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Country Risk Climate: Mongolia 
 

Now that the power supply issue has been resolved for the giant Oyu Tolgoi mine, the new 
government will turn its attention to the investment agreement that governs its development. This 
deal is critical for an economy that continues to be the fastest-growing in the world, albeit with a 
high rate of inflation and – for now – external-accounts pressures. 

 
io Tinto’s biggest new mining project, the USD 6-billion Oyu Tolgoi (OT) gold-copper mine, is set to 
begin production in less than three months, now that power supplies from neighboring China have 
been secured. The mine will be a landmark for Mongolia, accounting for one-third of the country’s 

gross domestic product, and will be among the world’s five biggest copper mines once it has reached full 
output. Ownership is divided between the Mongolian government, which owns 34%, and Canada-listed 
Turquoise Hill, which owns the remaining 66% and is, in turn, controlled by Rio Tinto through a majority-
ownership stake. 
 
The new government is now apt to turn its attention to the investment agreement that governs OT, since 
the 2013 budget proposes to increase taxes and royalties on the mine by USD 300 million. More 
specifically, the draft calls for a new sliding royalty on the mine’s revenue that would rise to 20%, 
depending on the world market price for copper. The proposal would also raise OT’s effective tax rate by 
eliminating income tax allowances. The government would take in 221.3 billion togrogs (or about USD 
160 million) from the royalty and 224.5 billion togrogs (USD 163 million) from corporate income tax, 
according the estimates contained in the draft budget.  
 
A Pivotal Household Plan 
 
This budget is critical for Mongolia, which faces a fiscal deficit equivalent to 6.8% this year (after one of 
3.5% in 2011) that is expected to keep widening in 2013. Revenue from coal, the country’s foremost 
export, slumped during the Summer, because of a drop in both price and volume. But the question is 
what kind of new deal can be negotiated with a company (Rio Tinto) that with its partners has already 
spent USD 2-billion-plus to expand the mine, which is taking shape 1,300 meters beneath the Gobi 
Desert. 
 
The new government, which emerged from recent elections, is headed by Mongolia’s Democratic Party or 
DP, which failed to win enough seats to govern alone, but was able to form an alliance with the so-called 
“justice coalition.” It won 31 of the 76 seats available in the June 28 poll, eight short of an overall majority. 
The two parties in the justice coalition, the Mongolian People’s Revolutionary Party and the Mongolian 
National Democratic Party, want to limit foreign investment in the booming mining sector and they also 
want to limit the number of years a foreign firm can operate in Mongolia. They have demanded that the 
government renegotiate the accord covering Oyu Tolgoi. 

 
Troubling Coalition Partners 

 
They also want the coveted Tavan Tolgoi (TT) coal project kept under 100% Mongolian control. 
Generally, they will try to exercise in government considerable pressure in the direction of more populist 
and resource-nationalist policies. The question is to what extent they can make such demands stick. The 
new governing alliance also includes the Civil Will and Green Party (CWGP), which despite its name is 
more closely aligned with the DP’s moderate stance on foreign investment. The government is headed by 
Prime Minister Norov Altanhuyag, the head of the DP. The political name game in Mongolia tends to be 
confusing, though, since the original Mongolian People’s Revolutionary Party, now in opposition, in 2010 
dropped the “Revolutionary” from its name and calls itself simply the Mongolian People’s Party or MPP. A 
breakaway faction set up a new political party with the original name, the Mongolian Revolutionary 
People’s Party, which now is in the government. 
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Booming Economy 

 
Mongolia’s continues to be one of the fastest-growing economies in the world, one which in 2011 racked 
up real GDP growth of 17.3% and saw the expansion persisting at (lower) double digits through the 
second quarter of this year. The ongoing development of new large mining projects has helped to drive it, 
as has a relatively mild winter that benefitted agriculture and a highly expansionary fiscal policy. The 
combination of these factors has been keeping inflation high and monetary erosion is still around 15% per 
annum. To fight the trend, the Central Bank has tightened monetary and credit policy, raising its 
benchmark interest rate by 2.25 percentage points, to 13.25% (still negative in real terms), and increasing 
commercial banks’ reserve requirements by 700 basis point, to 12%. As this coincided with a slow-down 
of deposit flows into the banking system, it has led to a considerable slackening in the expansion of 
credit, to 37% (year-on-year) last August from 72% in 2011. 

 
Even though the government enjoyed substantially increased revenue inflows into the public till, bolstered 
by value-added tax and Customs duties collected on imports of capital goods for the development of the 
mining sector, the politicos managed to more than offset this with a 61% increase in government 
spending. Result: The above-mentioned 3.5% deficit last year, which represented a turnaround by 4.7 
percentage points. In the six months leading up to the elections, moreover, government outlays surged by 
57% (year-on-year) as public sector wages were hiked by more than 50%, cash handouts were 
increased, and capital investment was brought forward. Since revenue collection fell short of official 
expectations in January-June, the regime had to draw down bank deposits and borrow about 200 million 
togrogs from the Central Bank. There is, clearly, an urgent need to rein in spending. Whether the new 
government has the will and political courage to do so decisively remains to be seen. 

 
External-Accounts Pressures 

 
With domestic demand pressures driving up imports while export growth has been decelerating (largely 
due to softening coal prices and stagnating copper export volumes), the country’s balance of payments 
has been under pressure, especially as inflows of foreign direct investment slowed at least temporarily. 
Fighting this pressure, the Bank of Mongolia (BoM) has been intervening in the exchange markets, 
intermittently, to limit the depreciation of the togrog. Over the past year, the unit’s exchange rate has 
depreciated by roughly 7% and most of the effect of the CB’s actions has been absorbed by a decline in 
its net international reserves, which dropped by more than one-third (USD 800 million) to a two-year low 
of USD 1.2 billion. 

 
Gross international monetary reserves held up only thanks to a CB borrowing from the Chinese Central 
Bank (USD 200 million) and the BoM’s deposit-taking in foreign currency from the Development Bank of 
Mongolia (USD 500 million) and commercial banks (USD 200 million). This has left gross reserves near 
an all-time high of USD 2.7 billion, which is equivalent to about 5½ months of imports of goods and 
services. This should suffice until the ramp-up of coal production from the TT mine and that of copper 
from the OT open-pit mine help to boost exports and export earnings starting next year.  

 
But there are risk factors that should not be overlooked. They have to do with external headwinds, such 
as the possibility of a bumpy landing by the Chinese economy and a slump in India. They also arise from 
re-accelerating domestic growth in 2013, supported by the mining industry, by government capital 
spending initiated in 2012, and by disbursements from the Development Bank of Mongolia for 
investments in roads, housing and railways. Imports will keep rising sharply and inflation will stay in the 
double digits. (11/08/12) 
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