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ECONOMIC ANALYSIS (SUMMARY) 
 

Mongolia’s economy is booming, spurred by two very large mining projects and smaller mines 
already in full production. Its medium and long-term prospects are excellent but restraint is 
needed to better ensure sustainable and stable growth. The economy is showing increasing 
signs of overheating, with high inflation, intensified by the jump in public expenditure.  Fiscal and 
monetary policies need to work in tandem to better regulate the economy and to build up 
reserves as insurance against possible setbacks. Vulnerability to external shocks is high, 
including a drop in global commodity prices or a significant slowdown in the economy of the 
Peoples Republic of China (PRC).    

 
A. Economic performance 

 
1. The economy grew by 17.3% in 2011, mainly driven by infrastructure spending related to 
mining activity. Gross capital formation increased by about 60%, including for equipment, 
buildings and intermediate goods, and a large number of public works projects. Investment in 
the Oyu Tolgoi copper and gold mine which is nearing commercial production is projected to 
total $5 billion. The Tavan Tolgoi coal deposit is one of the largest undeveloped coking and 
thermal coal deposits in the world. Development of the deposit, close to the PRC border, is at 
an initial stage.  
  
2.     Public consumption was another main driver of economic growth in 2011, with government 
expenditures increasing by more than 55%, reflecting big increases in transfers and public 
service wages. Private consumption was strong, the combination of rising employment and 
incomes.  While the official unemployment rate was less than 4%, labor force surveys indicate 
that the overall level was in the order of 9% - but trending down.     
 
3.      The surge in exports was the result of increased coal production, strong demand from 
PRC and continued high commodity prices. However, imports surged even more strongly, 
largely related to the equipment and machinery needs of the mining sector. Net exports were 
negative.      
 
4.        While economic growth originates in the mining sector, it is quite broad-based.  Domestic 
trade (wholesale and retail) rose by 42.5%, stimulated by large cash payments to all citizens.  
Manufacturing rose by 16.0% and construction by 14.3%.   Agricultural output was flat, failing to 
rebound from the sharp contraction in 2010 and leaving a third of total employment in poor 
circumstances.    

 
5. Fiscal policy was highly expansionary in 2011. Government expenditure increased by 
55.6% as spending on social transfers, wages and cash payments surged. Government 
revenues increased by 40.9%; revenues from royalties and dividends and corporate and 
personal income taxes sharply increased.  Withdrawal of the Windfall Profits Tax in early 2011 
was more than offset by VAT receipts from imports of mining-related equipment. Excess mineral 
revenues were placed in a stabilization fund, as required by the Fiscal Stability Law (FSL) 
adopted in 2010. The budget deficit was the equivalent of 3.6% of GDP, compared to a small 
fiscal surplus in 2010.       
 
6. Monetary policy was tightened throughout the year, but insufficiently to offset the fiscal 
stimulus and contain inflation. The Bank of Mongolia (BoM) increased the reserve requirement 
for banks from 5% at the beginning of 2011 to 11% in August 2011. Further, it raised the 
benchmark policy rate four times since early 2010, by a total of 1.75 percentage points to 
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12.75%. Adjusting for inflation, real interest rates were close to zero or even negative. The 
broad money (M2) increased by close to 60% in 2011, driven by a sharp acceleration in bank 
lending which fueled aggregate demand and put stress on the financial system. The institutional 
framework for monetary policy has been strengthened. The new Central Bank law, which was 
enacted in early 2010, mandates the Bank of Mongolia (BOM) to solely concentrate on price 
stability. However, monetary and fiscal policies must be better coordinated, with lower growth in 
government spending so as to ease inflationary pressures.   
 
7. Inflation was 9.6% but varied widely during the year with fluctuations in food prices. 
Inflation declined early in the year, largely due to government-managed sales of meat reserves 
at below market prices. Meat prices constitute about 40% of the food basket. Inflation resurged 
to 11.1% in December (year-on-year). Core inflation (excluding food and energy prices) 
averaged 9.7% in 2011 and was 10.0% in December (year-on-year).  Real wages in informal 
labor markets were eroded by rising inflation. High inflation especially affected the poor. 
 
8. External trade increased rapidly during 2011. The value of merchandise exports, largely 
comprised of minerals, rose by 64% to $4.8 billion in 2011, attributable to demand from the 
PRC. Imports more than doubled to $6.5 billion, driven by purchases of equipment for mining as 
well as higher prices for oil and food. The current account deficit widened to $2.6 billion, 
equivalent to 30% of GDP. The main source of financing of the current account deficit was 
foreign direct investment, which more than doubled to $3.7 billion. Gross international reserves 
in 2011 rose to $2.5 billion, or by 8.4% compared to the previous year. 

9.        The broadly flexible exchange rate system helps to control inflation, provides an absorber 
against external shocks, and facilitates exchange rate changes paced with the rapid growth of 
the mining sector. The official exchange rate of the MNT depreciated against the USD by about 
11% between August and December 2011. Reflecting the high rate of inflation, the exchange 
rate in real terms was broadly stable. International reserves are at an all time high and the real 
exchange rate does not seem to be out of line with medium-term fundamentals.  

B. Economic prospects 

10. Mongolia’s economy is forecast to continue to grow at high double digit rates in the 
range of 15-20% in 2012 and 2013. The main drivers of economic growth are expected to 
remain the same, that is, mining-related investment, including supporting public infrastructure 
projects, and domestic consumption. Commercial production from the Oyu Togoi mine is 
expected to begin in early 2013. The time frame for development of the Tavan Tolgoi coal 
deposit is uncertain.  
 
11.    The Mongolian economy is highly vulnerable to volatility in commodity prices, 
underscoring the importance of accumulating reserves in the stabilization fund. 

 
12. Fiscal policy is expected to remain pro-cyclical in 2012, contrary to the need to moderate 
economic growth and inflationary pressures. While revenues are projected to increase by 40%, 
expenditures are projected to increase 32%. The budget deficit is estimated at 1%. Contingent 
liabilities may increase significantly with the government guaranteeing bond issuances by the 
newly founded Development Bank of Mongolia and scheduled public-private partnership 
projects. Importantly, under the Social Welfare Law passed in January 2012 a means tested 
poverty benefit will be introduced in mid year, replacing the universal cash transfers from the 
Human Development Fund. The structural balance rule of the FSL which limits the structural 
deficit to 2% of GDP will become effective in 2013       
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13.      Monetary policy will need to be further tightened in 2012 so as to counter inflation. The 
Bank of Mongolia is targeting an inflation rate below 10%. Credit expansion will need to be 
restrained and prudential regulations more effectively enforced. A three-year currency swap 
agreement with the PRC is designed to help stabilize the exchange rate against short-term 
fluctuations.   
 
14. Inflation is expected to be in double digit figures in 2012 and 2013, owing to the 
continued rapid growth of public infrastructure spending, large pay rises for public-sector 
workers and increases in transfers, supply bottlenecks in the mining industry and shortages in 
the labor market. The recent exchange rate depreciation will increase inflationary pressure due 
to the high import content of consumer goods. 

 
15. Export growth is expected to be robust in 2012 and 2013, based on strong demand from 
the PRC and continuance of favorable prices of coal which accounts for almost half of total 
exports. Export earnings will also be boosted by the start in early 2013 of commercial production 
at the Oyu Tolgoi mine. Imports will continue to rise, driven by investments linked to mining 
development and strong growth in private consumption. However, as new mines come on 
stream and mineral exports surge, the current account deficit is expected to narrow. With 
committed investments for the Oyu Tolgoi mine and pre-operation activities taking place related 
to the Tavan Tolgoi mine, foreign direct investment is expected to remain high and fully finance 
the rising current account deficit.  
 
16. Downside risks for Mongolia reflect its small, open, mining-dependent economy. 
Because of its heavy dependence on mineral development and exports, and related revenues, 
government finances and the current account position are highly vulnerable to commodity price 
fluctuations. Another risk is the possibility of a significant slowdown in PRC’s economic growth, 
the destination for more than 90% of Mongolia’s exports. Domestic risk could arise from the 
banking sector; weak corporate governance and regulation and supervision has resulted in the 
banking sector being vulnerable to external shocks. 

C. Development challenges – Institutional reform and fiscal policy strengthening 

17. An abundance of natural resources can hinder long-term development by increasing 
macroeconomic volatility, reducing incentives to invest in physical and human capital, and 
undermining economic and political institutions. Resource dependence often leads to growing 
income disparities, as resource extraction creates relatively few jobs and revenues may accrue 
to a relatively small proportion of the population. Mongolia, which historically had relatively 
balanced income distribution, in recent years has experienced a clear trend towards income 
extremes, which could undermine social cohesion and stability. An important medium-term 
challenge for Mongolia will be to improve its economic and political institutions so as to better 
ensure transparent, accountable and equitable management of natural resource revenues. 
Diversification of the economy should include encouragement of investment in non-resource 
sectors.  
 
18.      Management of fiscal policy in an economy characterized by very rapid development of 
its natural resources often leads to what is described as “Dutch Disease” – that is high 
inflationary pressures, upward pressure on the exchange rate, crowding out of the private sector 
and increasing vulnerability to external shocks. In recognition of this problem, the legal 
framework for fiscal policy and budget management in Mongolia has been strengthened 
significantly through enactment of the FSL in June 2010 and the Integrated Budget Law (IBL) in 
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early 2012. The FSL aims to ensure that mining revenues are better managed in the future by 
putting in place three complementary rules that function as a fiscal “circuit breaker” and ensure 
fiscal discipline:  (i) a ceiling on the “structural” deficit; (ii) a debt ceiling; and (iii) a ceiling on 
expenditure growth. Implementation and enforcement of the FSL will make an important 
contribution to insulating fiscal policy from commodity price shocks and smoothing the 
economy’s adjustment to higher mineral output. In turn, this will facilitate development of the 
non-mineral economy. However, the 2012 government budget appears to be overly 
expansionary. The authorities are expressing their commitment to the FSL and compliance with 
the law’s numerical targets for 2013. The IBL aims at improving budget management, in 
particular procedures for assessment and prioritization of various capital expenditure projects 
for consolidation into the public investment program. It is vital that both these laws be 
implemented in spirit and practice.   
 
 

 
 

 
 
 

  
 
 




