of GDP(%) 

Change Change 
2001 2004 2001-04 2001 2004 2001-04 

Agriculture, livestock, forestry and fishing 48.3 40.2 -8.2 24.9 21.3 -3.5 
Industry Mining and quarrying 2.4 3.5 1.1 9.0 17.3 8.3 

Construction 2.5 4.1 1.7 2.0 2.6 0.6 
Manufacturing 6.7 6.0 -0.7 8.1 5.3 -2.7 

Services Wholesale and retail trade 10.8 14.1 3.2 26.7 24.6 -2.1 
Hospitality 2.0 3.0 1.0 1.3 1.0 -0.3 
Transport 4.2 4.4 0.2 13.0 12.7 -0.3 
Financial, real estate and 
business 1.7 2.9 1.2 4.2 5.3 1.1 

Others (utilities, social, public) 21.4 21.8 0.4 10.9 9.8 -1.1 
Source: National Statistical Office of Mongolia (2005), -ical Yearbook. 

Within the service sector, wholesale and retail trade has grown in particular. Both 
in terms of employment and lending volume, the wholesale and retail trade sector 
has grown dramatically in the last four years, suggesting that the Mongolian 
economy is experiencing a consumption boom. 

What remains unclear is what underlies the consumption boom and how long it is 
likely to last. Possible causes of the consumption boom are increases in 
remittance income-net remittances from workers abroad totaled USD 146 
million and constituted 9.1 % of GDP-official development assistance and the 
increased flow of money into the economy in anticipation of a boom in the mining 
sector. 

Exports have increased but the expansion has been narrowly based in minerals 
and precious metals and triggered by favorable (and perhaps temporary) terms 
of trade shocks. 

Foreign direct investment flows have picked up in recent years from just over 
USD 60 million in 2001 to USD 93 million in 2004. 

The banking sector has recovered from the crises of the late 1990s. Deposits 
have grown nearly four-fold over the last four years from 175 billion MNT in 2001 
to 625 billion MNT in 2004, while the volume of domestic credit has increased 

8 



almost fivefold from 135 billion MNT in 2001 to 607 billion MNT in 2004. 

... and lending to the 
private sector has 
Increased substantially 

But much of It has gone 
to short-term loans for 
wholesale and retail 
trading activities ... 
... and domestic private 
investment remains low 

Table 2.6:Key financial indicators 
Indicator Year 

2001 2002 2003 2004 
Total deposits (billion Tg) 174.9 282.4 490.5 625.7 
Of which, domestic currency 87.6 147.2 240.3 30 1 
Of which, foreign currency 87.3 135.2 250.2 324.7 
Total loans outstanding (billion Tg) 135.1 231.4 442.1 606.8 
Of which, private sector 108.7 194.6 336 516.6 
Total value of new loans issued 68.3 96.4 210.7 164.7 
Domestic currency time deposit rates (Yo) 2.4-24.0 6.0-22.0 6.0-22.0 6.0-20.4 

Short term domestic currency loan rates (YO) 41.4 33.4 31.5 30 
Short term foreign currency loan rates (%) 22.2 19.8 19.6 17.9 

Foreign currency time deposit rates (Yo) 1.0-13.2 1.2-12.0 2.4-12.0 1.4-9.6 

Interest rate spread: domestic currency 17.4-39.0 1 1.4-27.4 9.5-25.5 9.6-24.0 
Interest rate spread: foreign currency 9.0-21.2 7.8-18.6 7.6-17.2 8.3-16.5 
Inflation rate (YO) 8 1.6 4.7 11 
Source: Bank of Mongolia (2005), various Monthlv Bulletins. 

Lending to the private sector has accordingly increased, from 109 billion MNT in 
2001 to 517 billion MNT in 2004. But a lot of it has gone to short-term loans for 
wholesale and retail trading activities. Bank of Mongolia statistics indicate that 
loans for wholesale and retail trading activities constituted nearly 40% of the new 
loans issued in 2004, a much higher share than would be suggested by the 25% 
share of wholesale and retail trade in GDP. 

Despite the nearly fivefold increase in lending to the private sector, investment by 
domestic private firms remains low, constituting only 26% of all investment in 
2004. Bank-financed private investment is even lower, representing only 8% of 
all investment. In fact, a comparison of the figure for new bank lending to the 
private sector of 165 billion MNT in 2004 with the 34 billion MNT in private sector 
investment that is estimated to have been bank-financed indicates a substantial 
discrepancy and a puzzle. Either the aggregate investment numbers are under- 
estimating the true scale of investment being undertaken by the private sector. 
Or, the loans are being used for purposes other than investment. 

Table 2.7:Domestic private investment 
2001 2002 2003 2004 

Total investment, public and private (billion Tg) 309.5 329.3 418.0 406.9 
Of which investment by domestic private firms 66.7 74.7 97.5 107.4 
Of which, financed by bank loans 11.0 22.6 29.8 34.3 
Of which financed by own funds 55.7 52.1 67.7 73.1 
Domestic private firms share of total investment 21.6 22.7 23.3 26.4 
Share of total invt. by private firms using bank loans 3.6 6.9 7.1 8.4 

Source: National Statistical Office of Mongolia (2005), Monaolia Statistical Yearbook. 

9 



Firms are not investing The firm-level evidence from the PlCS suggests that investment propensity 
amongst firms is low. Only two-fifths of the firms report making any investment in 
the year preceding the survey, and the mean investment levels for those firms 
that did invest were low. 

Most firms are operating 
well below capacity 

Job creation, the 
hallmark of a robust and 
dynamic private sector, 
has been limited 

Figure 2.1:Which firms have been investing, and how much? 
(Mean investment levels (million M N T )  and probability (%) of investing, by firm type) 

100 - Mean investment (million MNT) . - - 0 -  - .  Probability of investing (%) 
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Source: Mongolia Productivity and lnvestmenf Climate Survey (2004) 

One likely reason firms may not be investing is that most firms are operating well 
below capacity. And the most common reason that firms cite for under-utilization 
of capacity is.a lack of demand. 

Job creation is the hallmark of a robust and dynamic private sector. Without 
repeated labor force surveys, it is difficult to assess precisely how the Mongolian 
private sector has been doing in terms of this key measure. But the indirect 
evidence from a number of different sources suggests that job creation has been 
limited , 

Changes in the size (in terms of number of employees) distribution of firms 
between 2001 and 2004 show no indications that firms are growing. The number 
of active registered firms with more than 9 employees declined. 

Table 2.8:Have Mongolian firms been creating jobs? What the aggregate data suggest 
(Fraction affirms(%) that s )  

Year 
2001 2002 2003 2004 %change 

Total number of active economic entities: 24,954 25,523 26,552 25,356 1.6 
Of whlch, number of active entities with: 
1 to 9 employees 19,967 20,515 21,704 20,693 3.6 
10 to 19 employees 2,008 2,052 2,016 1,913 -4.7 
20 to 49 employees 1,913 1,896 1,806 1,751 -8.5 
50 or more employees 1,066 1,060 1,026 999 -6.3 
Source: National Statistical Office of Mongolia (2005), Monuolia Statistical Yearbook. 

1 0  



... and the growth of 
especially in terms 

of employment has been 
I im ited 

The numbers from the PlCS indicate that indeed job creation has been limited. 
Of the 85% of firms which had been operating at least since 2001, less than half 
had added any jobs over the three year period. Micro-enterprises tended to 
create jobs at the time of start-up. Less than a third of established (Le., 
continuing micro-enterprises) added jobs. Small and medium enterprises, on the 
other hand, appear to be the locus of job creation. Nearly 60% of the SMEs 
added jobs. 

Table 2.9:Have Mongolian firms been creating jobs? What the micro evidence suggests 
(Fraction affirms(%) that s) 

Fraction (Yo) of firms which: 
Shed No Added Created jobs Share of all 
jobs change jobs through entry firms(%) 

All firms 17.8 27.1 40.4 14.7 100.0 
By industry cluster 
Construction 12.3 31.7 42.8 13.2 25.7 
Apparel and textiles 25.9 26.4 43.5 4.2 15.5 
Food and beverage products 22.6 18.2 38.5 20.7 21.6 
Wood products 8.8 19.2 43.1 28.9 6.9 
Hides and leather products 24.6 34.9 40.5 0.0 5.6 
Business services 19.9 31.2 36.4 12.5 18.6 
Tourism 16.1 20.0 36.7 27.2 6.1 
By initial firm size (# of permanent workers) 
Microenterprises (< 10) 7.4 32.9 25.6 34.1 43.0 
Small and medium (10-99) 21.4 21.7 57.0 0.0 41.4 
Large (>= 100) 37.3 25.5 37.2 0.0 15.6 
By ownership status 
Domestic private 16.4 28.5 39.1 16.0 84.1 
Foreign 11.0 18.6 59.1 11.3 10.1 
Public-sector 49.9 21.8 27.0 1.3 5.8 
Source: Mongolia Productivity and Investment Climate Survey, 2004 

The remaining nearly 15% of the firms surveyed were new businesses, having 
opened in the year before the survey (2004). By definition these firms created 
jobs simply by virtue of establishing themselves. But because turnover rates are 
extremely high amongst micro-enterprises few of these jobs are likely to have 
been long-lived. 
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d. 

The challenge: promoting 
investment and job 
creation by the private 
sector 

The tasks: 

improve the business 
environment 
facilitate trade 
integration 

Figure 2.2:Which firms have been creating jobs? 
(Probability (%) of job-creation between 2001 and 2003, by firm type) 

0 

Source: Mongolia Productivity and Investment Climate Survey, 2004. 

The challenge: promoting investment and job creation by the 
private sector 

If Mongolia is to achieve its aim of sustained private-sector led growth and in 
doing so, generate incomes and jobs for the poor, the private sector has to grow, 
and that growth has to be broad-based. For there to be growth, there has to be 
investment by the private sector, and for the growth to be broad-based there has 
to be job creation by the private sector. Not enough of either is happening in 
Mongolia currently. To achieve its aims therefore, Mongolia needs to promote 
investment and job creation by the private sector. 

To do this, the first task is to improve the environment in which private 
businesses operate. But improving the domestic business environment will, by 
itself, not be enough. For an economy the size of Mongolia's, with its narrow 
endowment base and limited domestic markets, private-sector led growth must 
be anchored in greater trade and integration with the global economy. And so, a 
second task is to facilitate trade integration. 
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The most frequently cited 
impediments to doing 
business in Mongolia are: 

corruption 
a lack of finance 
the burden of taxes 

On other dimensions as 
well, the investment 
climate in Mongolia 
appears to be less 
hospitable than in many 
countries of East Asia, 
Europe and Central Asia. 

~~~~~~~~~ hawe $0 say 
Assessments of the business environment usually begin (and rightly so) by 
reviewing what businesses have to say about the environment in which they are 
operating. A number of surveys over the last few years have done just that, by 
documenting the perceptions of firms regarding the main obstacles they face in 
operating and expanding their businesses. 

These surveys reveal a remarkably consistent picture. Corruption, the high cost 
of and limited access to finance and the burden of taxes (both tax rates and 
problems with tax administration) tend, in all the surveys, to be the most 
frequently cited impediments to doing business in Mongolia. The results from the 
PlCS of 393 registered firms corroborate these earlier findings (Figure 3.3). 
Corruption is the impediment most frequently cited (57% of the firms) as a major 
or severe obstacle, followed by cost of finance (56%), and tax rates (55%). And 
while taxes, access to finance and corruption are common complaints of firms in 
many countries, the share of firms that view these three constraints as major or 
severe obstacles is higher in Mongolia than in most of the 62 other countries for 
which comparable investment climate survey data are available. 

On other dimensions as well, the investment climate in Mongolia appears to be 
less hospitable, or at least perceived to be so by a greater fraction of firms, than 
in most countries in East Asia, a region to which Mongolia is increasingly 
lookingto integrate with, and many countries in Europe and Central Asia that 
have undergone similar transitions from centrally planned to market-led 
economies. 

Figure 3.3:Perceptions of Mongolian firms regarding the main investment climate impediments 
(% oJfims that perceives the particular constraint to be a major or severe obstacle) - - ~~ __il -" I-- "- - 
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Source: Mongolia Productivity and Investment Climate Survey, 2004 and similar firm-level investment climate surveys carried out by 
the World Bank and local partners in?l!FEoun!!i5. 
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Nearly 80% of the 
registered Mongolian 
firms surveyed perceive 
corruption to be an 
obstacle to the operation 
and growth of their 
business 

The problem of 
corruption appears to 
have worsened 
considerably in the last 
five years 

Firms that are creating 
jobs and ought to be 
allowed to flourish are 
instead, the ones most 
troubled by corruption 

i n g c n t r42 n c hed 
Mongolian firms view corruption as a problem. Nearly four-fifths of the registered 
Mongolian firms surveyed perceive corruption to be an obstacle to the operation 
and growth of their business, with over half reporting that it is a major or severe 
obstacle. Corruption is the investment climate constraint most widely perceived 
to be a major or severe obstacle. 

Perceptions of corruption as an adverse feature of the business climate are more 
widespread in Mongolia than in several comparator countries as well as some 
current and future competitor countries. Of the 62 countries for which recent 
firm-level survey data are available, Mongolia ranks 9th highest in terms of the 
share of firms that report corruption is a major or severe obstacle. 

Figure 3.4: Perceptions of corruption as a severe obstacle are more widespread in Mongolia 
than elsewhere 
" (%A@rrns reporting _..-.I_ corruption .- is a - severe - obstacle to doing business) -.--, . -" ~ 

.................................. ~ _"," ~ ~ _ _  
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Cambodia (2003) 55.9 

Mongolia (2004) 56.2 
-- _II--~I......_-I__-," ,.,, . , _, - 
Source: Mongolia ProducFv and Investment Climate Survey (PIGS), 2004 and similar investment 
climate s u w ~  carried out by the World Bank in other countries. 
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The problem of corruption appears to have worsened considerably since 2001. 
Mongolia's position in a number of global rankings of governance and 
corruption-e.g., Transparency International and the World Bank's Governance 
Indicators-has fallen in the last four years. A comparison of the findings from 
the 2004 PICS with those from the MAPS survey of 375 firms carried out in 2001 
by USAID's Competitiveness Initiative-the design and sampling strategy for 
which was very similar to that of the PICS-provides even more direct evidence 
of this trend. In the 2001 survey, 44% of the firms reported corruption to be a 
major or severe obstacle, while 21% of the firms had no opinion. In 2004 PICS, 
on the other hand, all the firms had an opinion on the issue of corruption, and 
56% of them said it was a major obstacle. 

Larger firms, especially those based in Ulaanbaatar, are more likely to report that 
corruption is a major impediment. This is evident in the PICS. It is also suggested 
by the fact that in a 2004 survey of 100 medium and large firms (Enterprise 
Restructuring Project, 2004), 81% of the firms cited corruption as a major or 
significant obstacle, a larger percentage than in the PICS, which had a more 
representative sample of firms of all sizes. 

Of particular concern is the fact that the best-performing firms, firms that have 
been the most successful at creating jobs and which ought to be nurtured and 
allowed to flourish, are instead, the ones most troubled by corruption. Nearly 
three-quarters of these firms report that corruption is a severe problem. 
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Government Procurement Government procurement processes are seen as particularly opaque and 
processes are Seen as corruption-ridden. Firms report that, on average, over 4% of the value of 
particularly opaque and 
corruption-ridden government contracts is typically expected to be paid as gifts (bribes) to the 

relevant officials. Again, this is higher than in most of the countries for which 
comparable data are available. 

Table 3.1 0: Government procurement the importance of gifts 
____I__ (Value omt%ected __ to secure II_^ government ................. con-pact ........ ____ (%oJcontract)) - 
Mongolia 4.3 Europt? & %)antral Asia 1.6 

East Asia & ~~~~~~~ 2.5 Russia 2.0 
Cambodia 5.4 Azerbaijan 3.9 
China 2.1 Kazakhstan 1.7 

- Indonesia 0.8 .... ,I_,-.-..I_ KY!gE,.E!?P: ~" .. 2.2 
Source: Mongolia Productivity and Investment Climate Survey, 2004 and similar investment climate 
s u ~ ~ ~ e ~ o ~ . b ~ ~ ~ . w o ~ ! d " ~ a ~ k - i n  O ! E E s  tries, ....... ~ --.I .__I" ...-.----I" ~ .. 

Over three-quarters of the firms cite one or more aspects of the government 
procurement process to be a major or severe obstacle to doing business with the 
government. And only about 20% of the revenues of the firms surveyed come 
from doing business with the government. 

Figure 3.5:Firms' perceptions of government procurement processes 
(% of firms reporting that particular aspect of procurement process is a major or severe 
obstacle ) 
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Corruption amongst the 
political elite appears to 
be on the rise 

Cross-country 
comparisons indicate 
that having political ties 
is relatively more 
important for doing 
business in Mongolia 
than elsewhere. 
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Source: Mongolia Productivity and Investment Climate Survey, 2004. __._.I- 

Unlike most cases of bureaucratic corruption where surveys of "victims" can 
provide rough indications of how widespread the problem is, the extent of 
corruption amongst the political elite is hard to assess directly and difficult to 
quantify because of the high stakes involved and the "behind closed doors" 
nature of all transactions. 

That said, there is a wealth of anecdotal evidence, including first-person 
accounts provided in face-to-face interviews with businessmen, both domestic 
and foreign, which suggests that corruption amongst the political elite in Mongolia 
is on the rise and becoming entrenched. 

More statistically robust, albeit indirect, evidence comes from what the 
businesses surveyed had to say about the importance of political ties. Nearly half 
of the firms report that individuals with political ties have a major or decisive 
influence on the formulation of laws and regulations governing the business 
climate. Cross-country comparisons indicate that having political ties is relatively 
more important for doing business in Mongolia than elsewhere. 

1 6  



Figure 3.6: Political connections are more important for doing business in Mongolia than 
elsewhere 
(% of responding firins indicating individuals with political ties have major or decisive 
influence on policy) 
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Source: Mongolia Productivity and Investment Climate Survey, 2004 and similar investment climate 
surveys carried out bLthe World Bank in other countries. 

Access to land is cited by over half the firms as a major or severe obstacle. With 
the passage of land laws in 2002, which clarified the status of property rights in 
urban areas, the problem now appears to be the functioning of the land 
registration system. In particular, surveys by the Mongolian National Chamber of 
Commerce and Industry (MNCCI), among others, suggest that the land 
registration process-managed by the Immovable Property Bureau-has 
become a locus of both petty bureaucratic and elite corruption. 

"- _ I . _ - ~ ~ . . _ I _ _ _ - ~ . . I . _ _ , - . ,  __ _. ." ..l_~,,.,..,,~..l_l. I.._" ,_,.l_._._ 

Land registration and 
allocation has become a 
locus of corruption 

Thelackofaccesstoand 
high Of finance are 
a major constraint on the 
growth of businesses 

The lack of access to and high costs of finance continue to be a major 
constrainton the growth of businesses in Mongolia. Approximately 42% of the 
firms claim that access to credit was a very severe or major obstacle, and 56% of 
the firms indicated that the cost of credit was a very severe or major obstacle. 
The cost of credit was second only to corruption as the most frequently cited 
impediment to business. 

Domestic firms are more likely than foreign firms, and SMEs are more likely than 
either large firms or micro-enterprises to consider the cost of credit a severe 
obstacle. 

Interest rates have 
declined in recentyearsy 
but they continue to be 
10-15% higher in real 
terms than in other 
countries 

With the recovery of the banking sector following the crises of the late 1990s, the 
reduction in inflation and the fivefold increase in domestic credit over the last five 
years, interest rates in Mongolia have declined relative to where they were. But 
the cost of credit still remains prohibitively high for most firms. Aggregate 
statistics for the banking sector indicate that average real interest rates (Le., 
lending rates adjusted by CPI inflation) for short-term domestic currency 
denominated loans are around 20% per year, substantially higher than the rates 
in other countries, both peers and competitors. Consistent with this, the firms in 
the PlCS sample report paying on average, a nominal monthly interest rate of 
2.9% on domestically denominated short-term loans, and 1.8% for long-term 
loans at a time when the annual inflation rate was 5.1% (in 2003) and 8.2% (in 
2004). 
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The degree of bank- 
based financial 
intermediation in 
business activlty is low 

Less than a third of the 
firms have a bank loan 

Unlike firms in China and 
Malaysia, Mongolian 
firms rely largely on 
internal funds and 
finance from informal 
sources for their 
investment and working 
capital needs 

Table 3.1 1 :Real interest rates in Mongolia and selected other countries, 2001-05 
(%per year) 

2001 2002 2003 2004 2005 2003 
Bolivia 18.5 19.7 14.3 10.0 11.2 26.5 
China 5.4 6.1 4.2 1.7 3.8 

Mongolia 24.0 27.5 21.2 17.1 10.8 
Russian Federation -3.5 -0.1 -0.7 0.5 -2.0 
Vietnam 9.9 5.2 6.4 2.8 9.1 

Kyrgyz Republic 30.4 22.7 16.2 25.2 22.2 

Source: lnternational Financial Statistics, IMF. 

The high cost of finance, and the difficulties in access are reflected in the 
financing options available to and pursued by the PlCS firms. These suggest 
that, with the possible exception of the wholesale and retail trade sector (which 
was not covered in the PICS), the degree of bank-based financial intermediation 
in business activity is low. 

Less than a third (27.9%) of the firms had a term loan from a bank or a financial 
institution at the time of the survey, and only a slightly higher fraction, 35.5%, had 
had a loan in the previous 3 years. Large firms and public sector enterprises 
were the most likely to have a loan, while foreign firms and micro-enterprises 
were the least likely. 

Mongolian firms rely largely on internal funds and finance from informal sources 
for their investment and working capital needs. Only 6% of new investments are 
financed by bank loans and only 7% of the working capital needs of firms are met 
by banks. In terms of the share of new investments financed by banks, the 
average for the East Asia region as a whole is 17%, nearly three times the share 
in Mongolia. Firms in China and Malaysia in particular are much less dependent 
on internal resources for investment purposes. 

Only 2.4% of Mongolian firms enjoy an overdraft facility with a bank, well below 
the East Asia regional average of 30.79%. 

Table 3.12 : How does bank-based financial intermediation in Mongolia compare: 
(% per year) 

East Europe & 
Mongolia Asia & China Cambodia Malaysia Central 

Country (2004) Pacific (2003) (2003) (2002) Asia Russia 
New investment from 
internal funds (“YO) 79.9 35.6 15.2 20.2 42.8 70.7 86.6 
New investment from 
banks (YO) 6.1 17.3 20.4 2.9 33.6 12.1 4.3 
Firms with an 
overdraft facility (“/’) 2.4 30.8 24.0 7.0 71.7 
Source: Mongolia Productivity and lnvestment Climate Survey (PlCS), 2004 and similar investment 
climate surveys carried out by the World Bank in other countries. 

Long-termcreditremains Apart from the cost of credit, a common complaint of firms in sectors other than 
wholesale and retail trade is the lack of long-term credit. Without such credit, scarce In Mongolia 

potential productivity-enhancing investments in plants, machinery, quality 
% o f  firms with loans of upgrading of processes, etc. cannot be undertaken-the returns to such 
maturity ... investments are usually realized over a longer time horizon than the short 
Less than a year maturity periods of most loans permit. The evidence from the PlCS bears out this 
One to five years 17 
More than five years complaint: 80% of the loans obtained by the firms between 2002 and 2004 had a 

maturity of less than 1 year, 17% had a maturity of 1 to 5 years, and only 3% had 

8o 
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Lack of access to credit 
is a common complaint 

... and a legitimate one, 
but the limited access to 
credit may also in many 
cases be self-imposed 

Many firms do not apply 
for loans and many state 
no need for loans 

Bank lending in Mongolia 
Is almost exclusively 
collateral-based and 
immovable assets are the 
predominant form of 
collateral 

a maturity over 5 years. Aggregate statistics indicate that while the situation has 
improved slightly over the last four years, more so for medium-term loans, long- 
term credit remains rare. 

Figure 3.7 : The availability of medium and long-term credit in Mongolia (2001-2004) 
Share of all loans (YO) Amount (billion MNT) 

2001 2002 2003 2004 2001 2002 2003 2004 
All standard loans 124.2 249.6 409.9 550.9 100.0 100.0 100.0 100.0 
Less than a year 113.5 230.7 312.2 434.1 91.4 92.4 76.2 78.8 
1 to 5 years 6.3 12.6 85.8 91.7 5.1 5.0 20.9 16.6 
More than 5 years 4.3 6.4 11.9 25.2 3.5 2.6 2.9 4.6 
Source: Bank of Mongolia, Consolidated Loan Reports for various years. 

Complaints about access to credit, while not as common as those regarding the 
cost of credit, still are frequent-42% of the firms report that access to credit is a 
major or severe obstacle. 

The evidence from the PlCS suggests that while there are some respects in 
which this is a legitimate complaint, a lack of bankable investment opportunities 
and an overly pessimistic assessment of the difficulties in obtaining credit may 
also be part of the problem. 

Of the 72% percent of firms who did not have a loan at the time of the survey, 
almost all (94%, or 68% of all firms) report that they did not apply for a loan. And 
of these firms, almost two-thirds (42% of all firms) indicated that they simply did 
not need term loans. 

Table 3.13 : The evidence on access to credit 
(Share of firms (%)) 
All firms 100.0 

Have a loan 27.9 
Do not have a loan 72.1 

Applied for a loan but turned down 
Did not apply 

Did not need a loan 

4.0 
68.1 

42.2 
Discouraged 25.9 

Source: Mongolia Productivity and Investment Climate Survey (PICS), 2004. 

Amongst the firms (25% of all firms) that chose not to apply for a term loan in 
spite of the fact that they acknowledged a need for credit, the most frequently 
listed reason for not applying was that interest rates were too high (82.8%). Many 
of the firms that deemed interest rates too high also gave additional reasons for 
not applying: collateral requirements are too stringent (72%), application 
procedures are too cumbersome (59%), and corruption in the allocation of credit 
(15%). For the small group of firms (4% of all firms) that did apply but whose 
application was turned down, the main reasons were lack of collateral (81 YO) and 
perceived lack of feasibility (26%). 

Apart from the high costs of credit, perhaps the most important factor behind the 
difficulties in accessing credit is the fact that bank lending in Mongolia is almost 
exclusively collateral-based. Of the firms that had a bank loan, ninety percent 
had to put up collateral in order to obtain the loan. And in ninety percent of these 
cases, the collateral was in the form of immovable assets such as land or 
buildings. 
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Collateral to loan values 
are higher in Mongolia 
than in any other country 

Is an economy-wide 
scarcity of capital the 
main reason why interest 
rates are so high in 
Mongolia? 

The evidence suggests 
that structural and 
systemic factors are 
equally Important 

The spread between 
deposit rates and lending 
rates is amongst the 
highest in the world 

The size of the spread 
reflects the risks 
associated with lending 

Poor corporate 
governance and a lack of 
transparency make it 
difficult for banks to 
assess creditworthiness 

The weaknesses of the 
bankruptcy and debt 
recovery f ramework 
increase the risks and 
costs of banking 

Moreover, collateral requirements, as a percentage of the loan value, are much 
higher in Mongolia than in almost every country for which comparable data are 
available. 

Table 3.14 : Collateral requirements are more stringent in Mongolia than elsewhere 
(Ratio of collateral required to loan value (%)) 
Mongolia 224 
East Asia and Pacific 78 Europe and Central Asia 154 
China 81 Russia 147 
Cambodia 46 Kyrgyz Republic 180 
Mal a ys i a 84 Kazakhstan 143 
Source: Mongolia Productivity and Investment Climate Survey, 2004 and similar investment climate 
surveys carried out by the World Bank in other countries. 

In growing economies with high interest rates, the presumption is often that an 
economy-wide scarcity of capital, relative to the demands for working capital and 
investment funds, is the binding constraint-i.e., the main reason why interest 
rates are high. If that were indeed the case, the only steps needed would be to 
attract increased flows of foreign capital, either on market or concessional terms. 

Mongolia does indeed need additional capital from abroad. The evidence, 
however, suggests that interest rates are high not only, or even primarily, 
because of a scarcity of capital. Rather, the high interest rates are due as much 
to systemic and structural factors that make bank lending a risky activity and limit 
the range of financial products that are available. 

Two simple facts support this claim, the first of which has already been 
mentioned, namely, the high collateral to loan value ratios. Such stringent 
collateral requirements are a direct indication that bankers perceive lending to be 
risky. The second noteworthy fact is that interest-rate spreads in Mongolia are 
extremely large, ranging up to 24%, and are among the highest in the world. 
Such high margins could, in principle, derive from a number of sources. The 
transactions costs of screening and processing loans could be high. Competition 
in the banking sector might be limited. Or the risks inherent in lending could be 
high, implying that a risk premium is built into the lending rates. 

It is difficult to rigorously decompose the contributions of each of these sources 
to the overall spread. But a calibration analysis using data on operating costs, 
return on equity, incidence of non-performing loans of Mongolian banks suggests 
that the riskiness of lending in Mongolia contributes significantly to the size of the 
spread (Magvan and Songwe (2005)). 

The riskiness of lending derives in turn from a number of sources. The most 
important of these appear to be poor corporate governance and the lack of 
transparency, which makes it difficult to assess the creditworthiness of 
borrowers-forcing banks to rely almost entirely on collateralized lending-and 
the weaknesses in the legal and administrative framework for bankruptcy and 
debt recovery, which make even collateral-based lending risky and costly. 

While Mongolia’s public credit registry system scores well in the Doing Business 
rankings in terms of coverage, creditor rights are poor. The legal framework and 
administrative processes for the liquidation of collaterized assets is weak and 
unclear. Procedures for debt recovery, working through the court system, are 
often poorly implemented. And bankruptcy procedures are cumbersome and 
lengthy. Unviable businesses in Mongolia linger for about 4 years, more than the 
average of 2.8 for East Asian and 3.3 for transition countries. 
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The problem is not only with the laws (or lack thereof) governing bankruptcy 
anddebt recovery, but also with the administrative mechanisms and proceadures 
throughwhich these laws are implemented, or in most cases, fail to be 
implemented. 

The legal f~~meworkfor  Financing through leasing arrangements is practically non-existent in Mongolia. 
On average, less than 1% of the investment funds of the surveyed firms came leasing is also weak, 

limiting the range of 
financial products from lease financing. Weaknesses (and omissions) in the legal framework for 
available to firms leasing, when coupled with the weaknesses described above in the debt 

recovery framework have limited the availability of lease financing. The lack of a 
Movable Assets Registry is also cited by bankers as a gap. 

d. Taxes are burdensome and tax administration inconsistent 
Taxes are Perceivedto be That Mongolian businesses, at least those formally registered and not operating 

completely in the shadow economy, feel that taxes are burdensome is clear. The burdensome 

need to reduce the burden of taxes is a recurring theme in almost every private 
sector forum. In every survey that has been conducted in the last few years, the 
burden of taxes has been cited as one of the main impediments, and in many 
instances, the main impediment to doing business in Mongolia. 

Atover32%lthetax-to- 
GDP ratio in Mongolia is 
extremely high 

Government revenues in Mongolia add up to nearly 40% of GDP, a fact that has 
led the Asian Development Bank to report that the “size of Mongolia’s 
government” is the largest in Asia. Tax revenues from all sources provide the 
bulk of government revenues. At over 32%, Mongolia’s tax-to-GDP ratio is 
amongst the highest in the group of low-income countries. Non-tax revenues, 
which include fines levied by the tax administration and other regulatory 
agencies, only add to fiscal burden that is placed on the Mongolian private 
sector. 

Table 3.15 : The structure of government revenues in Mongolia 
(Revenue from different sources as a % of GDP) 

2002 2003 2004 
Total revenue 38.4 37.9 39.4 
Current revenue 37.9 37.3 39.1 
Tax revenue and social securlty 28.9 28.8 32.3 

Income taxes 5.8 6.7 8.0 
Enterprise Income tax 3.7 4.7 5.5 

Social securlty contrlbutlons 4.4 4.5 4.5 
Sales tax and VAT 9.6 8.3 9.0 
Excise taxes 4.1 4.0 3.9 
Customs duties and export taxes 2.0 2.2 2.5 
Other taxes 3.0 3.1 4.4 

Non tax revenues 8.9 8.5 6.8 

Personal income tax 2.1 2.0 2.5 

Capital revenues 0.6 0.6 0.4 
Source: National Statistical Office of Mongolia (2005), Monaolia Statistical Yearbook. 

These aggregate statistics, in and of themselves, suggest that there may be 
legitimate grounds for the claims made by businesses. And a more detailed 
analysis suggests that the burden of taxes is indeed excessive. 
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Effective tax rates faced 
by firms are higher than 
the nominal rates 
indicated in the tax code 
because deductibility of 
certain business 
expenses Is not permitted 

The lack of a loss carry 
forward provision in the 
tax code discourages 
investments 

The dual tax rate 
structure creates an 
incentive to avoid taxes 
by staying “small” 

Tax avoidance appears to 
be common 

Under the enterprise income tax law (the Economic Entity and Organization 
Income Tax Law (EEOIT)) which was in effect at the time that the PlCS was 
undertaken, Mongolian firms were subject to a tax rate of 15% on the first 
100 million MNT of net income, and 0% on all income above this threshold. In 
nominal terms, these rates, even the top rate of 30%, are comparable to those in 
effect in other countries in the region. 

Table 3.16 : Corporate tax rates in Mongolia relative to other countries in the region 
(Top corporate tax rate (%) in 2003) 

Mongolia 30 Malaysia 28 
Chlna 30 Korea 27 
Indonesia 30 Russia 24 

Source: IMF 

However, the effective tax rate that many firms pay can be higher. Contrary to 
international practice, the tax code does not permit deductions for certain 
legitimate business expenses such as insurance premiums and imposes 
arbitrarily low limits on the deductibility of employee training and advertising 
expenses. Firms are therefore forced to choose between foregoing any legitimate 
business expenditures that are not explicitly mentioned in the law, no matter how 
critical they might be to continued profitability, and going ahead with the 
expenditure without being able to deduct it from net income, and in effect pay a 
higher tax rate. 

The tax code does not contain a loss-carry forward provision. This serves as a 
disincentive to investing in start-up businesses and is a particular issue in certain 
sectors where the up-front investments required are large. 

Because the corporate tax rate jumps from 15% to 30% once the annual net 
income of a firm crosses the 100 million MNT, the tax code creates a strong 
incentive for firms to stay artificially ‘!small”, often by splitting up into smaller 
establishments. 

The PlCS indicates that tax avoidance in the form of “divisionalization” is indeed 
common in the Mongolian formal sector. Many establishments are part of holding 
companies consisting of more than one establishment and few of the 
establishments, which file tax returns individually, report corporate taxable 
incomes exceeding the 100 million MNT threshold. Tax records from the GDNT 
also suggest this tax avoidance behavior, revealing a hump in the number of 
firms just below the 100 million MNT threshold. Similarly, for reasons of tax 
avoidance it is also possible that the tax code is contributing to firms not 
borrowing from banks or other formal institutions. 
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Tax avoidance is costly 

Labor taxes, in particular, 
social security taxes, are 
unusually high 

The burden of taxes 
rarely stems from the tax 
code aloneproblems of 
tax administration also 
matter 

Figure 3.8 : Mongolian firms avoid taxes by staylng artificially small 

Source: General Department for National Taxation, Mongolia. 

Tax avoidance usually comes at a cost. Splitting up (divisionalization) is costly 
because it reduces the benefits from economies of scale, for instance because of 
indivisibilities or increasing returns to scale. Splitting up can also make it more 
difficult to access finance as banks and other investors find it harder to get a 
complete and accurate picture of the consolidated financial position of the firm. 

Labor taxes in Mongolia average 29 percent of gross wages: 19 percent 
contributed by the employer and 10 percent by the employee. Included in “labor 
taxes” are pension contributions, social insurance, health insurance, worker 
disability, and unemployment insurance. These rates, in particular the social 
security tax rate, are unusually high for an economy at Mongolia’s level of 
income. 

Table 3.17 : Labor taxes are high in Mongolia 
Required contributions (% of gross wages) by: 

Type Employer Employee 
Overall 19.0 10.0 
Pension contribution 13.5 5.5 
Social insurance 
Health insurance 
Worker disability 

1 .o 
3.0 
1 .o 

1 .o 
3.0 

Unemployment 0.5 0.5 
Source: EPRCP (2005), Monthly Newsletter. 

Cross-country evidence indicates that dissatisfaction with the tax code and tax 
rates goes hand-in-hand with complaints about the tax administration. Problems 
with taxes are rarely limited to the tax code itself. The burden of taxes tends to 
come equally from inconsistencies in tax administration. That appears to be the 
case in Mongolia as well. 
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Figure 3.9 : Cross-country perceptions of tax rates and tax administration 

8- 
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Data from the PlCS indicates that the burden of tax inspections in Mongolia is 
high. Nearly 80% of the firms in the PlCS were visited by tax inspectors in the 
year preceding the survey. And the average number of days spent meeting with 
tax inspectors-9 days-was considerably higher than in most other countries in 
both East Asia and Central Asia. 

Table 3.18 : The burden of tax inspections in Mongolia relative to other countries 
(Average no. of days spent a year meeting with tax inspectors) 

Mongolia 9.0 Europe & Central Asia 2.8 
East Asia & Pacific 5.4 Azerbaijan 1.3 
Cambodia 7.2 Kazakhstan 
China 12.0 Kyrgyz Republic 

3.2 
3.2 

Malaysia 3.8 Russian Federation 2.5 
Source: Mongolia Productivity and lnvestment Climate Survey, 2004 and similar investment climate 
surveys carried out by the World Bank in other countries. 

Despite (and perhaps because of) the frequency of tax inspections, data from the 
indicate that the tax base in Mongolia is extremely concentrated and 

compliance rates particularly low. Of the 25,169 distinct tax returns that were filed 
in 2004, only 54.4% involved a positive income tax payment. About 43% of the 
enterprises reported zero or negative net income, and the tax payments of the 
top 100 taxpayers provided over 90% of the revenues. 

Table 3.19 : Corporate tax filings in Mongolia 

The tax base is narrow 
and compliance rates low GDNT 

2002 2003 2004 
No. of distinct tax statements filed 19,835 21,733 25,169 
Compliance rate: % paying positive tax 58.1 54.4 54.4 
% reporting negative or zero net income 43.0 41.6 43.6 
Share of EEOlT paid by top 100 firms (%) 87.9 89.7 92.2 

Source: Mongolia General Department of National Taxation (GDNT) data. 

There is substantial variation in the effective tax rates implicit in the taxes paid by 
different firms within a net income range. There are many firms that reported 
positive net income but paid no taxes. On the other hand some firms that report 
zero sales, and zero or negative net income but do nevertheless pay CIT. And 
among those firms that did make positive CIT payments, the implied tax 
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faced by individual firms 
indicate inconsistencies 
in tax administration 



ratevaried widely, even within a net income range. For instance, in the group of 
firms that reported net income of between 10 and 25 million MNT, the effective 
tax rate implied by the tax payments these firms actually made, ranged from a 
low of 3.3% to a high of nearly 30%. These variations suggest inconsistencies in 
tax administration. 

Figure 3.10 :The effective tax rate faced by firms varies widely 
(details) 

O t o i  10 to 50 to 100 to 500 to 
25 75 250 1000 

Net income reported on 2004 tax statements (million MNT) 

Source: Mongolia General Department of National Taxation data. 

The Drimarv cause of these inconsistencies in tax administration aDDears to be hconsistencies in tax 

~~~~~~~~~~~~e~~~~ the excesshe discretion that tax inspectors enjoy and the widespread rent- 
enjoyedbytaxinspectors seeking that this seems to invite. In a 2004 survey, almost 68% of those 
and the rent-seeking this interviewed thought the tax office was “heavily corrupt”, and another 27.5% felt it - 
invites was “fairly corrupt” (Partnership for Transparency, 2004). Consultations with 

businesses, and with the management of GDNT, confirm this assessment. 

There was also a general consensus that the tax inspectors still operate under 
more of a policing mindset rather than a service and compliance mind-set. In 
addition, there was broad dissatisfaction with the tax dispute resolution 
mechanism and the audit function. 

Tax evasion is 
widespread ... Because of these inconsistencies, tax evasion is widespread. The most 

straightforward, albeit indirect evidence of under-reporting and tax evasion, 
comes from the firms themselves. The PlCS firms were asked the question: 
“Recognizing the difficulties many enterprises face in fully complying with taxes 
and regulations, what percentage of total sales would you estimate the typical 
establishment in your area of activity reports for tax purposes?” The median 
response was 60% indicating that half the responding firms estimated that other 
firms in their industry reported no more than 60% of actual sales for tax 
purposes. Only 10% of firms felt that other firms in their industry fully reported all 
their sales. 

More direct evidence of under-reporting comes from a comparison of the sales, 
income and cost breakdowns firms reported in their tax statements with 
estimates of the same variables constructed from the more disaggregated 
questions about sales of main products, payments to workers and purchases of 
materials in the survey. 

Overathird ofthe firms These comparisons suggest that tax-evasion is widespread. There is substantial 
under-reporting of sales. Over a third of the firms are estimated to have 
substantially under-reported sales and average reported sales across all firms 

appear to be under- 
reporting sales 
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were estimated to be about 31 o/o below their actual sales levels. 

Under-reporting of labor 
costs is even more 
widespread and much 

Severe in degree.., 

Labor costs appear to be severely under-reported, much more so than sales. 
Nine out of ten firms are estimated to have systematically under-reported labor 
costs. The estimates suggest that, on average, for tax purposes, firms reported 
just over a quarter of their true labor costs. 

...and reflects an.effort to The severe under-reporting of wage and labor costs, which actually increases 
lower the excessive taxable income for enterprise income tax purposes (but lowers the overall tax 
burden that social 
security taxes place on liability because SST rates are higher than EEOIT rates for most firms) reflects 
firms the excessive burden that firms feel the social security taxes place on them. 

Figure 3.1 1 : Evasion of social security taxes is widespread 

and lnvestm&t Climate Survey, 2004. 

It is not uncommon for firms not to pay social security taxes. Actual social 
security payments are often far below the obligatory 19% (or 20 or 21 YO) for most 
of the firms. In nearly a fifth of cases the social security payments are zero, while 
in another 10% the payments are less than 19% of the reported labor costs. 

Tax evasion has hidden 
longmterm costs for the 
firms that evade taxes 

The widespread evasion of taxes, though perhaps understandable given the 
inconsistencies in tax administration, carries with it hidden long-term costs for the 
firms that evade. 

Taxevadersaremuch Analysis of the PlCS data indicates that firms that (are estimated to have) 
less likelyto haveaccess evaded taxes were much less likely to have access to finances, limiting their 
to finance ability to invest and grow. 

e. The licensing and inspections regime imposes a bureaucratic 
burden without achieving its underlying public purpose 
Business registration, licensing and certification processes, and the inspections 
that support them are meant to serve an important public purpose. Too often, 
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however, because of excessive red tape-i.e., unnecessary procedural 
complexity-a lack of transparency, and faulty administrative structures, these 
elements of the regulatory regime impose undue bureaucratic compliance 
burdens on firms and become mechanisms for rent-seeking. The situation in 
Mongolia seems to match this general picture though the picture is not as clear- 
cut as in some other countries. 

Findings from other surveys and direct reports from Mongolian businesses 
indicate that red-tape and corruption associated with licensing and inspections 
are a severe problem. 

Compared to regional benchmarks and to a number of other countries, the 
fraction of firms that view the business registration and licensing processes to be 
a problem is indeed high in Mongolia. 

Table 3.20 : Perceptions of businesses regarding registration, licensing and inspections in 
Mongolia and other countries 
(% offrms that view business registration and licensing as a majorhevere obstacle) 

Mongolia 30.7 
East Asla & Pacific 15.5 Europe & Central Asia 10.1 
Cambodia 11.2 Azerbaijan 7.5 
China 21.3 Kazakhstan 10.1 
Indonesia 20.5 Kyrgp Republic 10.4 
Malaysia 10.8 Russia 11.4 

Source: Mongolia Productivity and lnvestment Climate Survey, 2004 and similar investment climate 
surveys carried out by the World Bank in other countries. 

And while, business registration, licensing, and inspections do not make it to the 
list of top ten most frequently cited impediments by the PlCS firms-a more 
detailed look at the specific experiences of firms with various aspects of the 
licensing and inspections indicate that there are problems. 

To register their businesses and begin operations, the PlCS firms needed to 
obtain, on average, just under 3 licenses and permits, roughly half from local 
authorities and half from central agencies. Larger firms needed more, and so did 
foreign firms, in part because foreign firms tended to be larger. On average, it 
took firms just over 30 days per permit to obtain all the necessary permits. The 
overall cost in terms of official fees for registration and obtaining all the 
necessary licenses amounted to slightly less than 1% of the subsequent sales of 
the firms. These findings are roughly consistent with those reported in the Doing 
Business Surveys, including the most recent one (Doing Business, 2008), which 
indicate that the number of officially prescribed procedures, the number of days it 
takes to start a business, and the initial registration fee are all lower in Mongolia 
than the average for the East Asia region. At least from a procedural perspective, 
therefore, starting a business in Mongolia seems relatively straightforward. 
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Table 3.21 : The experience of Mongolian firms in obtaining the permits needed to start and 
continue Operations 

Llcenses and permits to... 
Start Continue 
operations operations 

Average number of licenses or permits 2.8 2.4 
Days taken to obtain necessary permits (per permit) 31 36 

94 Average total cost of all official fees (‘000 MNT) 
% of cases where unofficial payments were made 15.2 22.2 
Average unofficial payment (YO of official fee) 43.7 37.0 

226 

Source: Monaolia Productivitv and Investment Climate Survev. 2004. 

But despite its relative procedural simplicity, the process of starting a business is 
not corruption-free. One out of every six firms reported having to make unofficial 
payments to obtain its start-up permits. Domestic firms were more likely to report 
having done so than foreign companies, and small companies significantly less 
likely than SMEs. On average (amongst the firms that made them), unofficial 
payments constituted nearly 44% of the official fees. The PlCS data do not 
identify the exact locus of these rent-seeking activities. Anecdotal reports 
suggest that even initial business registration processes (with city authorities at 
the Registry of New Businesses) involve corruption and the payment of bribes. 

As part of their continuing operations, about a third of the firms applied for 
additional permits and licenses in the year preceding the survey. It took on 
average 36 days per permit to obtain these additional permits, and though, in 
general, smaller firms applied for fewer permits, it took them longer to obtain 
them. Corruption and rent-seeking are again a feature of these transactions: in 
22% of the cases, unofficial payments were required to obtain the licenses and 
the average bribe represented 37% of the official fee. And the fact that nearly a 
third of the firms employed a mediator-at a substantial additional cost-to help 
them negotiate the process of obtaining the necessary permits, suggests that 
firms do not find the process transparent. 

Mongolian firms spend, on average, 23 days per year in meetings with inspectors 
from a variety of government agencies. On average, inspectors from these 
agencies visited the establishment 7.5 times during the year. SMEs tended to be 
the most frequently visited, more than both micro-enterprises and large firms. 
Nearly 60% of the visits were unanticipated “surprise” Visits. 

The total cost-including fines, fees and unofficial payments-that the PlCS firms 
incurred as a result of these inspections amounted to 0.68% of the value of their 
sales. Extrapolating this figure to the economy as a whole using the total sales 
of 3581.2 billion MNT reported by all registered firms in their tax statements for 
2004, yields an estimate of 24.3 billion MNT (or 1.3% of GDP) for the economy- 
wide direct financial costs of regulatory compliance. 

Tax inspectors and inspectors from the State Professional Inspections Agency 
(SPIA) were the most common visitors. Over eighty percent of the firms had to 
deal with tax inspectors, while two-thirds of the firms reported visits by inspectors 
from the SPIA. Fees, fines, and unofficial payments paid to inspectors from these 
two agencies made up over half of the direct financial costs firms incurred. 

The costs of compliance (and corruption) are not only financial. The time that 
managers and proprietors have to spend dealing with inspectors and regulations 
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constitutes an additional burden. On this additional dimension of the compliance 
burden, Mongolia seems to compare favorably with other countries. On average, 
managers and proprietors report spending 8.3% of their time dealing with all 
aspects of the regulatory regime, from dealing with inspectors to completing 
forms and petitioning officials. This is below the regional averages for both East 
and Central Asia, and well below what firms in China report having to spend. 
However, the average masks considerable unevenness in the bureaucratic 
burden faced by firms. Roughly 14% of the firms avoided inspections all together 
in the year preceding the survey. The burden on the rest was thus much higher 
than the average figure would suggest. The 25% of firms that reported the 
greatest compliance burden spent over a quarter of their time dealing with 
inspections and regulations 

Table 3.22 : The consistency and compliance burden of regulations in Mongolia 

YO of management time 
spent dealing with 

YO of firms that think officials’ 
interpretations of regulations are 

Country/ Region regulations (“7)  consistent 

East Asia & Pacific 10.7 54.2 
Cambodla 11.1 55.6 
China 19.6 66.3 

Mongolia 8.3 48.4 

Malaysia 8.5 
Europe & Central Asia 5.6 46.9 
Azerbaijan 5.9 56.3 
Kazakhstan 4.2 55.9 
Kyrgyz Republic 7.8 41.9 
Russia 7.8 37.3 

Source: Mongolia Productivity and lnvestment Climate Survey (PES), 2004 and similar investment 
climate surveys carried out by the World Bank in other countries. 

The burden of regulations is further amplified if regulations are arbitrarily 
interpreted and inconsistently applied. 

f. The court system, while improving, remains a weakness while 
crime is not yet a major problem 
The mechanisms that are available in an economy, for contract enforcement and 
dispute resolution-of which the judicial system and the legal framework for 
commercial transactions are the most important-are critical to the development 
of a mature private sector. The degree of confidence entrepreneurs have in these 
“market-enabling” institutions tends to be strongly positively associated with 
levels of investment and rates of economic growth (Knack & Keefer 1995, Mauro 
1995). Mongolia’s institutions for contract enforcement and dispute resolution, 
though improving as a consequence of donor assistance on a number of fronts, 
remain weak. 

Only a third of the PlCS firms regard the legal system as a major or severe 
constraint. And more than half the firms express confidence in the ability of the 
judicial system to enforce their contractual and property rights in business 
disputes. That relatively benign assessment does not, however, stem from direct 
experience with the court system. Only 10% of all firms-constituting a third of 
those involved in disputes with clients or suppliers, with the remaining two-thirds 
choosing to resolve their disputes through non-judiciary means-had that. The 
experience of these firms, as well as expert independent assessments, suggest 
that the confidence of the majority in the legal system may be premature. 
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For the firms in the PlCS that have had dealings with the court system in 
Mongolia, it represents an extremely severe impediment to doing business. Over 
70% of these 
firms indicate as much. 

Table 3.23 : The legal system and the crime situation: Mongolia relative to others 

Country (“4 time (weeks) (“h of sales) of sales) 
Mongolia 57.8 14.5 1.7 1.6 
East Asla & Pacific 65.6 5.2 5.3 1 .o 
Cambodia 39.0 2.0 17.5 2.3 
China 82.5 8.1 1.5 0.3 
Malaysia 80.9 1.6 0.7 
Europe & Central Asia 56.0 8.9 1.2 0.6 
Azerbaijan 69.2 4.6 5.0 0.6 
Kazakhstan 57.3 6.0 1.3 0.7 
Kyrgyz Republic 49.2 7.6 2.1 1.3 
Russia 36.1 5.8 1.4 0.9 
Source: Mongolia Productivity and Investment Climate Survey, 2004 and similar investment climate 
surveys carried out by the World Bank in other countries. 

Confidence in the Dispute Security and Losses due 
judiciary system resolution protection costs to crime (“h 

Part of the problem is that it takes, on average, over 14 weeks for commercial 
disputes to be resolved through the Mongolian court system. That is nearly three 
times longer than the average for the East Asian region. Problems stem from 
other sources as well. Judicial competence on commercial matters, corruption 
and a scarcity of legal professionals are the main concerns. 

Nearly 40% of the firms cite crime and security as a major or severe obstacle but 
less than 1% consider it to be one of the three biggest obstacles. Companies in 
Ulaanbaatar regard crime as a more serious concern than those elsewhere, as 
do larger firms. On average, across all firms, losses due to crime add up to 1.6% 
of sales, just slightly higher than the average for East Asia. A third of the firms 
reported suffering from theft, robbery or acts of vandalism in the year preceding 
the survey, and amongst these firms, losses averaged 3.6% of sales. 

Nearly three-quarters of the firms pay for security, with larger firms more likely to 
be doing so. But the costs of security account, on average, for only 1.7% of 
sales, about a third of what firms elsewhere in Asia incur. 

Labor market flexibility and human capital are strengths but 
skills shortages are emerging 
In the World Economic Forum’s Growth Competitiveness Index for 2005, which 
for the first time included Mongolia, Mongolia ranks highly in terms of the 
flexibility of its labor markets, and reasonably in terms of the human capital levels 
of its work-force. 

Very few firms report labor disputes of any kinds, whether because of pay 
arrears, level of pay, social security or working conditions. Less than 1% of the 
firms report losing any days of operation because of labor disputes. And while 
16% of firms do report losing days of work because of employee absenteeism, 
the mean number of days lost amongst these firms is only about 14 days per 
year. 
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Of the various labor regulations governing hiring and firing of workers and 
minimum wages and salary scales, the ones that are most frequently cited as a 
major or severe obstacle, are the regulations governing hiring procedures for 
foreign workers, though even here, only 15% of the firms, mostly in the 
construction industry, report these to be a major obstacle. 

Except among large firms, over half of whom cite it as an important reason for 
not operating at full capacity, a shortage of skilled labor does not appear to be a 
particularly significant concern in Mongolia at the moment. A third of the firms 
report vacancies for professionals, nearly two-fifths report vacancies for skilled 
workers and less than a fifth for unskilled production workers. 

h. lnfrastructural services, though they could be improved, are 
not a pressing concern 
There’s no doubt that Mongolia could improve its infrastructural base. Mongolia’s 
physical infrastructure is largely in disrepair and substantial upgrading is needed 
in the power supply, telecommunications, services, and transport sectors. Trade 
transport options are limited and costly, as will be described below. The 
Mongolian businessmen surveyed for the World Competitiveness report rated 
infrastructural weaknesses as one of the main limitations to Mongolia’s 
competitiveness. 

That said, it remains an open question whether the inadequacy of infrastructural 
services, especially in areas other than trade transport, is the binding constraint 
to the development of a robust private sector. The businesses surveyed in the 
PlCS seem to think not. 

Though delays in obtaining basic service connections are longer, and the 
reliability of service lower than in other East Asian countries, concerns about 
these services are not common among the Mongolian businesses surveyed. 
Less than a quarter (23%) view the reliability of and access to electricity services 
as a major obstacle, and even fewer, 16% view water services to be an issue. 
Dissatisfaction with the inadequacy of transport services is more widespread, 
with 38% citing it as a major problem. 

It takes 12 days to obtain a land telephone line, 19 days to get an electricity 
connection and 21 days for a water connection in Mongolia. And to get the 
connection, bribes often have to be paid: 26% of the firms did so in order to get 
electricity, 23% for a telephone line, and 15% for water. 

Table 3.24 : Delays and reliability of basic infrastructure services 
Delay in obtaining Electrical Delay In obtaining Water supply 
an electrical outages a water connection failures 

Country connection (days) (days) (days) (days) 
Mongolia 19.0 22.0 21 .o 4.0 
East Asia & Pacific 9.9 5.5 8.9 3.1 
Europe & Central Asia 12.3 12.3 4.4 
Azerbaijan 2.0 13.0 3.3 
Cambodia 7.0 4.9 4.5 3.1 
China 10.4 
Kyrgp Republic 8.2 9.6 2.4 
Malaysia 13.5 9.0 10.8 4.4 
Russian Federation 11.9 2.7 1.3 
Kazakhstan 7.2 4.6 1.9 
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Source: Mongolia Productivity and Investment Climate Survey, 2004 and similar investment climate 
surveys carried out by the World Bank in other countries. 

The relatively low priority Mongolian businesses attach to the inadequacies in the 
provision of these services is perhaps explained by the fact that service 
interruptions do not lead to significant losses in terms of the value of foregone 
production. Whereas for East Asia as a whole each day without electricity 
translates into a 0.75% decline in sales (lost production value), in Mongolia, even 
19 days of electricity outages result in only a 1.3% decline in production value. 
The contrast is even more pronounced in the case of water services. 

Table 3.25 : Delays and reliability of basic infrastructure services 
Value lost to electrical outages 
(YO of sales) 

Mongolia 1.3 0.3 
East Asia & Pacific 4.1 4.0 
Europe & Central Asia 3.4 3.6 
Azerbaijan 6.3 3.5 
Cambodia 2.9 1.9 
China 1.9 
Kyrgyz Republic 4.3 4.7 
Malaysia 
Russian Federation 2.1 2.1 
Kazakhstan 2.5 2.1 

Value lost to water supply 
failures (YO of sales) 

Source: Mongolia Productivity and Investment Climate Survey, 2004 and similar investment climate 
surveys carried out by the World Bank in other countries. 

The fact that service interruptions do not result in large production losses in turn 
reflects the low levels of capacity utilization-broadly measured as the ratio of 
actual output to what could be potentially produced given existing human and 
physical resources-in the Mongolian private sector. While capacity utilization 
has risen in the last three years from about 68% to just over 71 Yo, it remains low. 

i. Regulatory weaknesses limit the competitiveness and threaten 
the sustainability of the meat, hides and tourism industries 
Livestock-based activities provide the main source of livelihood for nearly half of 
Mongolia’s population, and are an area where Mongolia, because of its natural 
endowment base, potentially enjoys a competitive advantage. Tourism, too, is a 
sector that has the potential to create jobs for Mongolia’s herders as eco-tourism 
and community-based tourism show promising signs of growth. But the current 
competitiveness and future growth and sustainability of these key industries is 
limited by regulatory weaknesses, particularly from an environmental 
perspective. 

The tourism sector is one of the fastest growing sectors of the economy, 
accounting for 11% of GDP. The 2005 World Bank Competitiveness Survey 
shows that 45 percent of the interviewed tourists choose Mongolia for its pristine 
environment, and unique cultural heritage, centered on nomadic pastoralism. 
Yet, the survey also shows that, the long-term competitiveness of the sector may 
only be achieved by capitalizing on its natural resources and traditional lifestyle 
not only as key tenets of an overall economic development of the country that is 
environmentally, socially and economically viable rather than as a source of 
attraction for foreign travelers. Yet, while Special Protected Areas (SPAS) 
National Parks, Monuments and Reserves nowadays cover approximately 15% 
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of the Mongolian territory and are one of the major sources of attraction for 
international tourists, weak or lack of enforcement of the Law on Special 
Protected Areas, some of these resources are at present over-exploited for 
tourism and economic purposes (as in the case of mining). 

Some 37 percent of the country’s tour operators are member of environmental 
organizations as opposed to only 24 percent of accommodation providers; tour 
operators tend to diversify their independent environmental efforts between in- 
house training and environmental clean-up activities. Interestingly, 74 percent of 
tour operators assess their subcontractors’ environmental standards and 
practices; qualitative evidence seem to indicate that greater environmental 
awareness at this level of the value chain is encouraged by foreign tour 
operators, who appeared to be more environmentally aware than their Mongolian 
counterparts. However, lack of an overall strategy to mainstream environmentally 
sound practices in the tourism sector seems to be the main reason for the 
relatively low presence of company environmental policies, and the scarce 
relevance service suppliers attach to long-term planning and to their interaction 
with the rest of the supply chain. Service providers deal with environmental 
impacts of their activities in a piecemeal fashion, focusing exclusively on the 
operations that characterize the core of their activities. 

Foreigner tour operators lament being singled out by inspectors with rent-seeking 
behavior, with inspectors visiting the premises multiple times over the course of a 
year, fining minor procedural errors in the payment of taxes and exacting bribes 
twice as high as those they would extract from local operators. This trend 
represents a threat to the development of a sustainable eco-tourism industry as it 
could deter some FDI from coming into the country; in addition, unequal fiscal 
treatment across the domestic/foreign divide may exacerbate tensions between 
foreign and local tour operators, and considerably reduce the scope for 
knowledge and experience exchange among foreign and local operators. The 
need to reassess the differing tax regimes for FDI and local investment is highly 
relevant as is, perhaps even more so, the need to clamp down on unprofessional 
rent-seeking behavior of inspectors, environmental and taxation alike. 

The meat sector is presently facing a critical juncture. Limited access to markets 
in remote areas is increasing the herders migratory flows from the farther 
provinces towards the Aimag centers and, ultimately into Ulaanbaatar. Some 
herders see this as a necessary move to improve their existing terms of trade; 
yet, this trend is increasing existing pressures on land use in areas close to the 
main roads and resulting in overgrazing and recurrent resource-use conflicts. 
Lack of adequate physical infrastructure is a major impediment to improving the 
sustainability and competitiveness of the sector, particularly with respect to the 
European Union organic meat market. 

Sub-optimal transportation options and storage facilities do not guarantee safe 
storage and transportation of meat products, and represent the most serious 
impediment to the application of the Hazard Analysis and Critical Control Point 
Standards (HACCP) and the Ministry of Food and Agriculture’s (MoFA) efforts to 
step up and strengthen their implementation. In addition, 90 to 95 percent of the 
meat is slaughtered in households and/or at slaughterhouses in the Aimag or 
Soum centers; this increases MoFAs difficulty to regulate and monitor whether or 
not slaughter practices are also undertaken according to the HACCP. Finally, in 
spite of 50 percent of existing meat processing plants been renewed after 1999, 
and experienced a reduction of the environmental impacts of their operations, 68 
percent of the surveyed meat processing plants remain unaware of the 
environmental regulations that they should comply with, and 86 percent of these 
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establishments admit that their workers are not trained in environmental issues 
related to meat processing. 

Lack of understanding and/or awareness of the potential and actual 
environmental and health effects of tanneries production processes are 
decreasing the competitiveness of this sector. Obsolesce and inadequate use of 
available equipment is a major issue. Numerous cases are reported of lack of 
environmental inspections and monitoring of the performance Mongolian plants 
rented and operated by Chinese entrepreneurs for the production of wet blue. 
These types of problems are particularly evident in state-owned tanneries: 
evidence from the survey indicate that overall environmental records, and 
commitment to implement environmentally sustainable certified production 
processes are better in privatized establishments: improved environmental 
performances are mostly motivated by the necessity to be able to access more 
competitive markets. Yet, while initiatives to favor and support environmentally 
friendly technology transfer and leapfrogging are not lacking completely, they are 
limited in number, and generally not developed within an appropriate institutional, 
legislative and fiscal as well as credit-access framework. Finally, the existences 
of significant gaps in the Standard Toolkit of Responses to Lack of Compliance 
available to inspectors (which include lack of performance-based standards for 
assessing compliance with the recommendation of the mandatory Environmental 
Impact Assessments, schedule for intermediate sanctions tailored to the severity 
and frequency of the violations) significantly decrease the potential effectiveness 
of any existing monitoring and enforcement regulations, and opens the process 
to corruption. 
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4.The setting for trade 

a. The trade and foreign investment regime is remarkably open, 
but ... 

Mongolia has one of least Mongolia, which joined the WTO in 1997, is a remarkably open economy, with a 
restrictivetrade regimes uniform tariff of 5% on almost all items, few export taxes and no quantitative 
in Asia restrictions. It has a minimum level I trade restrictiveness rating on the scale 

computed by the IMF. Import tariff levels are among the lowest in Asia. 

The foreign ir~estment 
regime is 

The foreign investment regime is equally liberal. Under the Foreign Investment 
Law adopted in 1991, no restrictions are imposed, other than a prohibition on the 
production of weapons, on the nature and scope of foreign direct investment in 
Mongolia. Wholly foreign-owned business entities are allowed and inward foreign 
direct investment (FDI) receives national treatment. Foreign nationals or 
companies, though they are not allowed to own land in Mongolia, can lease land 
for up to 60 years. FDI into Mongolia cannot be legally expropriated. Foreign 
investors can remit income, profits and payments out of Mongolia without any 
barriers, subject only to a 20% withholding tax (WTO, 2005). 

To meet its commitments as a member of the WTO, Mongolia has substantially 
revised, updated or adopted a number of laws governing trade and investment. 

Lawshavebeen revised 
and updated to meet 
WTO commitments 

ThefewremainingeXPort The few export taxes that are currently applied on a narrow range of products, 
notably cashmere, are scheduled to be phased out by 2007 as part of Mongolia’s by 2007 commitments in the WTO. 

w’l’ be phased Out 

In principle, this simple and relatively liberal trade and investment regime has the 
potential to enhance transparency, simplify customs procedures, and reduce 
market distortions. In practice a number of problems have prevented this 
potential from being realized. 

b. Customs valuations and exemptions have become a locus for 
rent-seeking 
Customs and trade regulations do not figure in the overall investment climate 
rankings only because few of the firms surveyed engage in trade. Amongst the 
firms that export and/or import, customs processes are perceived to be a much 
more serious impediment. In particular, over half (54%) the exporters rated 
customs processes as a major or severe obstacle. 

Over half the exporting 
firms perceive customs 
processes to be a major 
or severe obstacle 

The MNCCI notes that trade facilitation in general, and customs in particular, are 
a significant negative aspect of the investment climate. In MNCCl’s July 2005 
Red Tape Perception Index, which rates various agencies in terms of their 
performance in serving the business community, the Customs General 
Administration (CGA) ranked second worst. 

Predictability of the time it will take to clear customs is a key concern of 
businesses engaged in trade. Over half the firms that export and nearly three 
quarters of those that import report that time taken to clear customs is not 
predictable. Clearance times for exports are, on average, four days, but can 
range up to 15. For imports, the average clearance time is under 3 days, but can 
take as long as 30 days. 

Predictability of time 
taken to ‘Iear customs is 
a concern 
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Paper-based processes 
are the main source of 
delay in customs 

Past automation efforts 
have not solved the 
problem 

Corruption in the 
customs valuation 
process is an even larger 
problem 

Completion of paperwork and checking of documents are the main reasons given 
for the delays in customs clearance. The 2005 Doing Business Survey 
undertaken by the World Bank reports that the number documents and 
signatures needed for exports and imports in Mongolia were much higher than in 
other countries in the East Asia region. 

Mongolia introduced a national Automated System for Customs Information 
Management (GAMAS) in 2001. Designed by Mongolian software experts as a 
low cost system meant specifically for Mongolian Customs, the system was 
intended to allow customs clearance and payment of customs duties and other 
taxes through an online system and aid exporters by saving the time required for 
complying with clearance and declaration procedures. About 65% of total 
customs clearance is currently processed through the online network. But traders 
state that the system saves money, but not time since paperwork is still matched 
against electronic documents. Part of the problem is limited connectivity. 
Connectivity is limited both within Mongolia-for instance the lack of a fiber optic 
cable at Mongolia’s only international airport prevents customs at the airport from 
linking into the GAMAS system-and more importantly, with China Customs. 

Customs valuation processes appear to be a locus of corruption. A quarter of 
firms that export and just over a fifth of the firms that import report having to pay 
a bribe in order to expedite customs clearance or avoid excessive duties. 

Source: Mongolia Productivity and lnvestment Climate Survey), 2004, and lFC Doing Business 
Survey, 2005. 

The official procedural guidelines, adopted by Mongolia at the time of its 
accession to the WTO, require inspectors to follow WTO valuation procedures for 
customs. In practice customs inspectors enjoy and seem to exercise 
considerable discretionary power. There are reports that revaluation is often 
arbitrary and this effectively raises the duty rates firms end up paying. A 5 per 
cent duty would not ordinarily create incentives to under-invoice, but when 
combined with the 15 per cent value added tax that is levied on imports (except 
those that enjoy exemptions) such incentives apparently do exist. The value 
added tax of 15 per cent is applied to the duty inclusive price and so the 
combined duty adds up to 20.75 per cent. 
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Incentive structures and 
administrative processes 
within CGA facilitate 
corrupt practices 

Incentive structures and administrative processes within CGA facilitate corrupt 
practices. Compensation is very low compared to the value of shipments 
inspected. , and the ability to pay bonuses is limited. The average salary for a 
Chinese customs worker is more than twice that of a Mongolian customs worker. 
Incentives and metrics are still defined around finding offenses rather than rates 
of compliance. Promotion policies are not clear and all members want to be 
promoted to border posts. 

Inspectors have wide discretion and there is no separation between issuance of 
the violation and issuance of the fine. This provides wide latitude for rent- 
seeking among inspectors. The appeals and recourse process leaves scope for 
vertical networks of collusion as the only appeal is to the manager of the 
inspector or official, leaving little opportunity to resolve complaints in an impartial 
forum. 

Further, because there is no single window to integrate all forms and processes 
related to clearing a customs shipment, resulting in multiple forms, papers, and 
opportunities for rent-seeking among multiple agencies (e.g., SPIA) in addition to 
CGA. 

ThegrantingofimPort 
duty exemptions 
Drovides ODDortunIties 

The granting of import duty exemptions for certain firms also provides an 
opportunity for rent-seeking. 

ior rent-seeking 
Foreign investment projects can import plant and machinery free of duty. (They 
also have complete tax holidays for 3 years and 50 per cent tax holidays for 
another 3 years.) Imported inputs in several key approved sectors are also 
exempt from duty. In 2004, nearly 31% of Mongolia’s imports entered duty-free. 
These exemptions are valuable considerations and give rise to administrative 
difficulties at customs, including the potential for leakage on to the local market. 
These difficulties in turn create scope for complicity between importers and 
customs officials at the expense of general revenue. 

Table 4.27 : The extent and value of import duty exemptions in Mongolia 

lype of exemption exempted imports Share of all exempted duty nominal GDP 
CIF value of Value of Share of 

(billion MNT) imports (“YO) (billion MNT) (“YO) 
2003 2004 2003 2004 2003 2004 2003 2004 

Aid and loans 76.1 96.2 9.1 10.2 3.8 4.8 0.3 0.3 
Forelgn investment 36.9 22.1 4.4 2.3 1.8 1.1 0.1 0.1 
Inputs for exports 84.5 95.3 10.1 10.1 4.2 4.8 0.3 0.2 
Others 88.0 82.9 10.5 8.8 4.4 4.1 0.3 0.2 
Total 285.5 296.5 34.2 31.5 14.3 14.8 1.0 0.8 
Source: IMF. 

Apart from the opportunities for corruption that are created, such exemptions and 
the tax holidays tend to favor large firms over small and medium enterprises. 
Small firms lack the expertise, incentives and political connections to go through 
the bureaucratic processes required to avail themselves of the exemption. 

ExemPtionsfrom import 
dutiesdisadvantage 
domestic SMEs 

c. Transport options are limited, costly and unreliable 
More than most economies, Mongolia’s international trade opportunities are 
shaped by its location and geography. To the east, south and west lies China, 
and to the north lies Russia. Mongolia’s ability to integrate with the global 
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Mongolia’s external trade 
is almost entirely 
dependent on a single rail 
link 

Plans have been made to 
strengthen the rail link 
between Mongolia and its 
neighbors 

economy is critically dependent on efficient transport links with, and easy access 
to seaports and gateways through China and Russia. 

The main mode of transport for Mongolia’s exports, imports, and transit trade, for 
bulk as well as containerized cargo, is a single track rail system which, from 
Ulaanbaatar runs north to Sukhbaatar at Mongolia’s border with Russia, 
connecting on the way with Darkhan and Erdent, Mongolia’s two other large 
urban centers, and south to Zamyn Uud on the border with China. 

The track is owned by Ulaanbaatar Railway (also Mongolia Railways), a 5050 
joint venture between the Mongolian and Russian governments. The track is 
wide-gauge (1,524 mm) throughout, which is the same as in Russia. China 
Railways however operates at the standard gauge of 1,435 mm. Because of the 
difference in gauge, on crossing the border, either the axles on the wagons need 
to be changed or containers have to be transferred from one wagon to another. 

In mid-2007, the Millenium Challenge Corporation of the US government 
announced a USD 250 million grant for Mongolia. In keeping with the proposal 
submitted by the Mongolian government a substantial portion of these funds are 
to be used to strengthen the rail link between Mongolia and its neighbors. 

Road transport options for Mongolian exporters and importers are extremely 
limited. The road system in Mongolia is poorly developed. There is a paved road 
between Ulaanbaatar and the border with Russia. However, there is, at present, 
no paved road connecting the entire length between Ulaanbaatar and Zamyn 
Uud on the border with China. A paved road is being constructed and is expected 
to be completed within five years. But until then, only infrequent and irregular 
road traffic is possible from Ulaanbaatar to China, using earth tracks across the 
Gobi desert. 

The lack of adequate paved or even gravel roads, coupled with the fragmentation 
of the trucking industry, makes truck transport an expensive and unreliable 
option. There is only a single shareholding Mongolian trucking company, “TAW 
Transportation Co.,Ltd., which operates a limited fleet. Other road transport 
services are provided by numerous independent truck operators, mostly with just 
one small or medium-size and ageing Russian-built truck. These operators 
provide inefficient and not particularly low cost transport, both domestically within 
Mongolia, and to the Russian border, with occasional trips to the Chinese border 
at Zamyn Uud. 

There are few specialized facilities for air freight in Mongolia. The cargo terminal 
at Mongolia’s only international airport, Buyaant Uukha, just outside Ulaanbaatar, 
includes a cool storage facility that is under-utilized. Total cargo volumes 
transported by air freight have declined since 2000, but international air freight 
has gone up, though it remains very small in absolute terms. The main products 
exported by air are some cashmere products, and some high value processed 
horse meat. 

Access to third-country markets is through trade corridors to ports outside 
Mongolia. The shortest and most widely used is one to the port of Tianjin in 
China. A second corridor runs to the port of Vostochny in Russia. A third corridor 
has only recently developed, running on the Trans-Siberian railway to the dry 
port in Brest, Belarus. The transport options through these corridors are: 

Table 4.28 : Transport options to/from Ulaanbaatar along the major trade corridors 
Route Orig Wdestination Mode Border crossing Mode Distance 
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outside Mongolia (km.) 

1 Tianjjn Port (China) Rail Erenhot (China)-Zamiin Uud (Mongolia) Rail 1686 
2 Tianjin Port (China) Road Erenhot (China)-Zarniin Uud (Mongolia) Rail 1686 
3 Votoschny Port Rail Naushka (Russia)-Sukhbaatar Rail 4500 

4 Brest dry port Rail Naushka (Russia)-Suhbaatar Rail 7340 

Source: UNESCA P (2003) and background report on transport and transport facilitation. 

The surface transport options available to Mongolian exporters and importers are 
limited, costly and unreliable. Those who trade with third countries (other than 
Russia and China) face a particularly difficult situation. Indicative data obtained 
from freight forwarders and shipping firms provides some insight into these 
difficulties. 

(Russia) (Mongolia) 

(Belarus) (Mongolia) 

Table 4.29 : Costs and reliability of surface trade transport corridors to/from Ulaanbaatar 
(Estimates of the cost (US$) and time needed to transport TEU container) 

Port of access 
Tianjin Tianjin Tianjin Votoschny Brest 

Destination us us Europe US Europe 
Border crossing ZarnynUud ZarnynUud ZarnynUud Sukhbaatar Sukhbaatar 
Mode of transport Rail-rail Road-rail Rail-rail Rail Rail 
Domestic transport 170 170 65 65 
Border crossing charges 250 250 35 35 
Transit transport charges 500 655 800 
Port and logistics charges 123 123 80 120 

Total to port 1480 1300 1480 1160 1020 
Shipping and other charges 3591 
Total to destination 5071 2500 2100 
Days on average to port 7 5 7 17 19 

Cost of empty return 437 514 

Days-range 4 to12  4 to10  
Quoted days to destination 24 
Source: interviews with freigbt forwarding firms reported in background report on transport and trade 
facilitation. 

Simply crossing the border into/from China is costly and time-consuming. Border 
crossing charges of about US$250 per TEU (twenty-foot equivalent unit) 
container, incurred because of the need to either switch from rail to road in the 
case of multi-modal transport or change wagons or wheels in the case of the all- 
rail option to China, make up nearly 25% of overall costs of transport to the port. 

The imbalance between exports and imports in the containerized rail freight 
traffic along this corridor (exports are 10% of imports) further adds to the cost. 
Containers bringing in imports return empty, and the cost of empty returns 
(including border crossing charges) is US $437 per TEU, nearly a quarter of the 
overall transport cost. The obvious implication of this is that if export volumes 
were to increase to fill up these containers, transport costs would decline by 
25%. 

Costs are not the only issue at the border. Transit times on the rail-rail option to 
Tianjin-which is the main channel for Mongolia’s exports and imports-are 
uncertain because of the unpredictability of delays at the border. 
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The unpredictability stems partly from the dependence on China Railways for the 
provision of wagons for the Erlian-Tianjin segment of the transit trade corridor. 
Because there are no dedicated rail-wagons servicing the freight trade from 
Ulaanbaatar through Erlian to Tianjin, the availability of rail-wagons at the border 
is subject to the vagaries of China’s domestic freight service needs. Waiting 
times for rail cars can be particularly long in winter, when China Railways 
typically uses all its available rail wagons for transporting coal. Even in summer, 
transport of fertilizers can tie up the wagon fleet. 

Compounding this uncertainty is the unpredictability of the time needed for 
Completion of customs formalities, as well as the time needed to change axles or 
wagons. Technically, the changeover can be completed within 6 hours, but in 
practice, the average changeover time is between 48 to 72 hours. 

The uncertainty in transit times adversely affects the competitiveness of 
Mongolian exporters and can result in substantial costs for importers as well. 
Mongolian exporters find it difficult to meet the on-time delivery requirements of 
overseas buyers or can only do so at substantial additional cost by getting the 
goods early to the port and incurring high storage costs there. Importers, too, 
face the risk of substantial additional costs because of unpredictable delays in 
transit times. These stem from demurrage charges of US $20-30 per day 
imposed by shipping firms if empty containers are not returned in time to the port. 

The multi-modal road-rail transport option-road transport from Tianjin to Erenhot 
on the Chinese border and then over to Zamyn Uud for loading on to the train to 
Ulaanbaatar-offers an alternative that may be more reliable because the waiting 
time for Chinese rail-wagons is avoided. But it offers no cost advantage. 

d. Trade facilitation services are weak 
The Mongolian freight forwarding industry is fragmented. There are three large 
companies that are FIATA certified, one of which, the International Freight 
Forwarding Center (IFFC), is a wholly-owned but independently run (it is claimed) 
subsidiary of Mongolia Railways. These three handle the bulk of the business. 
Export and import companies allege that the three large companies offer 
identically high rates and inadequate services. 

There are also a myriad of small operators competing at the bottom end of the 
market, but these small companies-which are unable to offer even the minimum 
quality of service that a trading company would look for, such as insurance 
services or the issuance of bills of lading (B0L)-mainly serve the smaller family 
trading enterprises. 

The presence of these smaller 1-2 person freight forwarding businesses, 
described as “bed companies”, is explained by the minimal formal requirements 
Mongolia imposes for operating a freight forwarding business. All that is needed 
is start-up capital of U$ 2,000. There are no training or certification requirements 
imposed either by the government or the Mongolian Association of Freight 
Forwarders. 

The lack of a qualified and competitive industry leaves some niche logistics 
opportunities unfilled. For example, there is latent demand for “less than trailer 
or container load” (LTULCL) freight services from smaller importers and 
exporters, who cannot afford the large operators and have no confidence in the 
small ones. Instead, these traders make the trip themselves to China to 
purchase goods. 
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e. 

Shortage of China 
Railways wagons cause 
unpredictable delays in 
transit times 

Inadequate 
harmonization of 
customs procedures with 
Russia and China is a 
major cause of the 
delays, unpredictability 
and high costs Mongolian 
firms face 

Tariff barriers and 
transport charges in 
China and Russia are 
another impediment to 
Mongolia’s trade 
integration 

The service capabilities of the logistics industry are also constrained by the lack 
of adequate facilities-in particular the lack of secure LCULTL storage areas-at 
the border crossings, and in the Tianjin Port area. 

Technical and other barriers to trade beyond the border in 
China and Russia are serious impediments 
Mongolia is more fortunate than most land-locked countries in being the land-link 
between Russia and China, two large, and in the case of China, rapidly growing 
economies. And indeed, Russia and China are Mongolia’s largest trading 
partners. 

Nevertheless, the main trade facilitation challenges that Mongolia faces come 
from technical and other barriers to trade beyond the border in China and Russia. 

Of these, one has already been mentioned, namely, the dependence on China 
Railways for the provision of wagons for the Erlian-Tianjin segment of the transit 
trade corridor. 

Except for goods that are imported or exported by air freight, all of Mongolia’s 
exports and imports must pass through the customs processes of either China or 
Russia. For goods that are in transit from third countries and come through a port 
in either China or Russia, the passage through customs must occur twice, once 
at the port and once at the border with Mongolia. Not surprisingly, inadequate 
harmonization and linkages of Mongolia’s customs procedures with those of 
Russia and China is a major cause of the delays, unpredictability and high costs 
faced by Mongolian firms that engage in trade. 

A lack of information system linkages between the customs agencies is part of 
the problem. China is yet to establish trade data connectivity with its trading 
partners. And although Mongolia and China have agreed in principle on 
Customs Mutual Assistance, in practice the agreement has yet to lead to more 
effective functioning onthe ground. The exchange of data at customs border 
points still continues to be only through paper, facsimile or telephone. And the 
prevalence of paper-based information transmission leads to accusations of false 
documentation and inaccurate valuations. 

But the larger problem is the lack of harmonization in basic documentary and 
clearance processes. Examples of these include: delays in checking and clearing 
documentation because product descriptions and supporting documents need to 
translated and submitted in different languages on different sides of the border; 
and a lack of agreement on pre-clearance procedures which permit electronic 
transmission of documentation prior to the arrival of the shipment in customs 

Delays are also typical at border points with Russia Customs. Exporters are 
required to present multiple documents, most of them manually, and the process 
of checking documents can result in long delays. 

The import tariffs Mongolia’s neighbors impose on its key mineral exports are 
low. For instance, China does not apply import tariffs on commodities such as 
copper or molybdenum ores, and Russia maintains only a 5 percent tariff. 
However, meat and products of animal origin, and manufactured goods are 
subject to tariffs three to five times those for mineral goods. Textiles are charged 
the highest tariffs, about 20 to 25 percent. Russia’s impending accession to the 
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WTO has further exacerbated the situation as Russia has doubled or tripled 
some of its tariffs. 

Cross-border road 
linkages with China are 
hampered by restrictions 
on the movement of 
trucks 

At present, Mongolian trucks are not allowed into China and Chinese trucks are 
not allowed into Mongolia other than for short trips for transfer of freight to 
Mongolian trucks. 

Mongolia acceded to the Convention on the International Transport of Goods 
under Cover of Transports lnternationaux Routiers (TIR) Carnets (TIR 
Convention, 1975) on October 1, 2002. Designed to facilitate the international 
movement of goods under Customs seals, the TIR system provides transit 
countries with required guarantees to cover customs duties and taxes. A balance 
is struck between the responsibilities of the Customs authorities and those of the 
international trading community. 

The International Road Transport Union (IRU) has authorized the National Road 
Transport Association in Mongolia (NARTAM) as a TIR carnets issuing 
association and is in the process of authorizing NARTAM as a guaranteeing 
association vis-a-vis the Mongolian Customs authorities. Russia is also a 
member of the TIR Convention but not China, though discussions are well 
advanced on China acceding to the Convention. So TIR documents can only be 
used at present for trade with Russia. China’s joining the TIR convention may 
facilitate road linkages between Mongolia and China. 

Exporters of meat, wool, cashmere and processed skins face additional barriers 
due to restrictions imposed by Russia and China on products of animal origin. 
Direct exports of meat to China and Russia are possible in principle, but difficult 
in practice. Third country exports and imports of animal products from Mongolia 
via China are even more difficult. 

Technical barriers to 
trade 

The difficulties arise ostensibly from Russia’s and China’s concerns about the 
transmission of disease. 

Box 4.1: Inspection of wool and cashmere 
In an effort to reduce delays at the border, Mongolia Customs authorized laboratories and a State 
Professional Inspections Office to test and certify wool and cashmere in Ulaanbaatar. China, 
however, has refused to accept certification by Mongolian laboratories and does not permit wool and 
cashmere to enter China by rail. All wool and cashmere exports arriving from Ulaanbaatar by rail 
must therefore be loaded on to trucks at Zamyn Uud before entering China for inspections, after 
which they are reloaded on to the train. The process of physically unloading all wool and cashmere 
from the rail wagons to the trucks takes from 8-15 hours, according to Zamyn Uud Customs. 
Source: intewiews reported in background report on transport and trade facilitation. 

Exporters of meat face even greater obstacles. 

In the case of China, initial approval is needed from China’s Administration of 
Quality Supervision, Inspection and Quarantine (AQSIQ), which, under Chinese 
quarantine regulations has extraordinary discretion over the issuance of import 
permits. AQSIQ requires importers to obtain import permits before entering into 
purchase contracts and effecting shipments. With import permits valid for only 90 
days, buyers are confronted with a very narrow window within which to purchase, 
transport, and discharge their cargoes. In addition, AQSIQ frequently may delay 
or cease issuing import permits at its discretion without notifying traders. 

In the case of Russia, Mongolian exports of meat and products of animal origin 
are permitted only for designated Russian buyers and processors who are issued 
licenses by the Russian veterinary inspection agencies. Export of these products 
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is restricted geographically and limited only to meat processors of the Ulaan-Ude 
and lrkutsk regions of Russia bordering Mongolia. 

f. Inefficiencies in transport and logistics are particular 
problems for the tourism and livestock-based industries 
Inadequate and inefficient transport and logistics are particularly severe 
impediments for the tourism and livestock-based industries. Livestock-based 
activities provide the main source of livelihood for nearly half of Mongolia’s 
population, and are an area where Mongolia, because of its natural endowment 
base, potentially enjoys a competitive advantage. Tourism, too, is a sector that 
has the potential to create jobs for Mongolia’s herders as eco-tourism and 
community-based tourism show promising signs of growth. 

Regardless of their position in the supply chain-tour operators, ger camps, 
guesthouses or hotels-firms in the tourism industry identify the lack of 
adequate and reliable air transport services, both domestic and international, as 
the main impediments to the growth of their businesses. 

Domestic air services are provided by the national airline MlAT and sporadically 
by one or two private airlines. However, the current open skies policy for 
domestic services has not worked because the controlled fares are too low for an 
operator with only domestic services to make a profit, even using low cost aircraft 
such as the F27 and F100 of Mongolian airlines. 

Box 4.2:The Mongolian tourism industry’s harsh summer of 2005 
The inadequacies of domestic air services were highlighted in the summer of 2005. MIAT, the 
national airline was reduced to servicing its domestic routes with just one aircraft as all the others had 
lost their air-worthiness certification because of age. As a result, MlAT was able to provide service 
only once or at most twice a week to most domestic tourist destinations. Air Mongolia, a privately 
owned airline with domestic only routes served by two F27 aircraft had to suspend operations 
because its aircraft had been impounded by its creditors. 
Source: interviews reported in background report on transport and trade facilitation. 

The unreliability and lack of peak period capacity of international air services to 
Mongolia is as great a constraint on tourism development. During the short 
summer season, there are once or twice daily services from China (Beijing), 
Japan (Tokyo and Osaka), Korea (Seoul) and Germany (Berlin via Moscow) and 
to lrkutsk (Siberia). These destinations are served by MlAT and the national 
airlines of the appropriate countries (Aeroflot, Air China, Korean Air, and 
Japanese Airlines). But tour operators indicate that seats are in short supply and 
the system for advance reservations unreliable. 

Box 4.3:The role of loglstics In the decline of meat exports: the story of one exporter 
The SG Group of Mongolia had been exporting between 2,000 to 3,500 tons of refrigerated 
horsemeat and beef to Russia per year for the last five years. To transport its products, SG has to 
order freight cars from Russia eight days in advance, and each set of cars had to be accompanied by 
two Russian mechanics. In addition to paying the cost of the mechanics, SG had to pay an additional 
U$ 20/ton cooling charge for the transportation from its factory to Darhan up to Naushki at the Russia 
border. These additional charges contributed to making the trade commercially unviable when the 
price of the export product fell , 
Source: inferviews reported in background report on transport and trade facilitation. 

Exporters of livestock-based products, and in particular meat, face a different 
type of transport constraint, and that is the lack of refrigerated transport and 
logistics options. The lack of refrigerated containers, storage facilities, border and 
port refrigerated plug capacity (to keep containers refrigerated while stacked) and 
training of staff on how to handle refrigerated cargo compound the difficulties 
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Mongolian exporters face due to the official restrictions on products of animal 
origin imposed by Russia and China, which were detailed above. The logistical 
constraints are less binding currently, since meat exports have declined 
drastically. But they serve as a major impediment to the expansion of exports to 
potential markets in Japan, South Korea, and the Middle East. 
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5.The diagnosis and broad prescription 
P P P 7 

a. 

The diagnosis: 
corruption and a lack of 
transparency and 
accountability In 
government-business 
interactions are the 
central impediments 

Corruption and a lack of transparency and accountability in 
government-business interactions are the central impediments 
The basic diagnosis, which results from this analysis is this: corruption and a lack 
of transparency and accountability in government-business interactions that 
allows corruption to flourish are the central impediments to the development of a 
robust and dynamic private sector in Mongolia. 

YO of firms that view corruption as a 
major or severe obstacle 56.5 connection 26.0 
Value of gift expected to secure 
government contract (YO of contract) 4.3 line 23.0 
YO of firms indicating that political ties 
are important for business 47.1 connection 15.0 
% of cases where unofficial payments 
needed for registration 15.2 customs clearance of exports 25.0 
YO of cases where unofficial payments 

Yo of firms paying bribes for electricity 

YO of firms paying bribes for telephone 

%of  firms paying bribes for water 

YO of exporters paying bribes for 

% of importers paying bribes for 
needed to obtain licenses and permits 
Source: Mongolia Productivity and Investment Climate Survey, 2004. 

22.2 customs clearance- 22.6 

113___ 

The evidence indicates that corruption and a lack of transparency and 
accountability pervade almost every sphere of business activity. Mongolian 
businesses recognize this, and corruption is the most frequently cited 
impediment to doing business in Mongolia. The analysis further suggests that the 
consequence of this has been the growth of a culture of operating in the 
“shadows”, which has gotten in the way of firms accessing finance, building 
market relationships, enhancing productivity, growing and creating jobs. 

Because of its geography Mongolia is not the only economy and certainly not the only transition economy 
and history9 Mongolia can where corruption is prevalent. But given the particular challenges that confront 
less “afford” corruption 
than most countries the Mongolian private sector-the lack of proximity to large and prosperous 

markets and ocean-shipping access to export markets, the limited tradition of 
market-oriented private sector activity, and the relatively narrow economic 
base-Mongolia can less “afford corruption than most countries. Mongolian 
firms are already at a substantial disadvantage because Mongolia’s geography 
and history make its investment climate more difficult to begin with. Corruption 
and a lack of transparency and accountability greatly compound this initial 
disadvantage. 

b. But corruption is not the only impediment-Mongolian firms 
face considerable obstacles getting goods to and from 
external markets 

ButcorruPtion is not the This basic diagnosis does not mean that other impediments are unimportant or 
that corruption is the only problem confronting the Mongolian private sector. On only impediment ... 

The transport options the contrary, it is clear from the study that Mongolian firms face considerable 
Mongolian firms have for obstacles-logistical, infrastructural and institutional, within Mongolia, at the 
getting goods to and border and beyond the border in China and Russia-in getting goods to and from 
from external markets are external markets. Like in other land-locked countries, and perhaps even more so limited, costly and 
unreliable. than most, the transport options that Mongolian firms have are limited, costly and 

unreliable. 
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But these “natural” difficulties, which stem from Mongolia’s geography and 
location and which undoubtedly need to be addressed, are overshadowed by the 
“man-made” obstacles that Mongolian firms face. 

c. To tackle corruption, laws alone will not suffice- 
administrative processes need to be reformed 

Legislation alone will not 

processes need to be 
reformed not be sufficient. 

To tackle corruption in these government-business interactions, certainly, laws 
will need to be either introduced or modified. But legislative action by itself will Administrative 

Mongolia has passed over 1,200 laws since the transition to a market economy 
began in the early 1990s. Often, these have been too general to be meaningfully 
implemented. But even when legislation has been clear and specific, 
implementation has been inconsistent because reform did not extend to changing 
administrative processes. 

Administrative processes Reform efforts therefore need to go beyond changes to the tax code or passage 
need to be reformed of anti-corruption legislation to restructuring the operations of the key agencies- 

the tax department, the customs administration, and the inspections agency- 
that directly interact with private firms and individuals. 

Streamlining would begin with clear definition of the statutory powers, mandate 
and functions of an agency. This usually entails revision of existing legal and 
regulatory framework. Then, implementation gaps need to be identified, new 
processes developed and a strategy to develop and adopt the new system put in 
place. 

d. Public disclosure initiatives that promote transparency will 
facilitate the administrative reform process 

hmediate ~easuresto  Comprehensive reform of administrative processes takes time. By adopting 
promotetransparency immediate measures to promote transparency in government-business can strengthen other 
reform initiatives that interactions, Mongolia can facilitate and strengthen other reform initiatives- 
may take more time including those that aim to reduce corruption and increase accountability-which 

will take more time to implement. 

Required disclosure and dissemination of information, through media that are 
easily accessible to the general public, regarding the activities of government 
agencies and the rules under which they are meant to operate will better enable 
private businesses, industry associations and civil society groups to monitor the 
progress of reforms and the degree to which actual practices conform to 
prescribed law. 

Public disclosure of 
information is especially 
needed to monitor and 
mitigate the 
environmental impact of 

Public disclosure of information would be particularly beneficial in strengthening 
the transparency and accountability of existing mechanisms for monitoring and 
mitigating the environmental impacts of economic activities. Because some of the 
main industries where Mongolia has historically had or potentially has a 

economic activity competitive advantage-industries such as mining, meat and hides, and 
tourism-are industries with significant environmental footprints, proper 
monitoring of environmental impacts is especially critical in Mongolia. Existing 
laws and regulations allow for the public’s right to environmental information, but 
this right is often severely constrained by bureaucratic hurdles, absence of 
venues to obtain such information, and low public awareness. The resultant lack 
of information sharing adds to a general distrust of officials, lends credence to 
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e. 
The prescriptlon: focus 
reform on key 
government-business 
interfaces, most 
importantly, tax system 

At the same time, efforts 
have to be made to help 
Mongolian firms connect 
to external markets 

allegations of corruption, and feeds public perceptions that political wrongdoing is 
common and acceptable. 

A two-part prescription 
The prescription that follows from this diagnosis is that the top priority ought to be 
to focus reform efforts on the government-business interfaces that are the key 
loci of corruption. In Mongolia, that is, first and foremost, the tax system, but also 
customs and the licensing and inspections regime. 

At the same time, the need to help Mongolian firms connect to external markets 
cannot be ignored. Efforts should therefore be made to improve the transport 
options available to firms for getting goods to and from these markets. 
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6. Improving the business environment - 
a. 

An anti-corruption law 
has been passed with 
income and asset 
disclosure 
requirements.. . 

... but its credibility will 
rest on enforcement and 
that will require many 
supporting actions and 
consistent effort as well 
as a long term 
commitment 

The required anti-corruption law has been passed but greater 
effort is necessary to ensure that it is effectively enforced in 
an impartial manner 
The government and the public in Mongolia recognize that corruption and lack of 
transparency and accountability are problems. In June 2006, anti-corruption 
legislation (including needed amendments to related laws as a result of Mongolia 
signing the UN Convention on Anti-Corruption) was passed into law by 
Parliament. 

The law contains broad language sanctioning behavior that reflects conflict of 
interest (Articles 6 and 7) and requires disclosure of income and assets by 
government and elected officials (Articles 8 through 11). The law also provides 
for the creation of an anti-corruption agency with a mandate to enforce the law. 
That agency, the Mongolian Anti-Corruption Agency (MACA), was established in 
late 2006. 

While this is a commendable start the credibility of the anti-corruption effort will 
rest firmly on public perception concerning it. At a minimum those charged with 
its enforcement of this law need to be seen to be doing so in an impartial 
manner. But implementation is not simply about recording and disclosing income 
and assets, nor is it about prosecuting violations of its conflict of interest clauses. 
Anti-corruption efforts will require a detailed plan with supporting actions, many of 
which will concern education, both of the government and elected officials as well 
as of the general public. The long term aims of the anti corruption effort should 
be to build and institutionalize a culture of zero tolerance towards corruption. 

The newly established MACA did not initially have the authority to investigate 
corruption due to legal technicalities. These were subsequently overcome in 
August 2007 with the amendment of the Criminal Procedures Code and the 
addition of MACA to the list of state bodies authorized to conduct investigations. 
This has opened the door for ACA to implement the full complement of activities 
including investigations and intelligence gathering, asset and income disclosure, 
and public awareness and education. 

MACA used the period up to August 2007, to recruit and train staff. As of mid- 
August, it had recruited 78 staff against the 90 positions approved by Parliament. 
This included 16 investigators who comprise the Investigations Department. 
Foreign experts from regional anti-corruption bodies such as the Hong Kong 
Independent Commission Against Corruption have been involved in the 
establishment of the MACA providing technical assistance across a range of 
issues from organizational structure to operational issues, such as a formal 
complaints mechanism and training for investigators. 

Income and assets declarations under the Anti-Corruption law were due on 
June 15, 2007. This extended to the nearly 43,000 civil servants as well as 
elected officials. The results were impressive by any standard, with 97.6% of all 
forms due filed on time. Disclosure forms for the senior most members of the 
government, including the President, Prime Minister and Parliamentarians are 
publicly available. This strong expression of government will and commitment 
augurs well for the future of MACA. 
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b. 

Debt recovery 
mechanisms need reform 

The establishment of 
debt recovery tribunals is 
an option 

Collateral foreclosure and 
bankruptcy laws and 
procedures need reform 

Creating a movable 
assets registry would 
Improve access to 
finance 

Drafts of other laws for improving accountability, transparency and effectiveness 
of government have been prepared, including revisions to the Procurement Law, 
and the Law on Use of Contingency Funds. 

Addressing the legal and institutional gaps that make lending 
risky would lower the costs of finance and improve access 
Cross-country evidence indicates that a country's laws governing commercial 
transactions and the efficiency of its judiciary in enforcing and implementing 
these laws can explain the depth and range of financial markets, including the 
extent of external long-term financing that firms receive (Demirguc-Kunt i3 
Maksimovic 1998, La Porta et al. 1998). 

Existing gaps in the institutional and legal framework for contract enforcement in 
Mongolia, primarily in the area of bankruptcy, debt collection, and the liquidation 
of collateralized assets make bank lending risky for all banks and limit the range 
of financial products that are offered. Measures to address some of these gaps 
would, by lowering the risks associated with lending, lower the risk premiums that 
are in part responsible for the high cost of finance, and lower the high collateral 
requirements that reduce access to finance. 

The procedures for debt collection in Mongolia need reform. The problem is not 
with the laws per se, but with the administrative arrangements in place-involving 
both the courts and local government functionaries-for implementing the law. In 
some other countries, specialized quasi-legal institutions have been set up to 
facilitate the process of debt collection. Mongolia may want to consider 
establishing such debt recovery tribunals. 

Box 6.4:Debt recovery tribunals in India 
In 1993 the Indian government passed a national act that allowed for the establishment of Debt 
Recovery Tribunals (DRTs) across India. These tribunals were a new quasi-legal institution set up to 
process legal suits filed by banks against defaulting borrowers, for loans in excess of a threshold of 
Rupees 1 million (approximately US$20,000). They follow a streamlined legal procedure that 
emphasizes speedy adjudication of cases and swift execution of the verdict. By March 31st 2003 they 
had disposed claims worth Rupees 314 billion (roughly 4 percent of total bank credit to the 
commercial sector in 2002-03) and recovered Rupees 79 billion (Government of India 2003). 

Because there was variation in the timing of tribunal establishment in different states and because 
neither the monetary threshold nor the timing of DRT placement appears to be correlated with other 
factors which may influence the ability or willingness of borrowers to repay their loans, the 
establishment of these tribunals offers a "natural experiment" for evaluating the effectiveness of these 
debt recovery tribunals. 

The analysis provides robust evidence that the establishment of debt recovery tribunals improved the 
incidence of on-time payments, increased the likelihood of debt recovery and most importantly, that 
the improved repayment behavior and lower risks of default led to credit becoming cheaper, with 
interest rates on loans declining by a couple of percentage points. 
Source: Visaria 12005). 

Unclear methods for valuation of collateralized assets during liquidation 
proceedings, long waiting periods, and lack of clarity regarding foreclosure rules 
and the laws that apply all make even collateralized lending a risky proposition. 
Reform of collateral foreclosure laws, regulations and procedures is thus 
imperative. 

Most collateralized lending in Mongolia is on the basis of immovable assets. That 
limits access to finance by those who lack these assets, primarily micro- 
enterprises and SMEs. The establishment of a Moveable Property Registration 
Office, which would enable borrowing against personal property, would help 
improve the situation. 
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Strengthening the legal 
and administrative 
framework for leasing 
would also improve 
access 

C.  

Reform of the tax code 
has commenced with 
new corporate income 
tax provisions and needs 
to be reflned as well as 
expanded to cover reform 
of social security taxes 

A thorough review of the 
social security system is 
needed, with the aim of 
identifying ways to 
reduce the burden of 
social security taxes on 
firms 

d. 
Reform of the tax code 
alone will not suffice ... 
Comprehensive reform of 
the tax administration Is 
also urgently needed 

The tax administration 
needs to move from a 
culture of “policing” to a 

Leasing arrangements can help improve access to finance but are relatively rare 
in Mongolia at the moment. The measures outlined above to improve the 
enforcement of contracts would help improve the prospects for leasing. But in 
addition, the particular legal and administrative framework that applies 
specifically to leasing arrangements, including the tax treatment of income from 
these arrangements, whether financing or operating leases, needs to be clarified 
and strengthened. 

Reform of the tax code has rightly been on the top of the 
government’s reform agenda 

Recognizing that elements of the corporate tax code discourage investment and 
the adoption of modern business practices, while encouraging tax avoidance 
and tax evasion, a major tax law was passed by Parliament in June 2006 and 
became effective on January 1, 2007. The new law tries to address the 
shortcomings of its predecessor in a number of respects. 

Recognizing that legitimate business expenses should be deductible the new law 
provides for increased deductibility of such expenses. It also contains provisions 
for loss-carry-forward and investment tax credits. Most of the existing special 
exemptions and tax holidays for certain sectors or categories of firms have been 
eliminated, creating a more equitable business environment for local investors, 
especially SMEs. The new law falls short with respect to unification of the two 
tier tax structure which would be the first-best option for reducing tax avoidance. 
It does, however, increase the threshold above which the higher rate applies 
which is an improvement over the previous situation. Thus the tax rates for the 
two-tiered structure have been reduced from 15 and 30% to 10 and 25%. And 
the threshold for the higher rate has been increased from 100 million MNT to 
3 billion MNT. 

The tax reform package of 2006 did not address the burden of social security 
taxes. That is perhaps understandable given the complexity of the issue. But the 
burden of social security taxes is very real, and is particularly troublesome for 
job-creating firms looking to hire high-wage skilled workers and professionals. 
That most firms are avoiding this burden by evading or under-paying social 
security taxes does not reduce its implicit costs, which stem from “forcing” firms 
to operate “in the shadows”. A thorough review of the social security tax reform 
options is now urgently needed, with the aim of identifying ways to reduce the 
burden of social security taxes on firms while ensuring improved coverage. 

... but reform of the tax administration is equally urgent 
Reform of the tax code alone will not by itself fully alleviate the excessive burden 
of taxes faced by the Mongolian private sector. The analysis indicates that this 
burden stems as much from the inconsistencies in the administration of the tax 
code. Without reforms in tax administration to eliminate these inconsistencies 
and lower the exposure of firms to arbitrary and predatory behavior on the part of 
tax inspectors, reforms in the tax code are unlikely to achieve their aim. A 
comprehensive reform of the tax administration is therefore an equally urgent 
task. 

A detailed listing of the specific reforms that need to take place is beyond the 
scope of analysis of this report. However, the general thrust or strategic direction 
of the needed reforms is clear. The tax administration needs to move from a 
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c~~ l tureof~erv iceand culture of “policing” (and the arbitrariness and rent-seeking behavior that 
compliance accompanies it) to a culture of “service” and compliance mentality. 

To implement such a move, the administrative processes and operating rules of 
the tax administration will need to be changed in multiple ways. Among the areas 
where change is needed are: 

The introduction of a risk management approach, under which only the 
most likely evaders are targeted. This would require both a change in 
laws and operating rules as well as additional information technology 
capabilities 
Reform of the compensation scheme of tax inspectors to both raise 
compensation and alter the incentives towards raising compliance rather 
than levying fines 
Improvements in the appeals processes taxpayers have recourse to, to 
make them more impartial and to open them up to participation by the 
private sector 

0 

A Pilot effort to reform 
the tax administration Is 
under way 

Under the Mongolia Governance Assistance Project financed by IDA, a number of 
reforms in tax administration are being undertaken on a pilot basis. Activities 
include: a review and strengthening of the organizational design of the tax 
department, improved human resource management, and monitoring of business 
perceptions and compliance costs; tax operational process reengineering paying 
particular attention to introduction of a risk-management system and upgraded 
taxpayer services and outreach; and enhanced disclosure of information for 
taxpayers. 

e. An “Open Government” taskforce to coordinate transparency 
in government-business interactions is worth constituting 

To coordinate and 
implement measures to 
promote transparency in 
government-business 
interactions, the 
government should 
consider constituting an 
“Open Government” 
taskforce 

To coordinate and implement measures to promote transparency in government- 
business interactions, the government should consider constituting an Open 
Government taskforce composed of senior representatives from the key 
agencies that deal most directly with private businesses as well as 
representatives from the private sector, civil society and the parliament. This 
taskforce would have a broad mandate to collect and make publicly available, 
information on the plans and activities of key government agencies as well as the 
rules under which they are meant to operate and rights of private businesses and 
citizens in their interactions with these agencies. For this taskforce to fulfill its 
envisioned mandate, secrecy laws governing access to information would need 
to be reviewed and where necessary, revised. 

Examples of what the taskforce might be charged with compiling and 
disseminating include: 

published standards for tax inspections, including frequency, taxpayer 
rights with respect to inspectors, “checklists” for what will be inspected, 
and appeals and recourse processes 
published standards for professional inspections, including frequency 
and scheduling, inspectee rights with respect to inspectors,“checklists” 
for what will be inspected, and appeals and recourse process 
disclosure of number of inspections performed by agency per year, 
number of appeals, and number of initial rulings invalidated per year 
publish ownership of all mining licenses 
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f. The licensing and inspections regime needs to be reviewed, 
rationalized, and appropriately resourced 
The evidence indicates that the licensing and inspections regime in Mongolia 
suffers from red-tape and rent-seeking, just as the tax and customs 
administrations, the other specialized agencies that deal with the private sector, 
do. There is clearly a need for reform. But because licensing and inspections 
involve technical details that vary from activity to activity, and because they serve 
an underlying public purpose, which risks being undermined in a hasty attempt to 
eliminate red tape, the reform agenda needs to be elaborated more carefully. 
There are instances, such as in the case of veterinary and hygienic inspections in 
the livestock sector, where the need is for more and better inspections, not fewer. 
The same may be said for environmental inspections, where a chronic lack of 
adequate financial resources, sufficiently skilled employees, coordination among 
government agencies as well as a harmonized approach towards the private 
sector provides a particularly fertile ground for corruption and other rent-seeking 
behaviors. 

The first step in formulating a more detailed and nuanced agenda therefore is to 
undertake a thorough review of the licensing and inspections regime, to identify 
where it needs to be rationalized, as well as where it might need to be 
additionally resourced. 

Recognizing this the With funding from donors, the State Professional Inspection Agency is 
inspections undertaking a review of the inspections regime and of its own internal operations, 
the State Professional 

Agency is including staffing and training needs. A newly constituted donor-government 
being reviewed Private Sector Development working group has also taken on board a review of 

the inspections regime as one of the key priorities going forward. 

under 
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7. Facilitating integration with regional and global markets 

a. Customs processes need to be reformed with a view to 
reducing delays and reducing rent-seeking 
Reform of customs processes is needed with the twofold aim of reducing delays 
and reducing rent-seeking. While the two aims are related, there are significant 
differences as well. 

To reduce rent-seeking, administrative processes and incentive and 
compensation schemes within the customs administration need to be reformed. 
To reduce delays will require, in addition, automation of key processes, 
harmonization of procedures with customs in Russia and China, and more 
efficient linkages with other domestic agencies such as the SPlA and GDNT. The 
introduction of a customs-single-windowwould help in this regard. 

b. Scarce resources and capacity for negotiating international 
agreements should be appropriately allocated 
The 2004 Government Action Plan states the government’s intention to: 

“...actively negotiate trade agreements with Ukraine and Kazakhstan and work 
on establishing free trade agreements with the Russian Federation, People’s 
Republic of China and the United States of America.” (Government of Mongolia, 
2004). 

With China’s accession to the WTO and the pending Russian accession, 
Mongolia will need to build capacity to negotiate trade conditions with its two 
neighbors to increase trade facilitation, the specific imperative being to expedite 
the negotiations on the tripartite Agreement on Transit Transportation between 
Mongolia, Russia and China. 

But, as the Trade Policy Review conducted by the WTO Secretariat states: 

“Mongolia‘s participation in trade negotiations and arrangements has been made 
difficult by its limited human, technical, and financial resources.” (WTO, 2005) 

Mongolia therefore has to decide where best to allocate its scarce negotiating 
capacity. There are at least two reasons to focus on the tripartite transit 
agreement rather than the number of other bilateral preferential trade 
agreements: 

First, because preferential agreements involve protection they inevitably 
expose domestic firms to adjustment pressures when the preferential 
arrangements come to an end, as was revealed with the end of the MFA 
in early 2005. 

Preferential trade agreements are bureaucratically demanding. They put 
pressure on Customs to administer rules of origin regulations and they 
put pressure on government negotiators and legislators to come up with 
dual trading rules. Mongolia’s simple regime is a much more realistic 
reflection of the limited available administrative capacity. 

But most important is that the scarcity of resources and capacity be recognized in 
making that choice. 
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c.  A (partial) open-skies policy is worth considering 
The government might want to consider a (partial) open skies policy towards 
charter flights for tourists and air freight services. Such a policy would directly 
alleviate the critical barriers faced by the tourism industry-the inadequacy and 
unreliability of scheduled air services-and the livestock-based industries- 
barriers to movement of animal origin products through China and Russia. If the 
policy were coupled with a lifting of the ceiling on domestic air tariffs, it would 
have the potential to significantly jumpstart the tourism industry. And while there 
remain other technical barriers to the export of animal origin products that would 
need to be resolved, the availability of air freight services would eliminate a major 
disincentive to foreign investment. 

There are examples of other low-income countries that have successfully 
adopted such policies. Cambodia’s participation in a regional open skies 
agreement led to a dramatic increase in the number of tourists visiting Cambodia. 
Similarly, liberalization of Kenya’s civil aviation sector has led to Kenya becoming 
the largest exporter of perishables (cut flowers and leguminous vegetables) 
transported through air freight to Europe (Schlumberger, 2005). 

d. 

When such a policy has been proposed in the past, legitimate concerns were 
raised about what this would mean for the potential privatization value of MIAT. 
On that, it is important to bear in mind that civil aviation policy ought to be driven 
by what is good for the Mongolian economy as a whole, rather than what is good 
for a particular company. 

In formulating trade and investment policy, it is important to 
avoid misdiagnoses 
The government of Mongolia has understandably sought to identify ways through 
which to promote a diversification of Mongolia’s production base in an effort to 
reduce the vulnerabilities associated with being a primary commodity exporter. 
However, in formulating trade and investment policies in support of these 
objectives, it is important that the government avoid misdiagnoses that would 
lead to, and has sometimes led to, inappropriate policies. Such misdiagnoses are 
suggested in three areas. 

First, in its report to the WTO in early 2005, the government states that it: 

‘I.. .aims to impose differentiated import duties in order to promote domestic 
production, encourage the transfer of advanced technology, as well as for the 
concerns related to food security and better quality foodstuffs” (WTO 2005). 

If indeed such a policy were to be adopted, it would represent an unfortunate 
departure from the current uniform duty rate of 5 per cent, which has much to 
recommend it. Mongolia’s open liberal trade regime is a plus and ought to be 
maintained. 

The misdiagnosis lies in attributing the difficulties of the domestic processing 
industries to the low uniform tariff regime. As has been argued repeatedly in this 
report, Mongolian businesses, including processing firms, face multiple other 
constraints, from the inconsistencies in tax administration and the prevalence of 
corruption to the high costs of finance. Low import tariffs are not the problem. 
And none of the businesses surveyed, among whom there were several involved 
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in processing and production of food products, mentioned tariffs or competition 
from imports as a particularly severe problem. It should also be recognized that 
the transport difficulties also described elsewhere in this report constitute a form 
of “natural protection”. If businesses cannot thrive behind this kind of “natural 
protection”, it implies that they face constraints other than competition from 
imports. And those constraints are the ones that government efforts should be 
attempting to alleviate. 

Second, the continued imposition of the export tax on cashmere, and the 
prohibitions on the exports of raw hides and skins also suggest a misdiagnosis of 
the true nature of the constraints that domestic processing industries face. Such 
policies have rarely worked anywhere. Either they are evaded, in which case the 
effect is to drive a segment of the economy into the shadow. Or they have 
exacerbated the very problems they were intended to alleviate by inducing 
adverse supply responses. 

Box 7.5:Paklstan’s failed experiment with export taxes on raw cotton 
The experience of other countries which have taxed raw materials in order to encourage development 
of a later stage processing industry is not encouraging. For example, in Pakistan during the 1990s an 
export tax was imposed on raw cotton so as to encourage the yarn cotton industry. However, the 
lower price of cotton had little effect on output and provided a disincentive for Pakistani producers to 
upgrade technology. More important, the export tax had a detrimental effect on the cotton sector as 
raw fibre production expanded much more slowly than it would have had producers had access to 
international prices. 
Source: Pierrnatfini (2004) 

A third area where misdiagnosis is suggested is in the provision of undue tax 
incentives to foreign firms. International evidence indicates that durable foreign 
direct investment is attracted by fundamental competitive advantages and a 
stable transparent business environment. Tax incentives can affect the decisions 
of some firms on the margin, but if the fundamentals are not sound, such 
investment tends not to be sustainable. 
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