R
UNID
\SWr

=N

UNITED NATIONS
INDUSTRIAL DEVELOPMENT ORGANIZATION

Strategic Directions on Industrial Policy in Mongoia

Prepared for the Government of Mongolia
by the Development Policy and Strategic Researen®r,
Regional Strategies and Field Operations Division

February 2011
Vienna, Austria

United Nations Industrial Development Organizatfil



Disclaimer

The designations employed, descriptions and cleasidns of countries, and the presentation of this
document do not imply the expression of any opinidratsoever on the part of the Secretariat of the
United Nations Industrial Development Organizati®NIDO) concerning the legal status of any
country, territory, city or area or of its authte#, or concerning the delimitation of its fronsiesr
boundaries, or its economic system or degree okldpment. The responsibility for opinions
expressed rests solely with the authors, and @it does not constitute an endorsement by UNIDO
of the opinions expressed. Although great carebleas taken to maintain the accuracy of information
herein, neither UNIDO nor its Member States assameresponsibility for consequences which may
arise from the use of the material. This documest Ieen produced without formal United Nations
editing. The views expressed in this document danroessarily reflect the views of the Secretariat
the United Nations Industrial Organization. Termschs as “developed”, “industrialized” and
“developing” are intended for statistical converierand do not necessarily express a judgement. Any
indication of, or reference to, a country, instint or other legal entity does not constitute an
endorsement.
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Preface

This study onStrategic Directions on Industrial Policy in Mongolcombines analysis of long-term
structural change and the role of industrial politytakes into account the contributions of policy
makers, entrepreneurs, academics, directors of gnwarnmental organizations, officials from
international organizations and other industriakeholders. The study suggests a strategy andcéd set
policies which aim to stimulate structural changg iand within the manufacturing sector. Because of
the importance of the mining sector for Mongolia®nomy, one section of the study examines the
options for moving from resource-based industmés higher value-added manufacturing activities.

In preparation for the study, two seminars werenized in Ulaanbaatar, Mongolia. The first seminar
took place on 24-25 February 2010. The panellistthé workshop were Mr. John Weiss from the
University of Bradford in the UK; Mr. Henrik Kuffme an expert on wool and cashmere from the
International Wool Textile Organization; and Mr.|pfa van Gelder, an independent consultant on
meat processing. The Vice-Minister for Foreign ABaMr. Bolor Bayarbaatar, the Vice Minister for
Agriculture and Light Industry, Mr. Zoljargal Hhaa#tar, and Mr. Ludovico Alcorta, Director of the
Development Policy and Strategic Research BrancbIDO, opened the event. Ms. P. Pacheco
Lopez presented a preview of the methodology useg@dlicy design on the project. Presentations on
aspects of industrial and sub-sectoral developmegete made by the following Mongolian
government officials and national experts, and espntatives of the private sector. B. Ganbat,
Director, Innovation Policy Department of the Natb Development and Innovation Committee; Mr.
Bolor Naranhuu, national consultant; Mr. G. Yondaombuu, Vice President of the Mongolian Wool
and Cashmere Association; Mr. S. Gankhuyag, ndtmmasultant; Mr. B. Batkhuu, Director, Mining
and Heavy Industry Department of the Ministry ofniélial Resources and Energy; Mr. T. Tamir,
Director of the Sub-division of the Mining Divisioof Mineral Resources Authority Government
Implementing Agency; Mr. M. Lhachinbal, Chair ofeth Mongolian Meat Association; Mr. Ch.
Ganbat, Adviser to the Minister of Roads, TranspBanstruction and Urban Development.

The second seminar took place on 3-4 June 2010Dirketor of Trade and Economic Cooperation of
the Ministry of Foreign Affairs, Mr. G. Jargalsaiin the Director of Light Industry Policy
Implementation and the Coordination Departmenthaf Ministry of Food, Agriculture and Light
Industry, Mr. D. Badarch and Mr. Ludovico Alcorfairector of the Development Policy and Strategic
Research Branch of UNIDO, opened the event. Thelizas were a group of international industrial
policy experts assembled by UNIDO, and comprised Mhn Weiss; Mr. Graham Davis from the
Colorado School of Mines in the USA; Mr. Henrik Kudr; and Mr. Ralph van Gelder. Presentations
on different aspects of industrial and sub-sectdealelopment were made by Mongolian government
officials and national experts and representativEghe private sector: Mr. R. Batmend of the
Mongolian Institute for Strategic Studies; Mr. Bambaatar, Director, Sector Development and
Investment Policy Department of the National Depetent and Innovation Committee; Mr. B.
Battulga, Officer, Innovation Policy Department tie National Development and Innovation
Committee; Mr. G. Yondonsambuu, Vice President bé tMongolian Wool and Cashmere
Association; Mr. D. Enkhtuya, Director, Mongoliarextile Institute; Ms. L. Boojoo, Executive
Director of the Competitiveness Centre, an NGO; BlIrBatkhuu, Director, the Mining and Heavy
Industry Department of the Ministry of Mineral Resces and Energy; and Mr. J. Baatarkhuu,
General Director in Charge of Enrichment, Erdenetiiy Corporation.

The study will contribute to Mongolia’s industripblicy-making process. Mongolia is currently at a
crucial juncture in its development process and &tegtegic decisions are being taken to ensure long
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term sustained growth. Industrialization will playleading role in it and UNIDO is pleased to
accompany the country in this major endeavour.
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Strategic Directions on Industrial Policy in Mongol

Strategic Directions on Industrial Policy in Mongoia

Mongolia possesses major reserves of 80 differenenals including copper, gold, coking coal, iron
ore, fluorspar, molybdenum and crude oil. The Oglgdy mine, in particular, is potentially the world
largest copper mine. Unsurprisingly, the Mongolkemonomy has relied on its mining sector and the
high prices of minerals in international marketséoonomic growth. However, the time has come for
Mongolia to use revenues from mineral reserves towgeven faster by inducing a rapid
transformation of the economy and, as a resultrowipg significantly the living standards of its
people. To do so, the development of a competiive high value-added manufacturing sector is
crucial.

Several Mongolian official documenrisicluding The Action Plan of the Government of Mongolia for
2008-2012; The Millennium Development Goals-Based ComprehensiveéiohiEl Development
Strategy of MongoliaTheAction Strategy and Formation Plan of the Natioaatl Development and
Innovation CommitteeThe List of Initial High Priority Large Projects to bAnnounced to Foreign
and Domestic Investors by Governmeand The Detailed List of Large Priority Projects to be
Implemented by the Governmestiow the importance that the Government is giviogthe
development of an industrial programme. The gossambitious and involve developing a range of
new industrial activities. To reach those goals egadize such ambitious projects, many obstaclés wi
have to be surmounted.

The manufacturing sector is small and accountedidy 4.3 per cent of gross domestic product in
2008. Of the total economically active populatidhanound 1 million people, only 48,000 were
employed in the manufacturing sector. The smallrabgopulation limits the size of the domestic
market. The challenge is thus to identify those mfactured products that it is feasible to support
initially, in the sense that they use local raw enials, can be produced economically and compete in
international markets. Empirical evidence has shavat countries that produce and export
manufactured products experience faster long-tenowtl) and are eventually able to diversify into
even more advanced industries.

This report, Strategic Directions on Industrial Policyis based on an assessment of the current
characteristics of the manufacturing sector, itetrboution to the overall economy, the prevailing
macroeconomic and institutional circumstances efdbuntry, and its performance relative to other
countries at the same stage of development. Thesatm define an industrial development strategy
and make recommendations on industrial policy thay help turn the industrial development goals
and projects of the Government of Mongolia into litga The development of Mongolia’s
manufacturing output is essential if it is to weatithe shocks associated with the volatile minerals
markets. Historical and current empirical evidest®w that countries which produce and export
manufactured products have experienced a moreesttinomic performance, especially if their
products are in demand in high-income countrieke feport is based on rigorous research assessing
the performance of Mongolia’s most important secteuch as minerals, natural fibers and meat
processing, but also suggest new areas of compadivantages.

Mongolia is a land-locked country, where distanaes huge and transport costs high. Every effort
needs to be made to improve the transport infreisire to lower transport costs. Additionally, an
adequate and high-quality physical infrastructureutd be built for production to be efficient and
competitive. The institutional structure needs ® donducive to doing businesses. This means
strengthening property rights and the rule of lang reducing the bureaucratic procedures for gettin
up businesses. For industry to flourish, it musbdiave access to skilled professionals. Investiment
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Strategic Directions on Industrial Policy in Mongol

education and training for specific industries dlidee seen as a key priority. Likewise, information
and technology (IT) skills and foreign languages@rgeneric importance.

An active dialogue between the Government and f@igactor must also be maintained to identify
market failures and what the private sector sedb@sbinding constraints’ on industrial growth, so
that the Government can target their removal. Hawneto achieve the goals, all parties including the
Government, firms, industries or professionals, tneiee coordinated action toward transformation.

The industrial strategy will be based on two maltags. First, improving the quality of manufactdre
products for specific niche markets. The countrylddmprove the quality of those products which
require unique Mongolian raw materials, design ovcpsses. The establishment of a marketing
structure and trade associations is vital to preniditional products of Mongolian origin. These i
great potential for exports of high value-addedustdal products based on cashmere, yak hair,
sheep’s wool, camel hair and red meat. Second,eagigely promoting Mongolian products in
international markets. Participation in specialifairs, branding and active promotion of the pridu
are examples of what could be done. In sum, Moagatanufactures should be recognized for their
quality, their unique identity and by price diffatation, for all of which a coherent marketing
strategy is required.

The success of the industrial strategy will be ideteed by the Government’s ability to: i) managd an
use the revenues generated by the extraction adrai;rand ii) decide on which minerals to process.
Regarding the former, a properly regulated andcsired financial institution has to be established.
Mongolian entrepreneurs wanting to produce manufastneed to have access to funds, which should
be conditional on medium-term performance. Parthef sustainability of the financial institution
would depend on a body of trained inspectors irrggnaf monitoring the small and medium-sized
enterprises (SMEs) which seek its funds. Any mowestipport mineral value-added processing
activities must be undertaken only after assessmaetie profitability of each capital investment,
identified through rigorous financial and techniealalysis. For those processed minerals orientated
towards international markets, the selection ofoetxmarkets is a key issue. But there could also be
social benefits, such as employment generation,nwdelecting a basket of processed minerals
oriented to satisfy the domestic market.

The vision is that in 20 years' time, Mongolia wilhve a much more diversified economy.
Manufacturing industry will be a major driver ofcammic activity, with production taking place in
modern, high-tech, environmentally friendly andorgge-efficient plants. Most of its population will
enjoy high -quality employment and higher incomes #he standards of living of the Mongolian
population will begin approaching those of devetbpeuntries.

Priorities for Industrial Development

There is great potential to enhance the performaricthe Mongolian industrial sector. For it to
prosper a set of issues needs to be addressedopment of Mongolia’s plentiful mineral resources
offers the opportunity for significant diversifioan, including the expansion of manufacturing. The
role of government would be to co-ordinate the oesps of market participants to ensure that
bottlenecks are overcome. The following are therjirés identified.

© United Nations Industrial Development Organizat&D11 11
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It is critical to overcome the shortage of longrefinance for investment and it will be necessary t
use mineral revenues to fund the diversificatiothefeconomy.

1. Mongolia’'s economic development requires the chbingeof long-term investment funds
into the manufacturing sector. Funds for new aitisi — whether defined as new to the
country or as new ways of doing things — shouldtnnelled through a Development Bank,
a venture capital fund or an alternative finanom#rmediary. The Development Bank should
lend at preferential rates (based on internatidngdrest rates with an adjustment for
administrative costs).

2. For employment purposes a separate fund for SM&m@t as enterprises with less than 50
employees) should be created. Funds should carirterest rate that reflects risk-free returns
abroad plus administration charges. SMEs shouldbrotxpected to bear foreign exchange
risk.

3. A Sovereign Wealth Fund (SWF) should be createdvest some of the mineral revenues in
foreign-exchange-denominated assets to steriliee itpact of mineral revenues on the
exchange rate and to create a fund to offset dowsiin mineral prices.

4. A Technology Development Fund should be set upt@icthe cost of the import and/or local
development of new technology and the cost of eympént of foreign experts. Loans offered
under this fund should be small (say, a maximum 10S#illion per loan) and offered
interest-free.

5. Enterprises from all sectors of industry shouldefigible to apply for funds, but failure to
repay would render the enterprises and their owinetigible for further financial support for
a significant period of time (say, ten years).

Planning for the future development of the minesattor is critical. It cannot be assumed that the
strategy for processing minerals is always econattjicensible.

6. The planning capacity of the National Developmemtolvation Committee and other bodies
dealing with the mineral sector should be strengtkdeby a combination of training for local
staff and the involvement of foreign advisers andsultancy firms. Detailed work must be
carried out that meets rigorous technical standandsleads into sound technical advice.

7. It may turn out that it is economically more adbigafor Mongolia to run a dual economy,
exporting selected unprocessed and processed tsinarel expanding resource-based
manufactures (like textiles, cashmere, and foodlyxts), initially funded by the mining
sector.

Improvements to the investment climate must coatinu
8. Ongoing initiatives to reduce the cost of doingibess, for example through investment in

infrastructure, the streamlining of bureaucratiogesses and the strengthening of legal
protection must be maintained.

Institutional change at sector level will be esgdrib allow modernization.

9. Co-ordination among the different official entitiefich are dealing with the same areas (for
example, between the Ministry of Finance and theisdiy of Food, Agriculture and Light
Industries) is necessary in order to make poligysisient.
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10.

11.

12.

13.

14.

15.

16.

17.

There needs to be dialogue between the Governmentha private sector where bottlenecks
and market failures are identified. The Governnmuost play a co-ordinating and facilitating

role to remove these. This is well argued in therditure (Hausmann, Rodrik and Velasco;
2005), and is known as easing the “binding corssaion growth.

Strong industry associations, independent of thee@onent, must be supported, for example
in meat processing. These associations must bevealoto engage directly with the
Government to discuss their perceptions of thelprob facing their sector. The development
of associations where no strong ones exist mayinegame public funding.

Mongolian entrepreneurs and SMEs require short- amadlium-term support from the
Government, in the form of “carrot and stick”. Egreneurs willing to take the risks involved
in setting up a firm must have access to advicefands from the Government. The time-
frame for support should be fixed, and continuegpsut should be conditional on good
performance. Failing this, the entrepreneur wowddplenalized by terminating the funding.
The process would require close supervision. Comegatnying to initiate activities in both
traditional industries and new manufacturing atiggi could benefit from this scheme.

The Government has to support risk-taking actisitieat are genuinely new to Mongolia and
represent a major shift away from current spea#tin, for which the Government may wish
to select a priority area.

Improvements in the quality of natural fibres (casie, yak hair, sheep’s wool and camel
hair) are essential to secure a position in intesnal markets. This implies adopting and
implementing international standards. Improving ¢fuality of natural fibres necessitates the
informed and active participation of herders.

Specifically in the cashmere sector the relatigndiétween herders and processors must be
strengthened. The advisability of establishing ahozere commodity exchange, involving
herders’ associations and processors, should besesh

For the meat industry to succeed in internationatkets attention should be paid to the
quality of inputs along the meat processing chBimce differentiation must be implemented
so that prices are linked to the cuts and qualfitpeat.

Priority support should be given to manufacturedherals already being exported (SITC
Rev2: Copper and copper alloys, refined or not,1682opper and copper alloys, worked,
6822; Aluminium and aluminium alloys, worked, 684#d Lead and lead alloys, worked,
6852) or ones close in nature to them, and otredymts in the SITC 68 category, non-ferrous
metals. These products are likely to require simdlill sets and institutional knowledge.
Identifying export markets will be key to this effo

Consistent implementation of measures is needetbiieect market failures and to promote new
activities.

18.

A wide range of measures on how to procure the ldpmeent of manufacturing activities

should be introduced: tax holidays, Export Processiones, labour training subsidies, tax
concessions, etc. The support should be for breatbis, without favouring individual sub-

sectors.
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Strategic Directions on Industrial Policy in Mongol

Mongolia is a labour-surplus economy and its diiferation needs to be built around a strong base of
local skills.

19. The government should invest in education and teehiraining, in particular strengthening
the capacity of the labour force in English langaiagd ICT skills and in specialist aspects of
industry like cashmere processing.

20. Skilled labour is needed for each industry. Thentgucould establish agreements with other
governments, chambers of industry and commerceappropriate companies to train
personnel in specific tasks.

Mongolia has to take into consideration the rapidlyanging environment to identify what products
are in greatest demand in the most dynamic markets.

21. The methodology used in this report suggests thatddlia could produce and export higher-
value textile products, which would be easier thraoving to new activities, such as
pharmaceuticals. Higher-value textiles are “nearpgdducts in its “product space”, where
economic distance is low, due to the similarityhef assets and capabilities they require.

22. The opportunity for Mongolian manufactured produki¢s in selected niche international
markets.

23. The country should consider comparator countriashsas Uruguay and Botswana, which
have similar characteristics (a relatively largeitery and a small population dependent on a
few commodities and a narrow range of manufactuesspotential models to follow.

Mongolia can undoubtedly become a more diversigednomy than it is now, but the pace of
diversification will depend on the industrial padéis pursued by the government and the
responsiveness of the private sector to the inden&snto invest in new areas of activity. Note
however that industrial (manufacturing) developmismot the only route to diversification. Service
sector development (including tourism) can be apmlement to industrialization, but is outside the
scope of this Report.
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Introduction

1. Introduction

Mongolia faces critical policy challenges. Its largiineral reserves give it the potential to grow
rapidly and raise living standards significantlyowtver, international experience shows that mineral
reserves do not guarantee prosperity and thatahts from their exploitation need to be invested
wisely to ensure that growth can be sustained timeg are depleted. There has recently been wide
coverage in the international media of the higreptal growth that the economy could achieve on the
basis of investment in its mining sector. Indeeaniyblia is one of the richest countries in the worl

in terms of mineral endowments, and internatiomedes of minerals have been booming. Therefore,
there are high expectations for mining projectsweleer, there are also concerns about the economy’s
capacity to cope with the requirements of theseitiools projects.

During the mid-1990s Mongolia experienced a radatelnge in its economic regime. This involved
the rapid opening-up of the economy to foreign éraohd the privatization of most of the larger
industrial enterprises. With entry to the World deaOrganization (WTO) in 1997 all tariffs were

eliminated for a two-year period. They were re-iggab at a uniform rate of 5 per cent in 1999, which
remains the current rate (UNDP, 2008: 16).

This trade regime has been criticized from differgandpoints for causing the very rapid decline of
the manufacturing sector in the 1990s. One criticis that, although the old manufacturing sector
may have been inefficient by world standards, is wasource of jobs, income and industrial expertise
and that the rapid opening of the domestic markenports meant that skilled industrial workers gver
driven into low-productivity jobs in the informakstor, such as herding, agriculture or artisanal
mining (Reinert, 2004). Trade policy has also bericized for not making full use of the instrunten
allowed by WTO membership to support industry. &mmple, selected parts of manufacturing could
have been granted higher rates of protection tharaw standard rate, since the bound import tariff
ceiling at accession to WTO was set at 20 per ¢émt.has the country made use of WTO provisions
on trade remedies, not applying them to local pceds affected by temporary import surges (UNDP,
2008: 12).

The main objective of this report is to suggesedions for industrial policy to the Government of
Mongolia, with the aim of diversifying into highefalue-added industrial activities. The report is
based on rigorous research assessing the perfoensmdongolia’s most important sectors: minerals,
natural fibores and meat processing as well as stiggenew areas of comparative advantage. It
summarizes the findings of two workshops which tgbikce in Ulaanbaatar, Mongolia (on 24-25
February 2010 and 3-4 June 2010), at which Mongotifficials, UNIDO officials, international
experts, entrepreneurs, academics and represestadiv non-governmental organizations (NGOSs)
discussed industrial policy issues.

The report contains five chapters. The first chapteefly introduces the topic of industrializatiam
Mongolia and raises concerns about the abilitheféconomy to cope with ambitious new projects.

The second chapter discusses the recent economfarrpance of Mongolia and its manufacturing
sector. It considers the role of industrial polisythe development of new sectors of the econoray th
would allow the country to achieve a more sustdséing-term economic performance which is not
wholly dependent on minerals. A recently proposedhmdology which involves the construction of
two indices, PRODY and EXPY, developed by Harvaronemists (among them Ricardo Hausmann,
Jason Hwang and Dani Rodrik), is followed. The mdtiogy quantifies a country’s position in the
value added chain. In the case of Mongolia it fpaes that its export basket has remained very
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Introduction

concentrated over time and its export structurpréglucing lower value- added products than other
countries at comparable levels of income.

The next three chapters are studies of sectorshwdrie of relevance for Mongolia because of their
current economic contribution and their potenfidie sectors are mining, natural fibres and red-meat
processing. The possibility of processing somehefraw materials produced in the mining sector is
explored in Chapter 3. However, it is argued thatainnot be assumed that mineral processing is
economically viable. This applies to both coppeekimg and coal cleaning as well as to a range of
metallurgical activities. In the short run the ctrynshould continue to extract and export mineral
products. Any decision about processing minerals ba taken only after detailed profitability
analyses have been done.

In Chapter 4 the current characteristics of theunatfibres industry are examined. If Mongolian
natural fibre products are to access internatiorakets, the first step is to improve the qualityhe
raw material. Once the quality of the fibre is gudeed, design, production and marketing of
garments have to be addressed. Mongolia shouldifig@nd target niche markets

Chapter 5 addresses the upgrading of the red-meastry. It discusses its current situation and
suggests the changes that need to be made ingasipation, the management of animals on farms
and the processing system. It emphasizes that tbagMian meat industry needs to become
“consumer-focused” rather than being almost emtifptoduction-focused” as it is at present. Two of
the main recommendations are the implementatiom mfce differentiation system in relation to the
cuts and quality of the meat and the establishroeptoducer associations in which the private gecto
should be represented. The establishment of a Miamgdleat Industry Board (MMIB) and a
Mongolian Meat Administrative Body (MMAB) are recomended.
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Challenges for Industrial Developments in Mongolia

2. Challenges for Industrial Development in
Mongolia

2.1 The Recent Performance of the Manufacturing Séar

Mongolia has a number of highly distinctive featibecause of its geography and history. The large,
and in many parts inaccessible, land area and guoplilation give it an extremely high land/labour
ratio and make transport costs a relatively sigaiit element in manufacturing costs. In additits, i
land-locked location presents major barriers teifpr trade. Transport costs are high even by the
standards of other Central Asian land-locked ecoesndue to the difficulties in modernizing thd rai
network because of the cost of upgrading so mamks: These high transport costs provide natural
protection for producers selling in the small doticemarket, but at the same time make it more
difficult to export, particularly goods with low kee-to-weight ratios. Several non-geographic
problems have also been highlighted in recent tspmrcluding a shortage of long-term credit beeaus
of a poorly functioning financial system, a weakvdatment climate with corruption and non-
transparency particularly serious issues, and eagy of skills including low levels of competerioe
the English language (UNIDO, 2002; World Bank, 2Z80UNDP 2008). In addition, Mongolia has
serious deficiencies in infrastructure with its dpaail, power and air links classed by observers a
among the very worst in Asta.

Manufacturing output in 2001 was roughly 40 perta#frits value in 1996.Since then there has been
a modest recovery in manufacturing but the sectmouants for only a very small share of total
activity, currently less than 5 per cent of GDPbI€al gives growth rates for manufacturing and its
share in GDP at constant prices over the perio®-P8®8. Annual figures are erratic with the initial
revival of activity in 2001-02 driven by the subtial expansion of clothing exports after the Udite
States of America granted Mongolia full most fawimation (MFN) treatment in 1999. Foreign
investors (principally from China, Hong Kong Spéckdministration Region of China, Taiwan
Province of China and the Republic of Korea) dor@dathe industry, establishing production
facilities as a means of avoiding quotas in thetéthStates. The ending of the import quota system i
2005 meant that Mongolian garments were unablebapete in the United States market and, after
stabilizing in 2004, export sales fell significgnith 2005-06, so that by 2007 they were slightliohe
the level of ten years earlier (UNDP, 2008: 96-9d)is slowdown, and then slump, in the garment
sector was the major factor behind the 20 per dedline in manufacturing in 2005.

! McCawley (2010). Table 3 shows the ranking of ¢des in Asia based on expert judgements on thétywd
infrastructure. Mongolia comes bottom out of 21 mtoies in the overall index.

% This is derived from the statistics on manufacigrgrowth at constant prices in UNIDO (2002), Table. An
average annual rate of decline of manufacturingeraldded of 9.7 per cent over the 1990s is giveMfmgolia
in theWorld Development Indicato®orld Bank 2007b, Appendix Table 4.1).
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Table 1. Manufacturing growth and GDP share, 1996208

Manufacturing growth at | GDP growth at constant | Manufacturing share in
Year constant prices % prices % GDP %
1996 -14.6 2.3 8.4
1997 -13.8 4.0 6.9
1998 3.5 3.5 6.9
1999 -3.0 3.2 6.5
2000 -3.2 1.1 6.2
2001 33.0 9.4 8.2
2002 18.8 3.8 9.4
2003 n.a. n.a. 5.6
2004 -3.7 10.6 4.9
2005 -19.4 7.2 3.7
2006 13.3 8.6 3.8
2007 28.8 10.2 4.5
2008 4.5 8.8 4.3

Note: n. a. is not available since the constamepsieries changes in 2003 and the values for 2002@03 are
not in comparable prices.

Source: National Statistics Office (NSO) YearbodkSeatistics and ADB websitenyw.adb.org) Mongolia
section.

Since 1990 there has been a considerable fallarsitfare in manufacturing of the consumer goods
sub-sectors of garments, leather and footwear antheé capital- and scale-intensive activities of
chemicals and non-metallic minerals. The result basn a concentration on a limited range of
manufactures, principally textiles, food producatsl dasic metals, which together represented nearly
80 per cent of all manufacturing in 2008 (see T&)lelhese industries draw on the natural resources
of the economy such as livestock, wool and oredbasetal processing. The vast majority of
manufacturing (97.5 per cent of value added in 2005 been classified as producing either resource-
based or low-technology goods rather than mediund-hagh-technology goods.

Mongolia has plentiful endowments of minerals, a@hdre are ambitious plans to expand the
exploitation of these deposits. In the late 199@sinmg represented around 12 per cent of GDP, but
growing mining activity, combined with higher comdity prices, has meant that it has become an
increasingly important activity, accounting for \Wween 60 and 70 per cent of industrial output and
between 18 and 21per cent of GDP in the period 20UB. Minerals have also come to dominate
exports, with mineral products accounting for 6¥ gent of export value in 2007 and 60 per cent in
2008 (NSO, 2009). The key policy challenge for Molgis to use its mineral revenues to revitalize
and modernize manufacturing and to diversify theneeny more generally to allow it to reach a more
stable growth path.

% See UNIDO (2009) Annex 11, Tablel. This sourcesithe classification used by ISIC category.
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Table 2. Composition of manufacturing in 2008 (aR005 constant prices)

Category Millions of tog % composition
Food and beverages 186,476 32.4
Tobacco 23,444 4.1
Textiles 130,034 22.6
Wearing apparel 17,355 3.0
Publishing and printing 13,599 2.4
Chemicals 6,036 1.0
Non-metallic minerals 27,586 4.8
Basic metals 135,739 23.6
Transport equipment 16,447 2.9
Others 18,316 3.2
Total 575,032 100

Source: National Statistics Office (NSO) YearbobdStatistics 2009.

Table 3 summarizes employment data by the aggregaédgories of agriculture, industry and others,
with the industry category covering mining, mantfiaing and utilities. Total industrial employment
in 2008 at around 124,000 was 12 per cent of thplarad workforce and is still below the 1990
level, although it has been growing at around 4cget annually since 2000. The implied employment
elasticity with respect to output of 0.19 is ralaty low by international standards and reflects th
dominance of mining, which is a relatively capitaiensive activity within the industrial sector.
Employment data are particularly unreliable in ma¢hAsia but this elasticity for industry is lower
than reported for all but one other Asian economwg irecent comparative study (Felipe et al., 2007:

Table 2).

Within industry, employment in manufacturing isiestted at around 41,000 in 2007, which is a
modest increase over the figure of 38,000 for 208G, nonetheless still only equal to the 1992
employment level. Within manufacturing, the mainpéoyers are garments (approximately 10,000
workers in 2007), food and beverages (also aroun@0D workers) and textiles (around 5,000
workers). While the garments industry is stillimportant employer, in 2007 its workforce was well
below the peak of nearly 17,000 in 2003, as a t@dithe decline in clothing exports stemming from

the ending of the MFA quota system

Table 3. Mongolia’'s employment structure

1990 | 1995 | 2000 | 2008 Annual
Sector growth (%)
Thousand persons 2000-08
Agriculture 258.8 354.2 393.5 377.6 -0.5
Industry 131.6 108.1 91 124.1 3.9
Others 393.2 305.3 324.5 540.0 6.6
C Employment
0,
Distribution (% of total) elasicity
Agriculture 0.33 0.46 0.48 0.36 -0.04
Industry 0.17 0.14 0.11 0.12 0.19
Others 0.50 0.40 0.40 0.52 0.37

Notes: Annual growth is a logarithmic growth raEemployment elasticity is employment growth dividey

growth of sector.

Source: Asian Development Bankww.adb.orgd, Mongolia section.
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2.2 The Dynamics of the Manufacturing Sector

The declining share of manufacturing in GDP in Malieyis cause for concern because there is a
significant body of theory, backed up by empiriealdence, which suggests that different sectorg hav

different growth effects and that at relatively |dewvels of income in particular the absolute and

relative growth of manufacturing can have a ke inloverall economic development.

The case for manufacturing as an ‘engine of grovghiased on its capacity to generate productivity
growth, technical change and externalities opegatimough the links between independent firms.
Different mechanisms have been stressed by diffengihors but central is the view that, unlike othe
sectors, manufacturing generates ‘dynamic incrgasturns’; that is raising productivity througteth
expansion of production, through learning and thhouncreased specialization. In this process
increasing returns are the result both of the catiud expansion of production and of interaction
between activities, and are not simply confined¢daventional economies of scale within activities.
This dynamic process is in contrast to agricultanel services, where productivity growth arises
through labour-saving technical change and the mewt of workers off the land and to parts of the
services sector, where productivity responds pabsito expansion in other sectdrs. Early
development theory underestimated the potentialnfaw branches of services (particularly those
linked with computer-based technology) to genesait&ained productivity growth and behave in the
same way as manufacturing. Such dynamic serviagshawever, rarely significant in a low-income
context.

Innovation and the resulting technical change @agritical role in economic growth, and whilst
manufacturing may not be the only activity whereyttoccur, when they are more prevalent in
manufacturing, this provides a justification fog &pecial place in planning for growitlf. increasing
returns and externalities are the rationale faerirgntion, logically this implies selectivity in fgoort,
since the scope for these effects will vary bottwken branches and between firms within branches.
These theoretical arguments on the special rolenfanufacturing are supported empirically by the
following broad generalizations (Rodrik, 2006):

i) As countries grow up to a threshold income levelghare of manufacturing in GDP rises.

The generalization that up to certain point theresha manufacturing in national income rises as
income per capita grows up is well-establishedlamslbeen re-confirmed in recent analyses (UNIDO,
2009; ADB, 2007). If one plots the relationshipisitbest represented as a U shaped curve with the
share of manufacturing rising at an increasing eateelatively low income levels (as in the newly
industrializing countries —the NICs), stabilizing some point and then declining beyond that. The
strength of the initial impulse comes from a moué af agriculture into higher productivity acties,

of which manufacturing is the key. Workers also mowut of agriculture into services, and the service
sector’s share in GDP also increases. Two econéamtors will drive this process. On the demand
side it is well-established that the share of ine@pent on food declines as income rises, whitst th
expenditure share on manufactures rises with incétogvever, as income passes a threshold level,
the expenditure share of manufactures stabilize$ then starts to decline. The second factor
influencing this process of successive sectordtsshs differential productivity growth. Historidsl
there is strong evidence that growth of labour potigity in manufacturing is more rapid than in

* This analysis stems from the influential work dEhblas Kaldor in the 1960s. Various surveys andrsaries
are available. See, for example, Weiss (2002) @napt

® The ‘self discovery’ model of Hausmann and RodfR03) sets out the case for subsidising innovadive

risk-taking activity in the introduction of new phocts and technologies as all potential followeas drom the
actions of innovators.
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agriculture or in services, although there is soewé&ence that newer computer-based service
activities are also seeing rapid increases in pibdty.® Faster productivity growth means that the

price of manufactures relative to services declinasosting the initial demand shift towards

manufactures. At a later stage this favourabldivelgrice shift creates a substitution effectamdur

of manufactures, which partly offsets the effectaofdeclining income elasticity of demand for

manufactures.

ii) Up to a threshold income per capita, fast growth GDP is associated with a large
manufacturing share
Manufacturing is not the only sector whose shamiselated with GDP growth but for the theoretical
reasons noted above the impact of its size on groertds to be greater than for services (Szirmai,
2009; Dasgupta and Singh, 2006). Furthermore, aseslyof periods of rapid growth (‘growth
accelerations’) suggests that rapid growth tendseteither accompanied or preceded by a structural
shift in either output or employment towards mawotidiring. An analysis for developing Asia finds
that for periods of ‘rapid growth’ (defined as madhan three consecutive period averages of grawth i
GDP of at least 5 per cent) there is a statisticgitinificant tendency for these to be associatitd &
rising manufacturing share, but no similar con@uoss reached for services. This is in part because
rise in services share can also be associatedavgitbwth deceleration as workers displaced elsesvher
are absorbed in services activity with lower prdility (ADB, 2007: 297- 303).

It should be noted, however, that some new seitiities are showing signs of dynamism similar
to that of manufacturing. Whilst some service atitig in developing countries, such as retail and
wholesale trade and public bureaucracies, havepimguctivity, new dynamic elements of services
are emerging, such as business and computer-basedes, telecommunications and tourism. In
some countries (e.g. India) these latter dynanmgémehts are starting to dominate and the services
sector as a whole is behaving in a way similar émufacturing and thus offering higher-productivity
employment than that available in agriculture.dp@ars that booms and busts in mining can also be
responsible for faster and slower growth in minelgpendent countries.

iii) Economies that have higher value exports basedanufactures tend to have both higher export
and GDP growth.
The historical and contemporary evidence shows st a country exports matters for growth.
Recent work by Hausmann, Hwang and Rodrik (200@rgits to quantify the diversification of the
export basket of individual countries by constmigtcommaodity indices of technological or product
sophistication (see Box 1). This is done by usingegghted average of the income of the exporters of
a good to the world market, which is called PRORY dither the 4- or 6-digit level). The PRODYs
are then aggregated into a single export indexéah country which is called EXPY (a higher EXPY
implies a higher value-added composition of expoifhis becomes one of the explanatory variables
in a model to explain growth. The result is that fmwer and middle income economies (but not
higher income countries) there is a significantifpesrelation between the EXPY index at the stdirt
a period and subsequent growth, controlling foreotimfluences. The impact of EXPY on growth
varies with the form of estimation, but it is irethange of 0.3 to 0.8 percentage points of extr& GD
growth for every 10 per cent increase in the ind&ke result is confirmed in a separate analysis fo
developing Asia using the same approach (see Bo¥xjorting high-value goods is thus good for
growth, and since most high-value products are fiagtwres, this measure provides a new link
between export composition and growth. It is pigkip the high income elasticity of demand of high

®For example, in the OECD countries, between 197d &894, the growth of labour productivity in
manufacturing (at 3% annually) was nearly threeetinthat of productivity growth in services (at 1)1%
(Rowthorn and Ramaswamy (1997, Table 1).
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value-added products. Rodrik (2006) looks spedificat the case of China, whose EXPY is well
above that predicted for its income level and whagipears to explain at least part of China’s high
growth rate.

Box 1. PRODY and EXPY methodology

The structure of production and structure of exparatters for the growth of output and exports|
One way of showing this, pioneered by Hausmann, ndgwand Rodrik (2006) is to calculate the
EXPY for each country based on whether countriesspecializing in ‘high income’ goods or
‘low income’ goods — and then to relate EXPY, GDBvgh and export growth across countries.

(%4 /X))
PRODY. =) vV *=X9 17
‘ ; PN (%1 X)

where:

Y; is the per capita GDP of country |

X4 denotes exports of country j of product k
X; denotes total exports of country j

EXPY, =) PRODY, -l
< X
where:

X denotes exports of product k of country j
X; denotes total exports of country j

Some developing countries such as China have aryEXgher than would be expected on the bgsis
of their level of per capita income, indicating thare producing and exporting types| of
(manufactured) goods more associated with higheemire countries.

A relationship between EXPY and export growth re@ethe higher income elasticity of demand
higher value-added products.

—h

or
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Box 2. Export sophistication and economic growth

The simplest version of the model of Hausmanhal. (2006) makes growth over a specifig
time period (g) a function of the starting level @DP per capita (Y), the starting level of]
export sophistication as measured by the EXPY iradekthe changing share of industry in
national income over the period (dM).

g=a +hY + b EXPY + lydM

The expectation is that other things held congaoivth will be slower the higher is initial
GDP per capita (so;lis negative). The rising share of industry in GBRxpected to be
positively associated with growth up to a threstintwbme level. The test is whether the typé
of goods a country exports at the start of thegokis associated with subsequent growth (s
b, is expected to be positive).

()

This analysis is conducted for 23 countries in tEpieg Asia over the period 1977-2004
both on a cross sectional basis over the wholeogeand using five year averages in an
unbalanced panel analysis. The results given beloniirm the Hausmanet al. (2006)
conclusions.

Cross section n = 23

g= -0.011Y + 0.056 EXPY + 0.001 M R= 035
(1.89)* (2.85)** (0.50)
Five year panel n = 61
g= -0.005Y + 0.032 EXPY + 0.007M R=0.30
(-2.48)*  (5.01)** (5.43)%**

The coefficient on EXPY is positive and significatd implies that a 10% increase in the
sophistication score means that growth over thégds raised by between 0.3 and 0.6
percentage points, as compared to 0.3 and 0.&iarthlysis of Hausmarat al. (2006).

Notes: The variables g, Y and EXPY are in logarghiratios are in brackets; *** significant at 1%;
** significant at 5%; and, * significant at 10%.

Source: ADB (2007: 295).

If manufacturing has a role in growth, what cansh&l about the sector in Mongolia? Has it become
too small relative to the rest of the economy? @ag of addressing this question is to benchmark
Mongolia against countries of similar income leseld other characteristics and to consider whether
the size of the sector is higher or lower than etgukfor a country at that income level and withsk
characteristics. Box 3 describes this exercise,réselt of which suggests that manufacturing in
Mongolia is indeed smaller than expected.
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Box 3. Mongolia and cross-country patterns for manfacturing

To examine how Mongolia’s economic structure dgférom what would be expected the
analysis uses a simple cross-country regressioreiribdt makes the manufacturing share|in
GDP (M) a function of income per capita (Y), pogida (P) and a dummy variable for wheth
or not a country is a significant mineral expof®}. The form of the equation is:

M =a+ hY +bY? +bP +hD (1)

Different income measures both unadjusted and psieh power parity values are tried with
very similar results. Data relate to 2005-06 arel ritodel is run for 94 countries at different
income levels. Following the index developed by B4¥995) the dummy D takes a value of| 1
for economies identified as mineral-dependent (Maggolia as a recent large scale minefal
exporter) and a zero for all others. The squamedme term is introduced to allow for the $-
shaped relation where the manufacturing share radeclbeyond a certain income level. Thus
whilst the coefficient pis expected to be positive; I3 expected to be negative. Other things
being equal, a large domestic market, as reflebiecgopulation size, will be expected to
increase manufacturing shareg {® expected to be positive). However, mineral etgs, other
things being equal, will be expected to have a knalanufacturing share {is expected to be
negative).

w .
=

Data come from UNIDO (2009) for manufacturing shasmd the World Development
Indicatorsfor population and income data. The result whgrig stimated in logarithmic form
is given below with all variables strongly signdit and with the expected sign
Manufacturing share in GDP rises with income ug tthreshold and then declines. A larger
population is associated with a larger manufacgushare and mineral-dependent econoniies
have a smaller manufacturing share.

M =-6.06 + 1.88InY —0.99 I+ 0.06 InP —0.36 D
(-2.96)* (2.82)* (-3.64)*  (2.32)** (-3.55)* Adjusted B = 0.31; N =94

v

Putting the income and population values for Moiggahto this equation predicts a
manufacturing share in GDP of 9.6%, which is mb@ntdouble the actual share for 2008 (see
Table 1).

In addition to a lower than predicted manufacturéiigre in GDP, Mongolia also has a lower
than predicted export sophistication. EXPY canddated to GDP with the expectation that gs
countries get richer their export basket gets mswphisticated in terms of higher-value
products. Mineral-exporting countries may behaviedintly and this needs to be controlled. |A
simple regression is run across 94 countries fochvilata are available where

EXPY =a + kY +D (2
where, as before, Y is GDP per capita and D igrtmeral dependent-economy dummy.
The result of equation (2) is:

EXPY = 9,472 + 0.21Y + 426D
(22.73)* (10.35)*  (0.64) Adjusted B=0.54; N = 94

If the income value for Mongolia in 2006 is appliedthis equation, it gives an expected EXRY
of US$10,547. This can be compared with the adiX¥®Y in 2006 of US$7,302. Thus the
actual level is approximately 70 per cent of thatjcted.

Note: t-ratios in brackets, * significant at 1 pent level, ** significant at 5 per cent level.
Source: Weiss (2010).
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2.3 The Role of Government in Supporting Manufactuing Industry

Industrial policy takes the form of policy intentems designed to affect the allocation of resosiice
favour of industry (principally manufacturing) aistihct from other sectors. Such interventions may
also affect resource allocation within industryfamour of particular branches or sub-sectors (sy th
may be ‘selective’ rather than ‘functional’). Ingentions can involve either the price mechanism or
direct controls and be focused on exports as weltha domestic market. Industrial policy in this
definition is thus much wider than the import sutbhfion trade policies with which it is often
associated. It can also be seen as a process laasveebet of interventions in which dialogue betwe
government and the productive sector identifiek#hyeconstraints that policy needs to address.

The theoretical basis for industrial policy focusestwo propositions, one relating to the speaé r
for manufacturing and the other to the failure cdrkets to produce a social optimum because of
factors like externalities, lack of information, napolization or social barriers. The early
development literature contained analyses of howketdailures could be overcome by government
intervention: by co-ordinating investments to owene demand constraints (the Big Push/Balanced
Growth argument); by encouraging the absorptiorthef labour surplus in manufacturing; and by
fostering learning-by-doing (through infant indysprotection). In the face of widespread market
failure, subsidies as compensation were treatetheasnost efficient (but not necessarily the most
practical) solution. The rationale for interventsobased on general market failure logically implies
that support should be offered equally to all p#stints in the market (‘functional’ support). Hoveey
insofar as increasing returns and externalitiesvigeothe rationale for intervention, this implies
selectivity in support, since the scope for thdéeces will vary both between sub-sectors or brasch
of manufacturing and between firms in branchesvefithe focus on externalities, industrial policy
must also have an environmental dimension to enappeopriate standards. Tax-subsidy measures
can also be applied to correct for environmentakrmalities. In brief, there is no shortage of
arguments that can be marshalled to make a cagadigstrial policy.

Although there may be widespread agreement thatrgowents have a role in industrial development
beyond simply ensuring a stable macro environmedtpaotecting property rights, there remain large
differences over what is an appropriate and feagible. This is not surprising since the challenges
and governments’ capacity to intervene differ betwveountries, and what is necessary and feasible in
the context of a middle-income or newly- industzialg economy can be quite different from what is
necessary and feasible in the context of a lowsireeconomy like Mongolia.

Objections relate to feasibility and the possipilif policy ‘capture’ by vested interests. The deba
about industrial policy can be summarized by faogsin two competing perspectives. One can be
characterized as a promotional approach. In tligegnments are recommended to think big, and to
support and promote sub-sectors. The aim is tot dhifly rapidly into new, dynamic and
technologically-sophisticated activities. Some loéde may be quite different from the sectors the
economy is currently specializing in. Since by digion some will be new activities for the economy,
firms may need financial incentives to justify thiek involved. Governments are perceived as
promoters, which act as catalysts and provide itten€ial support needed during the learning period
of the new firms and assist in the process of itrdlstart-up with training, export marketing atie
general co-ordination of support activities. Thleot perspective, which can be characterized as a
market-based approach, sees governments as tacditahose role is to address the malfunctioning of

" The debate between Lin and Chang (Lin and Chab@9)dllustrates some of the key differences. laitks of a
facilitating state that supports activities witlt@mparative advantage and Chang of a more inteéoresit state
that funds technological upgrading.
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markets, either to correct for externalities optovide the information and infrastructure needgd b
firms. Although this role may seem to imply a monedest amount of intervention, the role of the
government can be substantial when governmentspnete market failure in a broad sense, for
example providing credit where the financial secsaiisk averse, or training where firms under-give
because of the risk of workers leaving. The faatilitg government corrects for failures, leavingnir

to decide how far they wish to innovate and upgtadée production.

The most recent academic interpretation of indaisblicy as developed by a team at Harvard
University has been applied to a number of countsied draws on both perspectives. Of the countries
studied, the work on South Africa as a major mihexporter is most directly relevant to Mongolia. |
their analysis of the policy options for South A&j Hausmanrt al. (2008a) argue that industrial
policy should work on two levels. On the micro leg@hat they term ‘in the small’), there should be
regular dialogue between the government and tivatersector where bottlenecks and market failures
are identified, and the government plays a co-attig and facilitating role to remove them. On the
second level (‘in the large’) a more ambitious nslédentified for government, providing funds hret
form of risk capital for innovative ventures thréug Public Venture Capital Fund or a Development
Bank. The aim is to support risk—taking activitthat are genuinely new to a country and represent a
major shift away from current specialization. Tla¢ionale for public support is that risk-takers who
innovate open a path for others to follow and tbffer a form of external benefit for which they are
not compensated. Thus, in the absence of publipastpthere will be too little risk-taking and
innovation. Since a lack of funds for new actidtican be interpreted as credit-market failure, ithi
compatible with the market-based perspective. Heneaspects of the recommendations contained in
Hausmanret al suggest elements of a promotional approach whergovernment may wish to select
a priority area and then look for and support geviavestors in its development. Since the support
that can be offered will be limited, either expligior implicitly, governments will in practice be
favouring some areas over othérs.

What sort of intervention is likely to be implieg the different versions of industrial policy undee
broad definition used her@he objective of industrial policy is to increaseeéntives for industry and
to raise the rate of profit thereThis can be achieved in a variety of ways aimeddressing
particular problems. Table 4 sets out a simplernarwy distinguishing between the ‘market-based’
and ‘promotional’ approaches, where the former &ncorrect for market failures as they affect
existing activities and the latter to promote agate new activities with the potential for produityi
growth and externalities (or to restructure adweitwith potential). ‘Functional’ means widely
available as opposed to ‘selective’, which referfatvoured activities or firms.

8 Hausmann and Rodrik (2006) describe this dilemramdtically as being ‘doomed to choose’.
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Table 4. Industrial policy taxonomy

Market-based measures Coverage Rationale

Research and Development tax credit§unctional| Technology spill-overs and risk-taking externatitie
State industrial research and educatjofunctional| Creation of national technological capability

Labour training subsidy FunctionglLabour training externality

State venture-capital funds Selectiye  Risk-takixigmality

State export-promotion agency Functionahck of information and provision of a public good

Infrastructure provision for Special - Encouragement of clustering and agglomeration
. Functional

Economic Zones effects

Profits tax holidays FunctionalEncouragement of manufacturing investment
ngpcouragement of internationally-traded activitigs,

Undervaluation of exchange rate Functig . .

including manufacturing
Promotional measures Coverage Rationale

Temporary financial assistance Selectvgund.'.ng to allow restructuring of uncompetitiye
activities

Temporary import tariff protection SelectiVeProtecnon of uncompetitive activities requiring
restructuring

State procurement policy Selectiye  Priority inegscto public-sector contracts

. .| Differential rates of subsidy based on productivity

Export subsidy Selective potential

Import tariffs Selectivel lefergntlal rates of protection based on produttiy
potential

Directed credit Selective Pnonty allocation of credit based on productivity
potential

Profits tax holidays (selective) Selectiye Favolegdhx treatment for foreign investors

Incentive packages of tax, loans anOISelective Favourable treatment for foreign investor

infrastructure

Source: Weiss (2010, Table 4).

Each measure has its advantages and disadvantagesernment expenditure on infrastructure
provision, for example, may lower production anghsport costs and boost the incentive to invest in
industry. However, it has to be financed, and tplexes strong demands on fiscal policy. Tax
concessions of various types do not involve diexgtenditure, but only benefit firms after investinen
decisions have been made. The availability of ¢redil be important to investors where the
commercial banking system is not playing its firahintermediation role effectively, but where
domestic savings are insufficient, external fundd have to be found. How far credit should be
available at a concessional or subsidized inteegstis highly controversial. Low-interest loansea
the incentive to invest, but run the risk of ene@ging low-return activities, since investors do not
need to cover the opportunity cost of the funds.addition, such loans may, if used widely, sHi t
choice of technology in a capital-intensive, labsaving direction. Import protection has the great
attraction of not requiring additional revenue,csirsupport for investors is provided by domestic
consumers of the protected goods, and also raigegvenue.

International experience, and particularly the exgmee of East Asia, suggests that the preciseomix
instruments used is less important titaa pursuit of several broad principlés ensure that these lead
to genuine industrial development as opposed tplgimcreasing the profits of the recipients (Weiss
2005). These can be summarized as follows:

* Aregular dialogue with the private sector
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» Clear performance criteria should be establishathscuccess or otherwise of an intervention
can be judged; and it should be made clear whewergment support is being directed.
Support should be time-limited, not open-endedresmipients have an incentive to improve
efficiency by the end of the period specified

» As far as possible support should be provided foath activities (such as R and D or labour
training) or sectors (like electronics) rather thtanindividual firms, to avoid distorting
competition and establishing monopolies

»  Exporting should be encouraged as a means ofdimting competition and opening a sector
to foreign technology and to earn foreign exchange.

2.4 Industrial Policy in Mongolia

For the reasons highlighted earlier, Mongolia islamindustrialized. Economic diversification that
allows the manufacturing sector to play a more ifgmt role should be an important policy
objective. As to how this might be achieved, themethree broad options, not mutually exclusive.

» Development of the mineral sector;
* Modernization of traditional activities; and

* Development of new activities.

How far these are viable options will depend notreah on financial resources, since rising mineral
revenues will be expected to provide significamidimg for diversification, as on the skill level,
infrastructure and institutional basis of the coyntvhich will determine its absorptive capacity.
Government policy clearly has a role to play inr@asing absorptive capacity. Various aspects of
policy are discussed below.

Mongolia is currently operating an export-orientedustrialization strategy in the context of an mpe
trade regime. Given the small size of the domastcket, evidence that one of the prerequisites of
success with such a strategy is that producerddlaguaess imported inputs at international priees,

the existence of significant natural protectiomirthe landlocked nature of the economy, it is wetlik
that low uniform protection has seriously underrdirmestic manufacturing. Moreover, an open
trading regime is compatible with various forms sdpport for domestic producers with the
qualification that such support is not ‘trade-distw’, so that it does not involve one of the oas
forms of export subsidy or minimum local contemg&ts. Examples of such support include the
provision of finance to industry or tax holidays fadustrial investment, where firms themselves are
allowed to determine whether and how much of tipeaduction is exported and how much they
purchase from domestic suppliers.

° There is some dispute as to whether sector tagési sensible, with some preferring to stress stpip
activities that generate externalities and may seaeral sectors; see Hausmann and Rodrik (2005: 79
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The current formal policy for industry of the Gomerent of Mongolia, as set out in thllennium
Development Goals-Based Comprehensive NationallDmwent Strategy of Mongoliajas approved

in February 2008. This document contains highly igious annual growth targets for GDP of 14 per
cent over 2008-15 and of 12 per cent annually f20th6-2021, to allow the economy to achieve
middle-income status by the end of the period. &Hegures are high even by the standards of the
recent past when mineral prices were very favoerdblen allowing for the development of the many
mineral projects planned over this period, suchdrgpowth is almost certainly unattainable, since
even with the revival of favourable commodity pac¢he absorptive capacity of the economy would
be limited by factors such as lack of skilled perssl and infrastructure capacity.

The core of the Millennium Development Goals-Basedmprehensive National Development
Strategy is to use mineral wealth to generate ressuo allow the diversification of the econontyis|
clear that the government is well-aware of the stdal policy options available to it, and the
Millennium Development Goals-Based Comprehensiveiddal Development Strategy document
identifies many of the policy interventions set oufable 4.

Table 5. Mongolia Millennium Development Goals-BaskComprehensive National Development
Strategy: key industrial policy interventions

Objective Mechanisms Instruments

Negotiated contracts with foreign investars
based on length of lease, royalty and tax
rates; develop supplier firms for mining
sector (p. 29)

Incentive packages for domestic and
Introduce new technologies in foreign investors; Free Economic Zones
traditional sectors (p. 25); training programmes to upgrade
skills (p. 25); develop ICT (p. 39)

Tax incentives for R and D (p. 25);

| Support a national innovation| Finance through Mongolia Development
” system (p. 17) Fund (p. 17); Public National Research
Centres (p. 17)

Macro stability and competitive exchang
rate (p. 23); support for SME exporters

Exploit mineral deposits and
Develop the mineral sector | encourage processing to add
value (p. 27)

Modernize manufacturing

Develop national technologie

1]

Diversify exports with

Manage foreign trade selected import substitution through tax policy (import duty drawbacks
(p- 26)
for exporters) (p. 30)
Put mineral revenues in State-owned Development Bank (p.23);
Increase long-term finance | Mongolia Development Fund| reduced interest rates for on-lent foreign
(p. 21) funds for SMEs (p. 24)

Regular dialogue with private-sector
Support the private sector anfdorganisations (p. 26); efficient public
improve infrastructure services, strengthen legal system (p. 27);
develop road and rail networks (pp. 35-3

Improve investment climate

)
=

Source: English language translation Millennium Development Goals-Based Comprehensivéiohil
Development Strategy of Mongo(i2008).
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The government sees its role as creating a faviutalsiness environment, ensuring a sound and
reliable financial system and reducing bureaucratistacles to doing business. Among its key
priorities is the development of an export-orientgaivate- sector-led, high-technology-driven
manufacturing sector funded in part out of the peats of mineral exploitation (through a Mongolia
Development Fund). Table 5 summarizes the key tbgs; the mechanisms to reach them, and the
policy instruments referred to in the Millennium\i2édopment Goals-Based Comprehensive National
Development Strategy as they relate to industrys ha comprehensive list and clearly indicates th
most conventional policy measures are already umligussion in Mongolia. Specifically, key
concerns highlighted in recent reports on industi&velopment in Mongolia, such as a lack of long-
term finance, high trade and transport costs, aefiaient investment climate, are all referredhéve.

An important aspect of the process side of indaispolicy as highlighted in the recent academic
literature relates to government intervention terceme the malfunctioning of markets because of
lack of information and any divergence betweenaigvand social returns. Where markets do not give
the right signals it is necessary for governmeatsitervene to co-ordinate the responses of market
participants to try to ensure that bottlenecks @rercome. Another aspect of co-ordination failure
relates to the inability to control the impact abguctive activity on the environment. The National
Development Strategy has among its strategic abgect ‘proper use of land and mineral resources’
(p- 44) and in particular the establishment ofsteasy of economic charging for environmental damage
from mining (p. 28). An effective environmental dinsion to industrial policy requires rigorous
environmental impact assessment studies of neve-secgle mines, the effective implementation of
existing laws and controls, and their extensiothinformal sector.

2.4.1 Long-Term Finance

The World Bank (2007a: 14) concluded that poorrimal intermediation was the key factor in
keeping the cost of capital high in Mongolia. Paorporate governance and lack of transparency in
business operations are said to have made itiffior banks to assess credit risk and forced tteem
rely on collateral-based lending with high risk4piams, particularly for SMEs. Of the total credit t
the private sector available in the first half 08, less than 10 per cent was for loans of over fo
years, with over 40 per cent for less than one.yEBaen this relatively low share of long-term
financing is still a significant improvement oversj a few years ago. In 2005 the share of loans of
over four years was just 4 per cent (ADB, 2009: 33)

Table 6. Mongolia: interest rates (%)

v Local currency short- | Foreign currency short- | Maximum spread .
ear : 4 Inflation
term borrowing term borrowing local currency?

2001 41.4 22.2 39.0 8.0
2002 33.4 19.8 27.4 1.6
2003 31.5 19.6 25.5 4.7
2004 30.0 17.9 24.0 11.0
2005 28.3 14.8 22.3 9.5
2006 24.5 15.5 16.9 6.0
2007 19.9 14.2 12.3 15.1
2008 20.8 13.8 18.4 17.9

Note:® Maximum difference lending minus deposit r&t&jrst quarter only.
Source: Bank of Mongolia cited in ADB (2009: Tahl&).
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Interest rates in Mongolia are high by internatlostandards and competitor governments provide
credit at lower rates (and sometimes grants) to fireducers; for example, through modernization
programmes for leather goods in India and cashme@hina (ADB, 2009: 28). Table 6 gives annual
average rates for local and foreign currency boimgvand the average lending-deposit rate spread.
Until 2006 real rates were very high for local emey funding, although since then they have been
reduced by inflation.

The underlying cause of the high cost of borrowimd@/iongolia has been put down to a combination
of high deposit rates, high bank operating costs aeserve ratios, and high risk premiums (World
Bank, 2007a:14). Insofar as these underlying faatemain unchanged, high real rates may reappear
in a low inflation environment. Hence the Stratelpgument is correct in its focus on financial secto
regulation and reform as the best way of bringiogy the cost of funds though reducing bank risk (p.
24).

In the face of this credit shortage and a weak ceroial banking sector the proposal to establish a
national state-run Development Bank to provide longfinance for industry is understandable. State-
owned Development Banks have gone out of fashiomegent years with many advising that a
preferable option is the development of a commEebaaking sector that can provide long-run finance
on a more efficient basis. However, this optionesgrp a long way off in Mongolia at the present time
and, as discussed elsewhere in this report, thaticre of a Development Bank is one of the
mechanisms recommended to mineral exporting eca®toifund economic diversification. A state-
run Venture Capital Fund has also been discusgellldngolia, but given the undeveloped nature of
the stock market at present, such a Fund is litcehe premature.

The case against Development Banks is that by ptieghito combine commercial, economic and
social objectives they can fund unviable projectéciv squander national resources. To avoid such
risks clear criteria need to be established befomects are accepted. These must focus on the
demonstrated potential net benefits to the econtnmy the projects concerned, as well as their
financial viability. Techniques for assessing bdte economic and financial returns of projects are
readily available and have been applied by inténat development agencies for many years (ADB,
1997)!° To avoid the risk of multiple objectives confusidgcision-taking, it is preferable not to
incorporate employment generation or distributioctenge as criteria for project acceptance under
Development Bank funding, leaving other policy fostents (such as labour training or social sector
expenditure) to address these important considesatirectly.

International development agencies require the ywidee sector projects that they fund to be
economically viable, so they generate an economiarm at least as great as one that could be
generated by alternative use of the funds, whilstddition normally being financially viable. This
latter condition means that funds are lent to ttogegt at their full cost and not at a subsidizeiriest
rate!* There has been much debate about high leveldagst rates in Mongolia (they were nearly 2
per cent per month for short-term credit in ea@) with (as has been seen) such rates refleating
combination of high administrative costs and risierpiums. For relatively small projects a
Development Bank should be able to spread riskifanoh efficiently should be able to offer funds at
a considerably lower interest rate than that pfigxepin commercial banks at present. International
experience suggests that the enforcement of conmhettandards in the working of Development

10 Textbooks such as Curry and Weiss (2000), Poi@®2Rand Thirlwall (2006) make clear the distinatio
between economic and financial effects.

™ This can done by discounting financial returna ateighted cost of capital discount rate, for exampith the
varying cost of funds from different sources inagied in the calculation.
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Banks is important both to minimize non-performiogns and reduce the misuse of development
funds. It should be noted, however, that the practuggested here of basing the cost of capital on
international risk-free rates (as the definitiontbé opportunity cost of the funds) is an implicit
subsidy, where commercial bank funds (if availadlall) would be at a higher risk-adjusted rate (se
Box 4).

Box 4. Cost of credit in on-lending operations

Where public funds — available from the general damtidor from external sources — afe
provided to a Development Bank or to institutioastipport SMEs or to provide micro loans,
there is always the question of whether such fughdsild be provided on concessional terms.
An interest rate subsidy is any difference betw#®n borrowing rate charged and a full
commercial rate. A commercial interest rate cardégved from a mark-up over the cost pf
funds to the government where the latter are specds either the foreign borrowing cost
(LIBOR plus the country margin) or the return oskriree foreign assets (such as
Treasury Bills) where the funds would otherwiseénbeen invested abroad. Hence:

idom = ifor + ¢ + fer + credr

where idom is a domestic commercial interest rdite;is the foreign cost of funds to th
government; c¢ is the commission fee or margin teecahe administrative costs of the
intermediary institution; fer is a mark-up to cotbe foreign exchange risk where the funds
are on-lent in domestic currency; credr is a mgrkeucover the specific borrower credit risk|

In situations such as in Mongolia today credr maypbrceived as high, contributing to the
high interest rates currently obtaining. If the gmment wishes to promote new activitieg| it
can provide Development Bank funding at interetstgahat cover the sum of ifor, ¢ and fer
but ignore credr. Where loans are only offerediaovatory activity, this is equivalent to the
subsidy for innovation recommended in the acadditgirature referred to above. However,
this is only a partial subsidy since the opportucibst of the funds will still be covered.
ante perceptions of risk are uncertain of theiurgtand if a high risk component crefr
accurately reflects probability of default, a lontdrest rate policy may put the financigl
viability of a Development Bank in question. Howgvagainst this Development Banks can
take risks as part of their mandate and since tjea is overall economic impact, a small
number of successful ventures funded by such a Bankreadily offset losses on high-rigk
borrowers who cannot repay. If the Development Baark operate such a policy successfully,
it will have the added benefit of signalling to aoercial banks that long-run credits for ngw
activities can be repaid and need not entail vegly mterest charges to cover risk.

The case for an interest-rate subsidy to supporE€SMeeds to be considered carefully. Recent
discussion of industrial policy stresses support iftmovatory activities, rather than simply for
particular sectors or firms of a particular siz&here public support for SMEs is involved thereyma
be a case, as with Development Bank lending, féerioig funds at a rate of interest based on the
international rate for risk-free assets. This Wwélabove the cost of concessional finance to thatop
and thus when funds are repaid at this rate théygemerate a surplus for relending, but will belwe
below existing commercial rates.

2 Hausmann and Rodrik (2005:79) for example argugnat support on the basis of size, arguing insteat
the key is to support activities that ‘have thegmtial to spawn new areas of specialisation’.
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However, if large amounts of funds were to be cledled in this way, there is the risk that this wbul
block the entry of the commercial banks into theES8&gment of the market. An alternative approach,
which has been applied in many countries to retlueeisks from SME lending, is for the government
not to lend itself, but to offer intermediary ingtions credit guarantees for SME borrowing. Ttda ¢
be important in a financial market such as thatMongolia where banks and other financial
institutions have little experience of SME lendigd little credit information on potential borrower
Guarantee schemes can thus help to ‘kick-start’ S&fieing and allow the build-up of experience
which will reduce the overhead cost per dollar.lér8uch schemes typically guarantee up to 80 per
cent of loans.

2.4.2 Foreign Trade and Transport Costs

Foreign trade in Mongolia operates in an open miga@dinvironment with low uniform import tariffs.
The transport, communication, administrative amdeticosts involved in international trade are
currently a more significant barrier. Whilst impaéatriffs are uniform at 5 per cent, transport costs
alone are estimated to have averaged 18 per caheokorld price for exports and 10 per cent for
imports in 2006 (UNDP, 2008: 115). Selective tapifbtection to support nascent activities is pdssib
under WTO rules and such a proposal was made byCtilstoms Tariff Council in 2006 but not
followed up (UNDP, 2008: 87). When the Strategyuduoent refers to import substitution in foods and
consumer goods (p. 26), it does so without referdadariff protection, with the implication thatya
such import replacement will occur through the gragacompetitiveness of domestic firms rather than
being accelerated by tariff protection. Local firmkeady enjoy an element of natural protection
associated with distance and the landlocked natiilee economy. Further, where transport costs are
higher on final outputs than inputs, effective pmion from this source (that is protection of ealu
added) will be higher than nominal protection (pobion on output).

This report does not have sufficient data to calieuthe effective protection created by trade cafsts
the sub-sector or product level. However, as ghandicator, the 2005 input-output table suggasts
average value-added content in the output valumasfufacturing of around 30 per céhiThis low
figure is the result of the import- intensive natof much of the sector. If this figure is combirveith

a uniform nominal tariff of 5 per cent and a tram$prost of 10 per cent, the protection on valudead
for domestic sales will be 15.5 per cent. Howetggh transport costs, whilst offering protectiom fo
domestic sales, pose a serious barrier to exgmotk,in terms of a reduction in net revenue foivam
world price and in delays. The latter are currentlgarticular concern for perishables and would be
more so in the future were Mongolia to start expgrtproducts required as inputs in a global
production network organized on a just-in-time ba#i a simple numerical example the introduction
of an average rate of transport cost of 18 per fianéxports is equivalent to a high export tax and
generates a negative effective protection of -96cpat; in other words value-added is virtuallyazer
Other assumptions give less extreme results buevadlded in exporting is always considerably lower
than what it would be in the absence of transpustsc(see Box 5).

13 Experience with credit guarantee schemes for SMEsurveyed in World Bank (2007c), Chapter 4. The
German aid agency, GTZ, already supports a humberreaait guarantee schemes for small enterprise in
Mongolia.

¥ The table is from the NSO Yearbook 2009 electromision.
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Box 5. Protection due to transport costs

The standard effective protection formula can belifrerd to account for trade costs (including
transport cost). Where i is an importable good gpdepresents all purchased inputs j, value
added per unit of i is }=aji, where aji is the value of inputs of j requineér unit of i. Import
tariffs t and transport cost tr, defined as a propo of the world price, will combine to raisg
domestic prices above prices in a trading parffiee. formula for effective protection (ERP), or
the proportionate increase in value-added duertfistand transport costs, for an importahle
product sold in the domestic market, but which wlontherwise have been supplied by imparts
from the trading partner is:

ERPi = ((L+t)(1+tri) -Yaiji (1+)(1+trj)/(1-Taji) - 1 1)

Where it is assumed tariffs are applied to thepdife at the border including the international
transport cost from the supplier economy and whgri@puts are also importable.

Since the value added coefficient flaji) is in the denominator, other things being egE&P
rises as the share of value-added in output flalidso rises more the greater is ti or tri relativ
to tj or trj or in other words the greater the piiiton on output relative to that on inputs.

The treatment of exportable goods is different, éasv, since unless an export subsidy is giyen
sales will be at the cif price at the border in plagtner country minus the transport cost incurfed
in moving the good there. Where inputs are impdgtabnless an exemption or drawbafk
scheme is in place, import tariffs and trade ceslisstill raise prices above those in the tradipg
partner. The formula for effective protection &or exportable good e is:

ERPe = ((1-tre) Yaji (1+t))(1+trj))/(1-> aji)) -1 (2)

The orders of magnitude can be illustrated by @kite average transport cost data for imports
of 10% (so tri and trj = 0.10) and for exports &4 (tre = 0.18). Import tariffs are set at the
uniform rate of 5% (so ti and tj=0.05) and the eahdded coefficient is taken as the average] for
manufacturing of approximately 30% (so Taji = 0.3). Putting these values into (2) gives:

ERPi =[((1.10*1.05) — 0.70*(1.10*1.05) / (1-0)J6- 1] = 0.155 or 15.5% protection on valuge-
added in the production of an importable good.

For the exportable putting the values into (1) give
ERPe =[((1-0.18) — 0.70*(1.10*1.05))/(1-0.70)1}= -0.96 or -96%

In other words, with this combination of high trpngt cost value added virtually disappears
and is 96% less than what it would be in the absefctariffs or transport cost. Assumirig
transport costs are 10%, rather than 18%, of thevfdue of exports and that imported inputs
can have tariffs waived or refunded gives:

ERPe = [((1-0.10) — 0.70*(1.10))/(1-0.70) — 1]6:57 or -57%.

In this case value-added is now roughly half whatduld be in the absence of transport cost
Source: Weiss (2010).

U7
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It is well-known that the transport infrastructu& Mongolia is seriously deficient and in need of
modernization. The main port of export, TianjinGhina, is 1,700 km from Ulaanbaatar with high rail
costs per km. Complications with different railwgguges in Mongolia, Russia and China, the age of
track, rolling stock and locomotives combine togghigh freight costs for goods moved by rail. Table
7 compares these costs per km for Mongolia andidakdd Central Asian Republics. In addition,
lack of adequate trade facilitation facilities d&tetborder causes further delays, and gives the
opportunity for informal payments to customs ofilsi to expedite the process. The average border
crossing time is said to be around 25 hours withaximum of 75 hours, which is well above the
average for landlocked countries in East Asia (\W&&nk 2007a: 23). Road conditions are also poor;
they restrict the diversion of many products froail to road transport and limit the size of the
domestic market.

Table 7. Comparative rail freight costs

Variable Amaty, Tashkent, | Dushanbe, I?(lsrgke;, Ulaanbaatar | Ulaanbaatar
Kazakhstan | Uzbekistan | Tajikistan %gg exports imports
Distance to
nearest port 3,380 2,720 2,040 3,100 1,700 1,700
km
Cost
US$/TEU/KM 0.37 0.35 0.59 0.34 0.61 0.87

Note: TEU is twenty foot equivalent unit container.
Source: World Bank (2007a: Table 13).

These transport bottlenecks are fully understoatitha Strategy document contains ambitious plans
for projects to modernize both road and rail transprhese plans require very substantial investmen
some of which may come from the Mongolia Developtrfeimd, some from international financial
institutions, with the remainder, it is hoped, coghirom the private sector. Both the World Bank and
the ADB are already supporting various transposjgats in Mongolia, such as the ADB road project
between Choir and Zamyn Ud and the Regional Altasi&rn Corridor project, both of which link to
the border with China. Proposed new projects afimtanining sites earmarked for development with
the border as well as the improvement of roadsriram areas. The cost of three large road projects
included in the top priority list of the Nationalelzelopment Innovation Committee for 2011-2015
alone is put at US$3.3 billion by the National Diepenent Innovation Committee. In addition, rail
construction costs for new lines have been estinayehe World Bank at US$1.0-1.2 million per km,
rising to US$2 million for difficult terrain (ADB @09: 46-48). The rail modernization project incldde
in the top priority list of the National Developnteimnovation Committee has a cost of US$800
million. The government has only recently approp&hs for 5,000 km of new rail lines to be built in
phases over the next few ye&t# the cost estimates per km are accurate thisrisnimum of US$5
billion of new investment.

2.4.3 Investment Climate

The government is committed to an improvement enlibisiness environment by streamlining public
bureaucracy and reducing the scope for informalmmagts to circumvent licensing and other

regulatory requirements. The Business Investmenin€lh a high-level body chaired by the Prime

Minister, was set up in 2008 with the support of 8BBRD, to co-ordinate and to oversee such a

!5 ‘Mongolia’s rail project on track to shift exporinancial Times 14 April 2010.
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dialogue'® In addition, private-sector bodies, such as the@ttia National Chamber of Commerce,

make representations on changes they would lilse¢ointroduced. Mongolia takes its ranking in the
World Bank Doing Business country survey very sgsig, to the extent that it aims to become one of
the top ten regional destinations for doing businesAsia by 2012. Table 9 gives the position of
Mongolia and several Central Asian comparator egoves in the 2010 survey.

Mongolia’s overall ranking is middle level (B®ut of 183 countries) and not very different from
earlier years. Mongolia’s FDI is not likely to imase given its relatively poor business rankings an
tight world credit markets. However, it appeardhi&ve made significant improvements in the area of
contract enforcement (36n 2010 as compared with $in 2004), and it also does reasonably well
under the headings of protecting investors andsteging property. Where it compares very
unfavourably with other countries (185is in the area of foreign trade (for examplehe tost and
time required to export) due to the transport battks, although export costs per container are now
below those in the Central Asian Republics incluoledable 8. This conclusion is also supported by
the country’s ranking by the World Bank Logistiasr®@rmance Index where Mongolia comes 136
should be noted that this relatively positive pietin terms of improvements to the legal positiod a
gradual reduction in corruption is at odds with dwclusions of the firm survey conducted by the
ADB as part of its review of private-sector opeva in Mongolia (ADB, 2009: 18-1). Although the
sample size is relatively small and restricted taadbaatar, both contract enforcement and othef leg
issues are mentioned as problems by many firms.

Table 8. Doing Business indicators 2010: selectatticators and countries

Tax rate | Documents Time for Cost to Procedurgs Cost pf Time fpr
Country on required for export export (US$| for enforcing enforcing enforcing
profits export (days) per contracts contracts contracts
(%) (number) container) (number) (% of debt) (days)
Mongolia 22.8 8 46 2,131 32 30.6 314
Azerbaijan 40.9 9 46 2,980 39 18.5 237
Kazakhstan 35.9 11 89 3,005 38 22.0 390
Kyrgyz Rep. 59.4 7 63 3,000 39 29.0 1,460
Uzbekistan 94.9 7 71 3,100 42 22.2 195
Cambodia 22.7 11 22 732 44 102.7 401
Vietnam 40.1 6 22 756 34 28.5 295
East Asia- 36.1 6 23 909 37 48 538
Pacific average

Source: World Bankpoing Business 201@vailable at www.doingbusiness.org).

Further insights into the business environmenteaisgived by firms are given by ti®ing Business
rankings, which allow a comparison of the resubtsilongolia, the East Asia and Pacific region, and
the World. Selected indicators from this survey suenmarized in Table 9. They show that firms in
Mongolia report that they wait longer than firmses/here to obtain licences and a higher proportion
than elsewhere expect to give unofficial paymertsreceive these. However, corruption is not
perceived to be a particular problem as comparded elsewhere and a much lower proportion of
firms expect to have to make payments ‘to get thidgne’ than in the region generally. Trade
facilitation appears more of a problem than elseahkeowever, and in particular time for exports to
clear customs, at an average of 19 days, is thmess the global average.

% The establishment of a high-level council on indak policy for competitiveness chaired by the riei
Minister or President is one of the central recomdations of Hausmann and Rodrik (205: 77) for the
implementation of their vision of industrial policy
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Table 9. World Bank Enterprise Survey 2009: seleed results

Variable Mongolia Region World

Days to obtain operating licence 44 26 28
Days to obtain construction permit 73 43 67
Firms identifying licensing as major constraint (% 32 14 16
F|_rms expecting to make informal payments to [get 30 60 30
things done (%)
Firms expecting to give gifts to get licence (%) 31 18 16
Firms identifying corruption as major constraint)(9 31 30 37
Days for exports to clear customs 19 5 6
Firms identifying customs and trade regulations| as

. . 24 18 17
major constraint (%)

Source: Mongolia National Chamber of Commerce antiidtry (2009)Snapshots of the Mongolian Economy:
The Tool for Policymakers and Business Leaders

2.4.4 New Technologies and Skills Development

Despite its relatively well-developed educationtsys inherited from the Soviet tradition, Mongolia
remains far from a skill-based economy. The mosiildsl evidence on technology development and
skills comes from an analysis of firm survey datdected in 2004-5 by the World Bank as part of its
investment climate work (World Bank 2007d). Thiseals that roughly one third of all firms identify
a skills shortage as either a major or a severstrint, whilst in the garment sector the proporii®
over half. A lack of problem-solving ability andsinfficient knowledge of the English language and
computing are cited as generic problems. Within ufeeturing, firms tend to give computers to only
a small minority of workers and only a minority fofns conduct any R and D of their own, although
around half report introducing a new technologyt tbl@anged the way in which they operate (see
Table 10).

Table 10. Technology and innovation (2004) in Mondian manufacturing firms
. % of staff working with % of firms % of firms which introduced
A GEEE 0 computersg conducting R and D| a new technology

Textiles 9.0 37.5 43.8

Wood products 8.7 33.3 44.4

Food and beverages 11.2 38.8 50.0
Garments 2.7 24.4 48.9
Tanning of leather 6.2 18.2 54.6

All firms? 20.6 33.1 38.8

Note:® Covers all sectors.
Source: Mongolia Investment Climate Survey 200 ccin World Bank (2007d: Table 3).

Roughly half of manufacturing firms provide somairting, although only to a small minority of
workers, the vast majority of whom are initiallyasked as skilled. Hence firms themselves do tittle
upgrade unskilled workers (see Table 11).
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Table 11. Training in Mongolian manufacturing firms

3 s
Firm cateqor % of firms offering % of workers receiving oﬁtocifstﬂgig \;\cla?:reki?/ﬁ

gory training training training 9

Textiles 62.5 19.1 71.7

Wood products 22.5 14.6 70.0

Food and beverages 50.0 26.1 73.2

Garments 46.7 19.4 65.8

Tanning of leather 54.6 19.3 83.3

Source: Mongolia Investment Climate Survey 200 ccin World Bank (2007d: Table 4).

There is a growing dualism in the labour markethwa small protected segment benefitting from
social insurance and employment protection andosvigg informal sector. Although the education
system is producing proportionately large numbefssahool, vocational and higher education
graduates, firms’ responses to the survey expmrsssus concerns over the skill mix available. Out-
migration of well qualified graduates is also asuis, although it has provided a significant stredm
remittances.

The Strategy document reveals an awareness okillegap that has emerged in Mongolia since the
transition. It refers to a plan to establish bathining and separate research centres, and sets an
ambitious national target of 3 per cent of GDP gespent on R and D by 2021. Given the very low
existing level of R and D undertaken, this lookghty ambitious. Furthermore, two of the top prigprit
projects of the National Development Innovation @uttee involve high-technology activities —the
development of a science park for a projected 22pamies in the bio- and nano-technology fields and
an information technology training and researchreehe combined cost of these schemes is put at
US$500 million. The lack of an existing technolajibase in these areas makes these extremely
ambitious projects, whose implementation may walléhto be scaled back.

2.5 Mongolia: Export Structure and Comparative Advantage

Where new ideas and new products come from wildbermined by the initiative of the private
sector. There is ample evidence, as discussed abmteMongolia’s industrial structure is skewed
towards a small number of categories. Howevehefé are many goods into which Mongolia could
potentially move, production of high-skill and tedhogy-intensive goods is likely to be held back by
the skills and knowledge gap between Mongolia’sentrattainment and world best practice that has
widened since the transition. Detailed insight iekisting comparative advantage is available from a
analysis of export data for 2006, the most receat yor which 4-digit level data are available,nfro
the UN COMTRADE database. This reveals a highlyade structure in which manufactures have a
very minor role. Table 12 gives all the 4-digit H&tegories in which Mongolia had a revealed
comparative advantage in 2006 (defined as categyotiere their share in Mongolia’s exports exceeds
the categories’ share in world trade). It also shavhether Mongolia was gaining or losing world
market share in these categories and the PROD alueach category. Since Mongolia's exports
are highly concentrated, these categories covert&lfoper cent of total exports in 2006. Moreowér,
this the bulk, 74 per cent, was in mineral expdr&per cent in foods or animal-related produdts li
leather and only 7 per cent in manufacturing. leotwords manufactures in which the country had a
revealed comparative advantage (RCA>1.0) accouoteshly 7 per cent of total exports in 2006. The
majority of this 7 per cent was in textiles.
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Table 12. Mongolia’'s comparative advantage in 2006

_ Change in world market PRODY

HS category Description RCA share 2000-2006 US$2006
Non-manufactures
0115 Meat of horses 1197 + 9,387
0116 Edible offal 2.4 + 13,950
0129 Meat 11.9 n.s. 10,869
0577 Nuts 3.7 + 4,904
0619 Sugar 2.4 n.s. 2,428
2112 Calf skins 29.4 + 4,817
2114 Goat skins 3.9 - 2,470
2119 Hides and skins 1.7 - 8,159
2120 Rape seeds 44 n.s. 15,599
2633 Cotton waste 1.9 n.s. 4,623
2682 Wool degreased 273 + 19,413
2683 Fine animal hair 2,025.9 + 3,163
2685 Horsehair 3334 + 4,492
2686 Waste wool 61.] + 10,819
2687 Sheep wool 745.8 + 3,566
2785 Quartz 198.3 + 5,310
2815 Iron ore and concentrates 2.8 n.s. 16,842
2871 Copper ore 117.9 - 8,442
2874 Lead ore 2.5 n.s. 9,137
2875 Zinc ore 60.2 n.s. 6,437
2879 Ores and concentrates 26.2 + 4,781
2911 Bones and ivory 6.8 - 1,839
2919 Other materials of animal origin 515 - 8,561
3222 Other coal 5.5 - 14,893
3223 Lignite 5.9 n.s. 7,342
6114 Leather 1.9 + 9,413
6115 Sheep and lamb leather 113.7 + 2,793
6116 Leather of other hides 22|16 + 4,738
Manufactures
6253 Tyres for aircraft 2.6 n.s. 10,759
6354 Wood manufactures 217 + 3,762
6512 Yarn of wool 1.6 + 14,263
6583 Travelling rugs 1.0 - 8,707
6592 Carpets 5.6 - 5,415
6821 Copper alloys 17 + 8,181
6852 Lead alloys 2.5 n.s. 11,549
7243 Sewing machines 15 + 7,530
8423 Male outerwear textile fabric 11 - 8,410
8424 Male outerwear textile fabric 216 + 9,453
8432 Female outerwear textile fabric 2.8 - 6,600
8439 Female outerwear 216 - 10,549
8441 Undergarments textile fabric 513 - 7,947
8451 Outerwear knitted 2.7 - 15,241
8452 Outerwear knitted 6.6 + 10,657
8459 Outerwear knitted 1.1 - 11,189
8462 Undergarments cotton 2|6 + 10,266
8483 Fur clothing 1.2 + 17,808
Others
9419 Live animals 16.1 + 5,542
9710 Gold 26.0| + 3,685

Notes: n. s. means non-specified due to gaps ia. (RCA is the share of category x in Mongolia’'s @xp
divided by the share of category x in world exports

Source: Calculated from UN COMTRADE database.

Table 13 gives a breakdown of all 4-digit HS textdategories. It shows that even within this
relatively established sub-sector not all prodbetd a comparative advantage, and in many categories
exports declined over the period 2000-2006, witboasequent loss of world market share. The
PRODY figures reveal a difference in values betwestiegories and the fact that whilst Mongolia has
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a comparative advantage in some of the higher \adtegories it does not in others (such as HS 8429,
8465, 8472, 8482 ). Overall Mongolian textile expan total declined by 3.1 per cent annually in
2000-2006. The large fluctuations between categonmply inconsistent classification between years.
This is a cause of the very low RCA ratios in sarategories, which in some instances are close to
zero because of very low export values in 2006.

This problem of inconsistency in trade classificatiis almost certainly the explanation for the
emergence and then disappearance of new exportigispdnany of them manufactures. The World
Bank (World Bank, 2007a: 24) used the apparent gemee of new products, a majority of them
manufactures, as evidence of innovation in Mongolillowever, the UN COMTRADE export
statistics show many zero entries at the 4-digiellén the years up to 2005, while in 2006 there ar
entries in all 4-digit categories, suggesting alessification, rather than genuine new exports.

Table 13. Mongolia’s textile exports

o RCA PRODY Annual export
HS category Description 2006 US$ 2006 growth (%)
2000-2006
8421 Male outerwear: textile fabrics 0.10 8,617 -57
8422 Male outerwear: textile fabrics 0.96 8,245 -24
8423 Male outerwear: textile fabrics 1.13 8,410 -23
8424 Male outerwear: textile fabrics 2.58 9,453 23
8429 Male outerwear: textile fabrics 0 10,699 -70
8431 Female outerwear: textile fabrics 0.15 9,853 25 -
8432 Female outerwear: textile fabrics 2.79 6,600 14 -
8433 Female outerwear: textile fabrics 0.05 8,205 41 -
8434 Female outerwear: textile fabrics 0.36 8,087 5
8435 Female outerwear: textile fabrics 0.49 8,389 25 -
8439 Female outerwear: textile fabrics 2.60 10,549 5
8441 Under-garments: textile fabrics 5.28 7,947 -3
8442 Under-garments: textile fabrics 0.24 7,956 -25
8443 Under-garments: textile fabrics 0 6,908 -50
8451 Outerwear knitted 2.70 15,241 -6
8452 Outerwear knitted 6.56 10,657 77
8459 Outerwear knitted 1.06 111,189 6
8462 Undergarments 2.64 10,266 126
8463 Undergarments 0.54 9,947 72
8464 Undergarments 0.07 5,316 -11
8465 Corsets, garters 0 12,035 n.s.
8471 Clothing accessories: textile fabrics 0 7,907 -54
8472 Clothing accessories: knitted 0.02 11,180 22
8481 Apparel: leather 0.04 8,604 90
8482 Apparel: other 0 11,066 n.s.
8483 Fur clothing 1.17 17,808 14

Notes: n. s. means non-specified due to gaps ia dRCA is the share of category x in Mongolia'p@s
divided by the share of category x in world exports

Source: Calculated from UN COMTRADE database.

The top 25 HS 4-digit categories listed in Tablectstributed 93 per cent of the EXPY for Mongolia
in 2006, with copper alone contributing nearly =0 pent. Manufactures comprise nine out of the 25
categories, but in total they contribute only 9 pent to EXPY with textiles contributing virtualfl

of this.
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Table 14. Mongolia’s Top 25 product categories byontribution to EXPY 2006

e - % tota_ll Contributi(_)n

dity Description Mongolian | to Mongolian Rank
exports EXPY

2871 Copper ore and concentrates; copper mattesrtem 41.34% 3490.4 1
9710 Gold, non-monetary 17.57% 647.7 2
3222 Other coal, not agglomerated 2.93% 436.8 3
2875 Zinc ores and concentrates 5.93%) 381.7 !
2687 Sheep's or lambs' wool, or of other animal, le4c. 5.40% 192.6 5
3330 Crude petroleum and oils obtained from bitwum 1.29% 182.2 6
8451 Outerwear knitted or crocheted 1.15% 174.7 v
2879 Ores and concentrates of other non-ferrous ines 3.19% 152.6 8
2683 Fine animal hair, not carded or combed 4.349 37.4 9
2815 Iron ore and concentrates, not agglomerated 75%0. 125.8 10
8439 Women'’s, girls’, infants’ outerwear, textiec. 1.18% 124.9 11
2785 Quartz, mica, felspar, fluorspar, etc. 2.28% 21.1 12
8462 Undergarments, knitted or crocheted, etc. 9%.98 100.7 13
6821 Copper and copper alloys, refined or not, etc. 1.05% 86.2 14
0115 Meat of horses, asses, mules and hinnie$, feés 0.67% 62.8 15
8441 Undergarments of textile fabrics, etc. 0.68% 3.75 16
2682 Wool degreased, uncombed of sheep or lambs 8%0.2 53.7 17
8459 Outerwear knitted or crocheted, not elast, e 0.48% 53.5 18
6115 Sheep and lamb skin leather 1.60% 447 19
8452 Outerwear knitted or crocheted, not elast, e 0.38% 40.9 20
6114 Leather of other bovine cattle and equinénkrat 0.41% 38.5 21
7810 Passenger motor vehicles (excluding buses) 999.1 34.9 22
2919 Other materials of animal origin 0.31% 26.9 28
8423 Men's and boys' outerwear, textile fabrios, et 0.31% 26.0 24
0111 Bovine meat, fresh, chilled or frozen 0.31% .125 25

Source: calculated from COMTRADE data base.

The export structure shows many distinct gaps, Witingolia not exporting many high value goods
(in terms of PRODY). Therefore there is ample sctipenove into new, higher value goods. The
difficulty of moving into a new product is linkedrdctly with the degree of specificity of the asset
capabilities and operating environment (such as phegsical assets, labour skills, technological
knowledge and infrastructure needs) associated thighproducts in which a country is currently
specialized. Where these attributes are either general — that is relevant for the production of a
wide range of goods — or production conditionssamglar in the new products, the transition to avne
specialization may be relatively easy. Thus fomeple it could be expected to be easier for Mongolia
to move to higher value textile products than todpiction of pharmaceuticals, since the skills aats
technologies required by this latter combinatiomobds are different. For any economy there véll b
some ‘new goods’ (ones in which it is not currergpecialized), which are relatively easy to move
into. These are ‘nearby’ products where economnstadice is low, due to the similarity of the assets
and capabilities they require relative to those dede by the economy’s current pattern of
specialisation.

The concept of economic distance is developed filynmyy Hausmann and Klinger (2006) who
calculate the probability that two countries widlth have a comparative advantage in different pdirs
products. The higher the probability the lowerhis tistance between the two products. If produes a
grouped by broad classifications some are fountleteripheral in the sense that distance is low
within the group, but high between the group arnebist. These peripheral groups are typically primary
products, but also include garments. Groups whéstarntte is particularly low and where it is
relatively easy to move between products are machirand capital-intensive manufactures
(Hausmann and Klinger 2008: 21). Countries alregabcialized in these goods should therefore find
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it easier to develop new exports products, whitgtsé like Mongolia, where specialization is in
peripheral groups, face a greater challenge.

2.6 Summary

The current industrial structure and trade speratibn is highly skewed and there are many
manufactures that Mongolia currently does not pcedThe development of new activities is
best left to the decisions of the private sectahwie government providing support in the
form of credits, improved infrastructure, and tilaghand education initiatives. Nevertheless,
one would expect these new activities to be imyjtial areas economically close to existing

activities in mineral and garment production, rathlean in brand new manufacturing

initiatives.

It should not be assumed that mineral processingetessarily economically viable and
sensible for economies with mineral reserves. apiglies to both copper smelting and coal
cleaning, as well as a range of metallurgical #@ti.

Other options for industrial diversification inckidhe modernization of traditional activities,
such as textiles, and the development of totally aetivities.
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3. The Mining Sector

3.1 Introduction

Mineral experts and multinational mining compana® aware of the vast mineral deposits in
Mongolia. Recently, the country’s mineral endowmbast attracted considerable attention from the
international press. The following quotations aample from national and international newspapers
highlighting the potential interest of multinatidmaining companies in exploiting the mineral dep®si

of Mongolia, and the attention that the Mongoli@vegrnment wants to give to its mining sector:

“A number of multinational companies, BHP Billitdnd., India’s Jindal Steel & Power Ltd.
Brazil's Vale and Peabody Energy Corp, among othare competing for the rights to
develop Mongolia’s prized US$2 billion Tavan Tolgmial mine, which is often referred to
as the world’s biggest untapped coking coal depddibngolia will take a 51 per cent stake
in the coal mine and auction the remaining 49 et ¢o bidders” The UB Post1 June
2010).

“Mongolia has world-class reserves of gold, copperal fluorspar, silver, uranium and
tungsten, but has been deterred by a combinatiocoofiption and political instability.
Mongolia wants to attract US$25 billion in investmever the next five years to build roads,
railways and new towns needed to exploit its ndtweslth” (The Daily Telegraphl2 April
2010).

“Mongolia, a resource-rich country lacking roadsl aail, has taken its first step in building
the infrastructure required to be a leading commesli exporter, after it approved
construction of more than 5,000km of railways...\golia is emerging as one of the world’s
premier frontiers for copper, coal, gold and irae.dts proximity with China, the world’s
biggest consumer of many raw materials, is a hulyargage, along with the sheer volume
of metals beneath its grasslands. But it remairsafrthe world’s most remote places, and
the country’s lack of basic infrastructure underesiiits prospects'The Financial Timesl4
April 2010).

A crucial strategic question for economic developmmis how far it is economically justifiable to
adopt the adding value strategy for mineral prdogsthat is a central plank of Mongolia’s current
development strategy, rather than relying on ekpgminerals in unprocessed form. Some proposals
currently under debate imply moving to copper smgland refining and steel-making, as well as coal
treatment and enrichment to produce power. The @oms of processing involves a comparison
between the net value addition (and any transpmtt €aving) and the extra capital and related adsts
processing. Processing of some, or all, of the mlaenay be justifiable but the case needs to idema
carefully and not simply assumed. The industridéilira experiences of many countries provide a
warning that simply because it is technically pblesito produce particular goods because of the
availability of natural resources, domestic progurctis not necessarily economically sensible. This
applies not just to copper smelting but to the eanfy metallurgical activities covered by several of
Mongolia’s priority projects. The scale of prodoctiand the potential market will be critical factor
Also, given the position of China, it will be impant to assess whether there will be a demandéor t
processed products in China.

Mongolia has major reserves of 80 different mireiatluding copper, gold, coking coal, iron ore,
fluorspar, molybdenum and crude oil. The Oyu Tolgaine, in particular, is said to be the world’s

© United Nations Industrial Development Organizat&D11 43



The Mining Sector

largest copper mines (Boston Consulting Group, PO@Cpper concentrate and gold dominate
exports, and the high copper prices of 2006-2008iged a major boost to government revenues, and
fostered the current policy aim of a rapid transfation of the economy to middle-income status by
2021. According to the USGS (2009) the most impanainerals in Mongolia are the following: non-
ferrous metals: copper, gold, lead, zinc; ferrowdats: iron; energy minerals: uranium and coal; and
other minerals: metallurgical coke and fluorspar.

This chapter considers whether it makes econonnisestor the country to engage in costly projects in
order to increase the value-added of some of itm@dnt minerals. To make specific decisions on
which minerals to process, comprehensive feagjtsliidies are required, which is beyond the scope
of this study.

3.2 Distinctive Characteristics of the Mining Indugry

The mining industry can be best understood as baglimdustry where there are a great number of
companies participating in each mineral market. [Hnge number of companies in different mineral
markets suggests that entry and exit to these nsaikeot difficult. It seems that established mni
companies are not capable of blocking the accesswffirms. Indeed, rather than obstructing iteyth
often welcome the entry of new firms in order tosdnanore opportunities to specialize their own
activities and to diversify investment risk. Forstance, by establishing joint ventures, major
companies can reduce their risk exposure to diffdrevestment projects, especially in countrieshwit
high political instability.

In general, finding mineable resources and devetpphe infrastructure necessary to operate a new
mine requires considerable initial investment irecific assets (e.g., engineering and consulting
services, open-pit or underground mine constructimechanical shovels, cranes, heavy trucks, mining
ramps, etc.). Once a mine is built, the initial @stment becomes irreversible and much of it also
becomes irrecoverable. The time between the initi@stment and positive cash flow is often more
than 20 years. This creates tremendous investnaatincumbents have the advantage of having a
diversified portfolio of projects at various stagesich reduces their risk, and also have access to
credit markets that are typically not availablentw firms. Growth therefore tends to be fairly slow
with new firms starting small and growing over tiaethey build their asset base.

Exit from mining is mainly constrained by thesegkafixed investments and sunk costs that cannot be
easily recovered and restrict the capacity of ngnéompanies to shut down operations and walk
away. There are other relevant barriers to exighHilosure costs associated with land reclamatioh a
environmental restoration of mine sites may foréeimg companies not to leave the business in order
to avoid these significant costs, at least for sdime. There are also social pressures to continue
mining, as mining activity in rural areas is oftie only source of non-agricultural employment.

3.3 Mineral Markets for Mongolia

Minerals have standardized features; they are wittelded internationally, and their prices are set
according to variations in world supply and demaf'ithin each mineral type the product is relatively
homogeneous, and branding is difficult. Diamondgehbeen the only mineral to pursue branding
successfully. Minerals can also be substitutecefmh other in their uses. Copper and aluminium are
substitutes in the conduction of electricity, amergy commaodities are substitutes in the generation
heat. Such homogeneity and substitutability seydielit the market power of any one producer or
group of producers.

© United Nations Industrial Development Organizat&D11 44



The Mining Sector

Prices tend to vary across mineral commodities raaog to their relative scarcity; production costs,
which depend on the technology employed to extthet commodity; the characteristics of the
deposits; tax regimes applied to each mineral modu different countries; transportation costs
(affected by the location of the major centres ohsumption for each particular mineral); the
existence of quasi-rents required to cover pagtstments; macroeconomic fluctuations (e.g. changes
in global aggregate demand and variations in exghanates), and pure rents originated by market

power.

Table 15. Industrial features of minerals
Mineral HHI at a HHI at a firm Share of world production | Share of world production
country level level by companies by countries in 2009 (%)
Copper 1,621, moderate558, low level of| Fifteen companies producgdChile (33.7%); Peru (7.9%);
level of | concentration 66% of overall copper United States (7.5%)
concentration production in 2009.
Copper | 945, low level of| 959, low level of| Three companies (CODELCQ,China (23.6%); Japan (10.7%);
smelters | concentration concentration Freeport-McMoran and BHP)) Chile (10.6%)
had control over 28.9%
Copper | 1,009, low level| 977, low level of| Three companies (CODELCQ,China (22.0%); Chile (17.5%;
refiners | of concentration| concentration Aurubis and Freeportt Japan (7.7%)
MCMoran) had control ove
22%
Gold® 1,001, low levell 805, low level of| Five companies (Barrick, China (12.8%); Australig
of concentration| concentration Newmont, Anglogold Ashanti} (9.4%); United States (8.9%)
and Gold Fields) possess
27.8% of the market
Iron ore 2,290, high level 950, low level of| Fifteen companies producedChina (39.7%); Brazil (16.8%);
of concentration| concentration 56% Australia (16.3%)
Coal® From 8,450 to|l 839, low level of| The sixteen largest companiehina; United States; Ukraing;
1,061 concentration control 31% Russia; Australia
Uranium | 1,445, moderate1,156, moderate Sixteen companies control 96% Canada (20.1%); Ketak
level of | level of (19.7); Australia (19.6%)
concentration concentration
Lead 1,703, moderate2,077, high level China’'s state-owned compani¢China  (43.3%);  Australig
level of | of concentration control 43.3% (13.2%); United States (10.2%)
concentration
Zinc 1,467, moderate 958, low level of| Fifteen companies control China (25.1%); Peru (13.2%);
level of | concentration 15.5% Australia (11.7%)
concentration
Fluorspar| 3,880, high level Information not| Information not available China (58.9%); Mexi¢o
of concentration| available (18.1%); Mongolia (5.5%)

Notes:* Other fundamental factors like global demand fiations, financial turmoil, or the buying or sefjin
gold by central banks are major market drivers ttaat have a more important effect on gold pricesth
industry concentration and oligopoly pow&rUsually coal is classified into four main typesittaracite,
bituminous coal, sub-bituminous coal and lignitdisTranking depends on the quantity of carbon attiras
each type contains and on the amount of heat erbagyeach kind can produce. China is the largextyzcer
of coal worldwide. It produces 91.85 per cent, 3%@r cent, and 10.00 per cent of total anthrabiteaminous
coal and sub-bituminous coal production, respelgtive

Source: Based on Davis (2010).

Table 15 shows the degree of concentration in gm®ws commodity markets at country and industry
level by using the Herfindahl-Hirschman Index (HHL)is calculated by summing up the squares of
the individual market shares of all the particigainta relevant market. Its value goes from 0, rnmgan
no concentration, to 10,000, meaning absolute curaion by one producer. According to the
industrial organization literature a high levelamincentration might be associated with the exer@ise
market power and, possibly, with adverse competitonsequences. A low degree of concentration
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means that it is unlikely that few individual compes are able to take over the market by setting
prices.

Table 15 also shows the companies that controptbduction of specific minerals and the share of
world production accounted for by the top threentdas.

Primary mineral producers generally do not gain ketpower by differentiating their products.
Differentiation may be relevant for trading finalopucts like copper wire, rods, finished steel, and
gem quality diamonds. However, markets for finaddurcts are usually beyond the scope of mining
companies, so product differentiation is, in geherat a concern for producers. This fact contrsut

to the degree of competition in the mining indusbrgcause market power generated through product
differentiation is often ruled out.

Mineral commodities can also be substituted by rott@mmodities or materials. In this context,
primary mining producers of a particular commodiéyge strong competition from both substitutes and
the secondary supply of the commodity (i.e. scegyeling). Thus, primary producers face a very
competitive environment in the minerals markets.

3.4 Processing Minerals

International evidence suggests that it is notitable that countries with processing industrief wi
themselves have mineral deposits. Raw material ioenal exporters are more likely to move into
simple manufactures like garments than into minpratessing. International trade specialization in
pairs of products (measured by the probability thatountry exports both with a comparative
advantage) is explained in a regression modeluses$ as independent variables measures of product
technological characteristics, factor endowmentd #re strength of a forward linkage (that is the
extent to which one product is an input into anoth® measured by data from the US input-output
table). If processing is important as a form ofcsglezation, it is to be expected that the degrée o
forward linkage from good A to good B will have taong and significant impact on the probability
that any country exports both products. Howeverwéod linkages prove to have a much weaker
impact in explaining joint exports than do factardewments or technological characteristics of
products. Hausmanet al (2008b) explain this by reference to the conaéptational capabilities, so
that countries producing primary goods such as raisehave a skill set which is closer to that
required by other primary goods or technologicalimpler consumer goods than that required by
downstream mineral processing. In the context afeml processing in South Africa (what they term
beneficiation) they conclude that:

“There is no reason to pay special attention to ristieam sectors at the expense of
missed opportunities from the entire set of ‘ldtesactors that don’t currently exist. The
case is actually stronger: not only is such an @gogr without conceptual justification: it
is a bet against the whole of international expee Quite simply beneficiation is a bad
policy paradigm.” (Hausmanet al, 2008b: 3).

The warning is salutary, although generalizatiohshis sort need to be treated with caution. The
question of the economic viability of moving intoinaral processing can only be resolved on a
project-by-project basis through careful analysigeasibility studies and projections of world merk
trends. The costs and benefits to a country owee hieed to be estimated and rates of return cochpare
with the appropriate alternatives available.

If foreign investors are involved in the co-fundinfjthe proposed projects they will also need to be
convinced of the viability of the schemes. If fgriinvestors are cautious about investing the
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government should also think carefully about thability of the project. In the absence of positive
externalities, where private investors are reluctaninvest on the basis of the expected financial
returns, the only economic reason that would jydtiie government offering an incentive package
would be a difference between the government’sthadoreign private sector’s discount rate.

Following standard textbook procedures, a projecadceptable when its discounted stream of net
benefits (net present value - NPV) is positive la¢ tdiscount rat¥. There can be different
interpretations of the discount rate, with foreigwestors often adding a significant country risk
premium and applying a rate that is well aboveegithe real return available on other investments i
the host country or the real return available w-tisk financial assets internationally. As faras
government in a low-income country is concerned, discount rate is usually defined as an
opportunity cost rate reflecting real returns deralative investments. Hence, to put things simiply,
foreign investor looks for a 20 per cent returmaal terms, it may reject a project that makesarme

of 12 per cent, even though this is a return thathove the government’s discount rate and hence is
higher than the return available on other investsi@m the country either domestically or
internationally. If foreign investment is essenf@l a project to go ahead, then it is justifiafile the
government to offer the investor an incentive pgeka

The gains to Mongolia from a foreign investmentjpcowill be determined by how much of the net
financial benefits remain with the Government agties, profit taxes, and its share of dividends.
addition, any positive externalities not capturedinancial benefits will also remain in the coyntr
for example as gains to otherwise underemployedkeverwho get work either directly on the project
or indirectly in supplier activities. However, hauld also be remembered that there may be addition
costs that fall under the heading of externalitior example, infrastructure investment in tramspo
links from the project site to the border that @t paid for by the project itself, or local enviroantal
damage, the cost of which is not picked up by tlogept as mitigatory expenditure. The full economic
return to the project must include the financial benefits plus or minus these additional external
effects. The financial package offered to foreigweistors — for example, royalty and profits taxesat
years of tax holiday and duration of mining leasesill have an important impact on the distribution
of the net benefits between government and forigigestors. Other things being equal, higher tax and
royalty payments raise the gain to the countryitiiliey are too high they will deter foreign invest.
Hence the outcome will be one of bargaining, whté tmore competition there is for mining leases and
processing rights between investors, the strorfgegbvernment’s negotiating position and the higher
these rates are likely to be.

Box 6 gives illustrative calculations based ondeent presentation of the Boston Consulting Group,
which examined the feasibility of copper smeltimglacoal processing at the Oyu Tolgoi and Tavan
Togoi mines.

' The alternative version has an acceptable prejgaine where the return on resources investeceipriject
over its lifetime is above the chosen discount.rate
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Box 6. Economics of mineral processing

The Boston Consulting Group (2009) examined thenewguc feasibility of processing and
exporting coal (from Tavan Togoi) and copper (fr@yu Tolgoi) with associated investment|in
coking plant, iron smelter and an integrated rajlwgstem. It compared the additional GDP frpm
an ‘extraction and export’ scenario with a ‘procegsand export’ scenario. The latter had lower
fluctuations in export revenue, and created motes jand higher GDP. However, it had| a
considerably greater investment cost of US$13.Bohil(2010-2021), compared with US$4.8
billion, due to the extra investment in procesdauglities, power generation and the rail netwark.
It is impossible to check the detailed analysisthis study since only the main results are
available. However, the basic question of whetherextra GDP highlighted by the study is|an
adequate return on the extra investment involvedbeaaddressed in a simple way. The data on
GDP in the two scenarios for 2010 -2021 can be ewetpto give incremental GDP due |to
processing. We do not have certain key data sudheaphasing of the investment expenditure
between years and the working life of the plantswelver, for illustrative purposes it is assumed
all investment is made in 2010 (since net benefits shown as arising in 2010) and that the
operating life of the plants extends to 2031. mgkincremental GDP as benefits and the ektra
investment cost in the comparison of the two sdesaives the flow of net benefits 2010-2031.

This net benefit flow implies a rate of return onestment of 10 per cent; that is the Internal
of Return (IRR) on the additional investment regdiin the processing scenario is 10 per cent.
This is probably above the opportunity cost of taph Mongolia (and is certainly above the real

risk-free international interest rate), but is kaly to be dramatically so. Further there ar
number of qualifications that need to be made. Eassuming the relevant export prices and ¢ost
estimates are accurate, the use of incremental &® measure of benefits is likely to be|an
overestimate. What matters is the income that nesnai Mongolia (that is change in GNP) sirjce

much of the profits to foreign companies and paysém foreign workers will ultimately leay
the country. Second, not all payments to natitatadur need be net additions to GNP since gnly
where all new jobs are filled by workers who wooltierwise be openly unemployed will all
their wages be an economic benefit; in others widrdsopportunity cost of labour must be zero
for the wage component of value-added to be treased benefit. The full picture is further

complicated by the financing arrangements for ttogegt since foreign funding is a benefit to
country when it is received and a cost when ieaid or repatriated. To illustrate the impact of

both time and financing arrangements, if it is assd the government bears 45 per cent of|the
project’s costs and receives 45 per cent of revenwigh these delayed until 2020 and with the
project life extended to 2036, the IRR drops toe# gent. The conclusion is that the project is
almost certainly less attractive than the analysi8oston Consulting Group (2009) sugge$
although we are not in a position to be definitoe whether this processing scheme| is
economically viable.

,_,
w

3.5 Limitations on Processing Minerals

There are several challenges unique to Mongolia itteeke moving into minerals processing and
export either difficult or ineffective as a pathdevelopment.
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i) Unemployment

One of Mongolia’s chief concerns is unemploymergséurce-based industrialization is less labour-
intensive than manufacturing-based industrialiratiand so producing and exporting primary
processed materials is “likely to yield fewer oé ttlistributional and social gains that East Asapesl
from massive expansion of manufacturing employméativens and Wood 1997, p. 1467). Based on
data from South Africa in the 1990s, Davis (1994bl€ 7.3) finds iron and steel production and the
production of other non-ferrous metals to be thestidabour-intensive manufacturing processing
activity. Labour-intensive manufacturing in valugdad agricultural products and manufactures, such
as textiles and apparel, would seem to be a naared to pursue in reaping Mongolia’s small
comparative advantage in manufactures while atsdmae time providing employment. At best,
resource-based industrialization would create lsigde employment only in the construction phase.
Most of that employment, and the employment in pmecessing industries, would be what are
traditionally regarded as male jobs. The laboumbd@othe construction phase would not bet sustained
in the operating phase. The remote location ofetllpescessing plants would create a situation where
there would be high local unemployment once thestzantion is completed.

i) Water

Fresh water availability in Mongolia will be a majeonstraint on some value-added mineral
processing activities. Water consumption per tomefal at copper smelters and refineries is some 16
times the consumption at a mill. Based on Oyu Tidgestimated output, around 4 million cubic
metres of fresh water would be consumed annually500,000 tons per year (tpy) smelter is built to
accept Oyu Togoi’s concentrate.

i) China

Mongolia is further limited by China’s mineral poji and mineral needs. China (like Japan) has an
official policy of encouraging the “export of deppacessed mineral products with high added value
and the import of primary mineral products” (WhRaper, 2003). This policy includes tariffs on
imports of refined metals but no tariff on metaésiconcentrates. Since 71 per cent of Mongolia’s
exports currently go to China, that country’s pekcwill greatly influence Mongolia’s ability to
process minerals economically.

There is also excess regional steel and coppetiamehpacity. China is the world's largest exporte
of steel. The International Copper Study Group respthat there is a 5 million tpy excess copper
smelting capacity in Asia. The excess is expeatedrow to 6 million tpy by 2013. China alone is
planning on adding 650,000 tpy capacity (Rebel®920That study states: “China will increase its
dependence on foreign concentrates as few natcmpgder mines are developed.” The advantage of
being located next to China is its massive and grgvdemand for primary materials. However,
careful market analysis is needed to examine whettteessed copper and steel products produced in
Mongolia could be sold in China. Figures 1 and @siChina’s voracious appetite for copper and iron
concentrates, importing more than 4 million tpycopper concentrate (Oyu Tolgoi’'s planned capacity
is 0.5 million tpy) and 400 million tpy of iron ar&here are then going to be strong market incestiv
that militate against value added processing of in@ and copper concentrate in Mongolia.
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Figure 1. Net imports of copper concentrate (thougad tons per year)
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Figure 2. Net imports of iron ore (million tons peryear)
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Sources: World Bureau of Metal Statistics, Brit@dbological Survey, WTO, World Steel Association.

iv) Natural Environment

Mongolian official documents have repeatedly sutggbthat protecting the environment is a priority.
Value-added mineral and energy processing consilengs amounts of environmental services, and
plants that are built “clean” in Mongolia will b& a cost disadvantage to those in neighbouring
countries. China’s mineral processing activitiee &nown to be particularly dirty (and cheap),
although there appears to be a directed effomfrove environmental standards. One of Mongolia’s
strengths compared with other Asian countries waylpear to be its relatively pristine steppe areas.
The potential for mining and value-added procestingamage these areas and make them unsuitable
for eco-tourism or biodiversity preservation sholdda serious concern.

v) Export diversification, sustainability

It is difficult to see minerals processing as dedafve route to export diversification or a remddy

any of the problems associated with a high expamntcentration. It is not mineral production that is
damaging, but export concentration (Lederman andomdy, 2007). Mineral export revenue
diversification is unlikely to be successfully asled by means of processing (iron ore, and iron and
steel; coal, and electricity) due to the high pdoerelation between the primary and processed gjood
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Instead, export concentration can best be redugdddoeasing the variety of unprocessed minerals
that are mined and exported. Mongolia has a rerbéyldiverse mix of world-class mineral deposits,
in contrast to many nations such as Chile whichardy export one or two profitably. Diversification
of exports via a broader metals portfolio is likety be quite effective given the low correlation
between metal prices. Changes in monthly coppergahd prices have a correlation coefficient of
only 0.17, for example. Copper and iron ore priaes only correlated at 0.28, and thermal coal and
iron ore at 0.19.(Davis, 2010). If Mongolia werdeatn establish exports in copper, iron ore, thérma
coal and gold, its total export volatility would lrelatively stable given these low correlation
coefficients.

vi) Infrastructure

Infrastructure was listed in the Fraser Instituievey (McMahon and Cervantes, 2010) as one of the
main limitations to investor interest in Mongoliaisining assets. Infrastructure development is an
important co-requisite for value-added processifignineral products. During the infrastructure
construction period there needs to be progressrtsae stable land tenure and mining law. Industry
opinion argues that the current legal situatiofaistoo unstable to entice foreign direct investmen
without the foreign parties demanding large taxcessions in payment for the high perceived risk.
Such high concessions will necessarily eat intaréfvenue flow that the government is able to ektrac
from the projects on behalf of the people, a prdity unacceptable outcome: the 44 per cent effecti
project participation that Mongolia managed to riiege for Oyu Tolgoi reflects in large part the 30-
year stability agreement and resultant reductiopaditical risk to the private parties investingthis
project.

3.6 Government Intervention

International experience suggests that mineral ixggoeconomies need to be very careful as to how
they use their mineral income. Governments generatervene in the mining business in order to
obtain revenues and stimulate domestic economicitggctTax policies are one of the most important
factors affecting the attractiveness of privatg@eenining investment in a country. In addition,
governments may provide other incentives to pronmotestment in mineral assets. Regulations
covering mining operating conditions, workers’ $afeand environmental damage are critical to
guarantee proper functioning of the industry. Gowents usually create specialized institutions like
regulatory agencies in order to guarantee the prepfercement of these regulations.

Mongolia’s current production and trade patterravjgte some indication as to where the emphasis on
creating this value-added mineral processing miighplaced. Since Mongolia currently has an open
economy, existing export activities are likely te bompetitively undertaken. The best value-added
areas to support are likely to be those where éx@we already successful or products that ardagimi
to those that are successfully being exported énctlirrent open market framework. The suggestion
would be to support these exports (SITC Revisio@@per and copper alloys, refined or not, 6821;
Copper and copper alloys, worked, 6822; Aluminiurd aluminium alloys, worked, 6842; and, Lead
and lead alloys, worked, 6852) and other activitiethe SITC 68 category, non-ferrous metals, since
these are likely to require similar skill sets &mstitutional knowledge. Identifying export markets!

a key part of this latter analysis.

Given Mongolia’s relatively young democracy and ieck of infrastructure, any move to
industrialization should be slow and cautious, angdport for these value-added processing activities
should be given only after the profitability of dacapital investment has been clearly identified
through rigorous financial and technical analyHigliversification away from minerals and energy is
desired, alternative supplemental development pstlsh as the provision of eco-tourist services or
basic low-skill manufactures should be evaluated.
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Another recommendation would be not to pursue coppelting or finished copper product exports
as these have not been shown to be economic (ss@rB&onsulting Group, slide 11, which
recommends exporting copper concentrate rather ¢bpper cathode). Copper smelting in the south
of Mongolia is also ill-advised given China’s 17 gent import tariff on processed copper.

Many mineral and energy exporting nations have aled Sovereign Wealth Funds (SWF). These
funds generally have one of two purposes. The ifirdd set aside mineral tax revenues for use by
future generations — the intergenerational incomeathing effect. The second is to set aside mineral
tax revenues in high price environments for uséoim price environments — a short-term income
smoothing effect. There is little agreement amocgnemists that the first purpose is warranted. Real
welfare has been increasing in each generatioaddong as such measures have been recorded, and
so there is little reason to impoverish currentagations for the benefit of future ones. The shemn
income smoothing enabled by SWFs is more reason@bite, for example, used moneys in its SWF
to partially finance a US$4 billion stimulus actiom 2009. According to the SWF Institute, “[t]he
[Chilean] package involves direct support for laveéme families, additional public investment in
infrastructure, tax cuts and other incentives fovagie investment, enhanced access to financing by
small and medium companies, additional funds fdwola retraining and a new hiring incentive,
among other initiatives™ Norway’s SWF was created in 1990 in anticipatibgr@wing government
obligations towards pensioners as the Norwegianlptipn ages.

Figure 3. Estimated average annual Mongolian Govement revenues from Oyu Tolgoi, year by
year, by source
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SourceDavis (2010).

The need for short-run income smoothing is indidaby Figure 5, which shows estimates of
Mongolian government revenues from Oyu Tolgoi giterecast copper and gold prices over the life
of the project. The volatility in tax income in shfigure is due to changing geological and tax
structures through the life of the mine. Copper goltl price volatility will further enhance the yer
erratic nature of these revenues. In the absenee $#VF, Mongolian officials will face immense

18 Refer tohttp://www.swiinstitute.org/beta/tag/stimulus-plan/
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pressures to spend these tax revenues as thegcaiead, with no provisions for cutting spending in
years where the tax flows fall. Governments theuiclly take on debt to fund the social programmes
set up in the boom years in the hope that tax flailisrise again in the future. When such hopes are
not realized, the mineral economies are faced aisterity programmes that can be destabilizinig. It
for this reason that mineral price volatility isseeto be associated with the curse of natural ressu
(Davis and Tilton, 2005).

Successful SWFs require a strong legislative fraamkwhat outlines the circumstances under which
spending from the fund can take place. They algaire complete transparency. Revenue sterilization
via offshore lending will also have to be consideifeexchange rate or inflationary pressures become
untenable. Among other measures recommended achaid¢al unit within the financial institution or

a separate planning agency to apply rigorous stdadd ex ante appraisal to ensure that the pmject
funded to diversify the economy have good prospiectsuccess; and fiscal and monetary measures

to dampen inflationary pressure in sectors likestmretion.

3.7 Summary

* Any move to minerals value-added processing shbelthken cautiously, and only after clear
profitability calculations for each capital invesint have been carried out through rigorous
financial technical and economic analysis (incoapiog the social and private benefits and
costs for the economy).

» There is potential for high returns in the minegalscessing industry but each project should
be reviewed carefully along with the performance vadrld markets and the plans of
competitors.

* It has to be considered that some processing $mglting) would only be profitable in the
long run. A careful market analysis is needed tal#ish whether processed copper and steel
products produced in Mongolia could be sold in @hin

* Metallurgical industries tend to be male-dominatedhich is not consonant with the
Millennium Development Goal 3 on Promoting Gendeguaity and Empowering Women.
Hence alternative sources of employment need gobght for female workers.

* It would make sense to support the four primarycpssed mineral goods (SITC Rev2: Copper
and copper alloys, refined or not (6821); Copped aopper alloys, worked (6822);
Aluminium and aluminium alloys, worked (6842); ahngad and lead alloys, worked (6852))
that Mongolia is already exporting and other atiggi in the SITC 68 category (non-ferrous
metals), since these are likely to require simgldll sets and institutional knowledge.

» Careful management of minerals extraction reveni@sfor example, a Sovereign Wealth
Fund is advisable to support the production ofabdel goods, which could provide the foreign
exchange necessary to diversify the economy ananeehindustrialization.

9 The “Hotelling rule” to avoid over-exploitation tjepleting resources at a rate which equates thenren
mineral-funded investment in other sectors withrihed rate of increase in the mineral’s export gi& not very
helpful in situations where mineral export pricag &olatile and usually outside the control of indual
producer economies.
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4. The Natural Fibres Industry

4.1 Introduction

About 36 per cent of Mongolia’'s total labour forseeengaged in the agricultural sector. Products
derived from pasturing livestock play an importaote in the economy. Out of the natural fibres
produced by different animaiscashmere, yak hair, sheepiool, and camel hai+Mongolian
cashmere has an outstanding position in world matkare. Its annual production of cashmere ranks
second in the world just after China’s. As with manher raw materials, cashmere prices are volatile
which directly affects herders’ incomes.

Many cashmere processing and garment manufactylizngis have invested in sophisticated de-
hairing, spinning, dyeing, weaving and knitting gumpent. The cashmere industry is made up of three
types of companies, each with its own charactesstmarkets and opportunities. The first type
consists of early-stage processing plants, whidieyre raw greasy cashmere from herders or traders,
scour it and produce fine de-haired cashmere fporx mainly to China, Europe and Japan. The
second type consists of garment manufacturers. Mbghem produce sewn garments, and the
remainder knitted cashmere garments using hantidguinachines. The third type of cashmere plants
consists of vertically integrated companies, conmginseveral operations from processing raw
materials to spinning, dyeing, garment manufactu@md production of other knitted and woven
products. Unfortunately, the interests of thesedtiypes of companies do not necessarily cointide.
particular, the first two respond to short-term ridpes in domestic and international trade regimes,
rather than adopting a long-term perspective ogsting in the expansion of the industry in Mongolia

The Mongolian cashmere industrghroughout the whole production chain, from theeaafrthe goats

to the marketing of the final garmentseeds to overcome several impediments to its dpwetat.
The following are the most important: i) the qualif the raw fibre; ii) the co-ordination problem,
which makes it difficult for herders to enter folmaarket arrangements with domestic manufacturers,
thus compounding the lack of technical assistan@nhance breeding technigtfesi) the quality of

the water used in dyeing and finishing (the wateeds to be very soft); iv) supply of the chemical
products necessary for the treatment of the fibjenadequate domestic spinning capacity, which
leads some garment producers to ship raw cashméhiha for spinning, and to import the yarn for
manufacturing in Mongolia; and vi) inconsistentryguality (it is sometimes mixed with other yarns).

However, a major issue of concern for domestic peceds of cashmere products continues to be the
quality of the hair, which has been deteriorafiniloreover, it is of little use having high-qualitgw
material if promotion of the product is inadequdtke following sections of this chapter will focols

the improvement of the quality of natural fibreslahe importance of marketing of the intermediate
and final products.

4.2 Raw Materials and Textiles

There are at least four major types of fibres: auotwools, cellulosic fibres and synthetic fibrés.
2009, world fibre production exceeded 70 milliongoWorld fibre consumption rose by 4.2 per cent;

20 At present many herders rely on informal contadth traders who buy in bulk by weight at priceseaf well
below those in the formal markets in the urban resntSome of these traders in turn unofficially @kpghe
cashmere to avoid the export tax.

2L UNDP (2008) highlighted this issue.
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man-made fibres consumption rose 4.0 per cent41b dillion tons) and natural fibres consumption
rose 4.5 per cent (to 26.4 million tons). Synthdires and natural fibres are competing for
international markets. The natural fibres have athges that need to be highlighted in order to
maintain demand for them.

4.2.1 Raw Materials
There are four natural fibres produced in Mongad@shmere, yak hair, sheep’s wool, and camel hair.
Each one has particular characteristics and isis&stiseparately in its international context.

i) Cashmere

In the 17 years from 1990 to 2007, world cashmeoglyction increased almost three times, from
3,953 tons to 9,221 tons. International demandcishmere remains strong, despite the increased
selling of low-quality articles. On the fashion ejccashmere continues to be in high demand, which
should be taken into account as a base for lomg-ganning of cashmere products. High prices for
cashmere articles are a result of shortages ofwmaterial and growing Chinese demand for sweaters.
Additionally, the winter of 2009-10 was particulaHarsh and a large number of animals died.

In 2009, Mongolia had almost 42 million head ofbtock, of which goats accounted for 46 per cent.

Related to the increasing number of goats, Mongwlauced 6,700 tons of raw cashmere, accounting
for about 28 per cent of the total world supplyeTiumber of cashmere goats increased almost 300
per cent between 1990 and 2009. At the same tingeamount of raw cashmere has increased 4.5
times (see Table 16). But the increase of cashgiele affected the quality of the fibre adverselyed

to malnourishment of goats.

Table 16. Number of goats and production of raw cdsnere in Mongolia

1990 1995 2000 2005 2009
Number of livestock (thousands) 25,857 28,572 3,42 30,398 41,995
Number of goats (thousands) 5,126 8,571 10,470 6¥3,2 19,465
Goats in total livestock (%) 20% 30% 34%) 449 46%
Raw cashmere (tons) 1,500 2,100 3,370 3,760 6,700

Source:Statistics Yearbook of Mongo]ia990-2009.
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In the production of raw cashmere, the followingpiss should be highlighted. Grading and sorting are
not undertaken by herders and traders, but by fiaetmployees. The quality of the fibres depends on
the season, as for any other agricultural commoditws it is necessary to define a set of objective
parameters to ensure that the quality of the fibref the required standard. It would be desirdibte
auctions to be held regularly, and it needs torwestigated how to achieve this and ensure that
herders obtain premium prices for quality cashmerEor example, the fibre’s strength is important.
A long and weak fibre is less good than a shonter sironger one. The carding operation breaks the
weak fibre into pieces, leading to low yields andreased waste. A long and strong fibre is degrabl
because it gives low wearing propensity in thesfieid product.

The minimum strength of the fibre has to be colgtband herders should be rewarded for improving
the quality of their cashmere by being offered angum price. So far improvement schemes have
failed. For instance, UNDP (2008: 63) reports thighe Mongolian Parliament passed a decree in
May 2008 to commit state subsidies to domestic rog@sb processing industries that purchase
Mongolian raw cashmere from herders for not lesstMNT30,000-32,000 (about US$26-28)".
Positive effects from the change of policy wereestpd within three to four years. The problem of
different white shades can be tackled in a simlay. Currently manufacturers are bleaching theefibr
but even when done carefully damage is visiblédvénand product.

Table 17. Exports of cashmere products

Indicators Unit 2005 2006 2007 2008 2009
Scoured cashmere Tons 381 1,676 1,511 1,929 3,55B
Thousand US $ 13,445 63,06% 63,448 77,2p9 91,209
De-haired Tons 919 1,428 1,785 1,567 1,43B
cashmere Thousand US $ 52,794 81,741 114,297 97,6014 60,289
Finished products Thousand pieces 492 49§ 63p 649 660
Thousand US $ 17,551 18,044 13,678 27,740 29,222
Total exports Thousand US $ 83,79D 162,850 191,38202,583 180,719

94% 18% 6% -11%

Exports compare %
to previous year

Source: National Workshop on Cashmere IndustrygR00

Between 2005 and 2009 exports of low value addetimare (scoured cashmere) rose sharply in
terms of both volume and value, growing much mapdly than exports of finished cashmere goods
(see Table 17). In the early 1990s there was aarekan on raw cashmere. In 1997 with entry to the
WTO this was replaced by an export tax, which wédely circumvented by smuggling. Traders
buying for the Chinese market offered higher prittes domestic processors. The problem is to offer
herders an adequate price to continue to supph-dility cashmere while at the same time ensuring
sufficient supplies reach domestic processors lwathe expansion of the high-quality end of the
market.

22 A cashmere commodity exchange that brings togétleter associations or co-operatives and processur
allows the product to be supplied through both {@rgn contracts and auctions has been recommehieD R
2008: 62). The government appears to be awareiobtition and one of the top priority projectsdistby the
National Development and Innovation Committee, ariéultural Commodity Exchange, aims to create four
regional wholesale centres where herders and faroger sell agricultural products and raw matedaksctly to
end users. Although the commodity exchange appedis aimed at a range of products, the projeatrgeon
highlights its role in providing an adequate supgfigashmere to domestic processors, so cashmeleaidy the
main product under the scheme.
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In 2009 there were over 56 factories with a praegsspacity of 7,000 tons of raw cashmere, 4,508 of
de-hairing, 1,120 tons of spinning, 1,200 thougaiades of knitted cashmere garments, and 350,@@@%i

of woven garments (Table 13).

Table 18. Cashmere processing capacity by company

Installed production capacity

Company Scouring | De-hairing | Spinning Knitting Weaving

(tons) (tons) (tons) | (thousand pieces)| (thousand pieces)
Gobi Company 1,000 400 300 458 153
Buyan Holding 650 500 200 150 0
MCCWC 450 150 150 200 -
Mon-Forte LLC 300 300 35 - -
Eermel LLC 250 150 150 150 150
Mon-Italy LLC 720 150 -
Altai Cashmere LLC 240 100 - 50 -
Sor Cashmere LLC 300 90 70 - -
Cashmere concept LLC 150 78 35 -
Tuya Company 300 50 - - -
Cashmere products LLC 100 -
Osin LLC 80 50 35 -
Blue Sky LLC 150 72 35 -
Sanshiro LLC 75 40 75 - 20
Erdenet cashmere LLC 100 - 35 - -
Others 1,500 2,339 - 200 47
Total 7,000 4,500 1,120 1,200 350

Source: National Customs Statistics.

The demand for classic cashmere garments comestfr@tuxury segments of the European, United
States and Japanese markets. Strongly influencdddbjon trends, the demand has periodic peaks,
which is reflected in prices. On the internationsrket, fine de-haired Chinese cashmere sells at a
higher price than Mongolian cashmere because itasechnical advantages: i) it is slightly fir(@r

2 microns difference); and ii) it is whiter, ancethfore suitable for producing the pastel shadéshwh
dominate the women’s knitwear market. Mongolianhcaare is used for the lower-value market of
darker shades. On the other hand, the Mongoligmuai® fibre is 10-15 per cent longer than Chinese
cashmere (a result of longer harsh winters); hasfter texture that both consumers and spinners
recognize. Because of these characteristics, M@mgahshmere is commonly blended with Chinese
cashmere fibres; the mixture spins better and hasceeptable whiteness. This boosts the desirabilit
and price of raw Mongolian cashmere, but also ldadsterations of the mixture, as many spinners
are tempted to mix Mongolian cashmere with white fivool.

Mongolian cashmere used to have a good interndti@pautation. Its quality, however, has been
deteriorating due to poor goat nutrition, whicheatt the fibre’s distinctive characteristics. Tab%e
shows the diameter, length and colour of cashmiere for Mongolia, China, Australia, Iran and
Afghanistan. Mongolian cashmere fibre is bettent@hinese cashmere in fibre thickness and length,

but not in colour. The longer the length of cashene¢he better for processing knitted and woven
products.

2 It is important to highlight that since 2005 thentber and volume of production of factories hasnbiedling
dramatically because of the cancellation of Unifgdtes preferences for unlimited quantity and Chieatry
into the WTO.
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Table 19. Comparison of raw cashmere quality, 2009

Indicators Mongolia China Australia Iran Afghanistan
Fibre . 16.0-16.8 15.6 17.8 17.4 17.3
(diameter/microns)
Length (mm) 40-45 32-38 21.5-34.7 21.4-38.8 20-23
Colour 60% / light | 100% /white Light/grey Grey Grey

SourceNational Workshop on Cashmere Industry, 2009.

The finest cashmere comes from the Alashan platdach stretches through China and Mongolia.

China has implemented a series of agricultural ranmognes that provide herdsmen with training on

improved care for cashmere goats with better migiand animal husbandry. They also learn about
veterinary care, grazing techniques and combingnsure the production of high-quality cashmere.

China has conducted scientific research that haseprthat healthier cashmere goats produce finer
and longer cashmere.

Care and attention must take priority over speedl @st savings in the de-hairing, spinning and
production processes. Experts at each of thesesstagst set high standards and be willing to ensure
that products are reprocessed until they meet tii@nality control is important because a simple
improvement early in the process can mean a sogmifiimprovement in the final product.

In the categories of cashmere products export@@@® (Table 17), Mongolia only used 15 per cent of
all obtained raw cashmere for the production oisfied products, 34 per cent of raw cashmere was
used for semi-processing production (de-haired)&hger cent was exported to China without value
added processing. In other words, 85 per cent aigdtia’'s cashmere exports were either scoured or
de-haired, and only 15 per cent was finished prodic contrast, China exported no unprocessed raw
cashmere; 68 per cent of all collected raw cashmereturned into finished products and 32 per cent
was exported to other countries after semi-prongssi

The Chinese cashmere business has made the leagfporting the raw material to selling finished
goods to the most prestigious brands in the fasiorhd. Its lower production costs turned cashmere
from a luxury item into a mass market, high-st@@hmodity. As China’s main competitor, Mongolia
should process more of its raw cashmere. For ¢thimappen, Mongolia needs to increase its spinning
capacity and manufacture its own yarn, rather thrgoorting it from China.

if) Sheep’s wool

Mongolia has about 15 million sheep. The animafaisned for its meat, wool, skin and milk.
Mongolian breeds like Bayad, Altaian, Torguud, Dk, Uzemchin and Barga are classified by their
unigue characteristics. Three Mongolian scientisgated the Orkhon and Yeruu breeds. The average
weight of a Mongolian sheep is 50 kg and it givesiad 1.5 kg of wool; the Orkhon breed weighs 75-
85 kg, gives 7.5 kg of wool and is well-suited he tocal climate. Mongolian sheep have adapted to a
harsh climate and are able to survive drought,,hgatrtages of grazing and water, and moving
location. Other hybrids are unlikely to survivesach conditions. Foreign scientists have praised th
skills and ability of Mongolian herders in develogisuch livestock.

Sheep’s wool is an important basic material forkigality woollen cloth and carpets. With sheep
numbers down, global wool production fell in 2008182009 and production is likely to be lower in
2010, particularly for apparel wool. The Internatb Wool Textile Organization (IWTO) expected
production to fall by around 2 per cent in the 200%eason. Sheep numbers continue to fall in some
countries, notably Australia and China, as grovehiift away from wool to meat production. There is
also very little stock being held within the grovesuntries to add to the supply of wool.
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Apparel wool prices fell sharply in October 2008aaesult of fallout from the global financial dsis
Prices reached a low point in February 2009 befecevering a little by the end of the season. Tsend
in the prices for wool used for interior textilegr® more mixed in 2008/09, but the overall decline
was not as significant, in part because pricedrftarior textiles wool had not risen by as much as
those for apparel wool in 2007/08. The averagespioc wool sold in New Zealand actually rose by 2
per cent in 2008/09, reflecting the relative impade of coarse wool in New Zealand'’s clip.

The larger fall in wool prices in part reflects tfaet that they had risen more than those for other
fibers in 2007/08 and had become less competigrepuraging processors to use less wool in blends
with synthetic fibers. This is indicated by the weéo synthetic and wool to cotton price ratios. The
wool to synthetic prices ratio peaked at 4.3 infthst quarter of 2008, but had fallen back to Byl

the second quarter of 2009. Over the same pehedybol to cotton price ratio fell from 5.6 to 4.5.

Data from the International Trade Centre show that wool exports fell sharply in 2008. Exports
from Australia, the world’s largest exporter, fbly 13 per cent. Raw wool imports also recorded a
sharp fall in 2008. Global trade in wool yarn, weadven fabrics and wool apparel (knitwear and in
men’s and women’s woven wear) also declined in 288& result of both the lower raw wool supply
and the slowdown in the global economy. The tremtinued in 2009 and is likely to have persisted
in 2010.

Considering these circumstances, Mongolia nee@gxpiore alternative markets for the quantity and
quality of wool that it is producing. One optionutd be to promote Mongolian wool as a natural
insulation material.

iii) Camel

The Bactrian camel has become a symbol of Mongaliaost two-thirds of its camels are in the Gobi
region® It is an animal which is easy for herders to hanid very hardy and is highly adapted to the
desert environment. In the summer the hair is shwadtthin, and in the winter it grows long and khic
protecting the camels from the cold. Animals car3bmetres high, weigh up to 700 kg and live as
long as 40 years. They are important for herdera ssurce of milk, wool and transport — both for
riding and to carry heavy loads when the herderilfamoves camp. The number of camels in
Mongolia has declined dramatically in the past desaln 2010 there were about 255,000 camels,
which produce an estimated 700 tons of “female” Weopear?®

The international camel hair market is a solid aicharket within the animal hair sector. Significant

supplier countries of camel hair are: Mongolian|rafghanistan, Russia, China and Australia. The
fine fur of camel hair is often blended with fin@el to create fabrics for men's and women's coats,
jackets and blazers, skirts, sweaters, glovesyasamufflers, caps and robes. The long coarser hai
removed in the de-hairing process is also usetlfmkets, carpet backing and waterproof coats.

24 Ccamels also play a vital role in the managemerthefGobi. They forage on a type of shrub callecash
(Haloxylon ammondendrdnespecially in the winter, and help maintain saxarests by spreading their seeds.
Saxaul forests protect the soil from erosion, €nedther plant species from the biting wind, antp e retain
moisture in the soil and air. However, saxaul wigodlso a major source of fuel. Protecting andorasg saxaul
forests is an important strategy to combat degeatibn.

%5 Government policy seeks to increase camel numipenewarding herders for larger herds and suppprtin
exhibitions of camel products. The Gurvantes disggovernment pays herders MNT1.000 (about US$Cat0)
each new-born camel calf.
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There are five steps involved in the productiorcarnel hair products: collection, sorting, de-hajrin
spinning and weaving or knitting. After collectiige hair either through shearing or during the
moulting season, it goes through a sorting procgsysarating the coarse hair from the fine and soft
hair. The fibres are washed to remove any dirtedrrid and the sorted and washed hair is then de-
haired. This process removes the coarse hair apdi@amdruff or vegetable matter before it is sent to
be spun into yarn and used for either weaving dtikg.

The quality of wool is determined by the age ankl gethe camel. Mongolian herders distinguish
“male” and “female” wool. The male wool is made efdonger, coarser hair; it comes from the mane,
the front of the neck, the knee and the tops ofhilimps. Most is used to make ropes and animal
halters. The long neck hair is used to make thraad,hair from the mane is used to make bags and as
insulation in traditional quilted jackets. A camaélds about 1.5 kg of male wool a year. The finer
wool, female, is from the rest of the body. A caryields about 3.5 kg of female wool a year. The
finest and most valuable is callemromwool and comes from baby camels less than threes ydd.

The older a camel gets the less female fibre it 8&per cent of the wool from an adult camel igfi
hair with a diameter of 17—-20 microns.

The three biggest companies in Ulaanbaatar togptioeess less than half of Mongolia’s camel wool—
about 310 tons a year. It appears that up to faklfeoraw wool suitable for making yarn and garrsent
is not processed in Mongolia; it is either storedrauggled over the border to Chinese factories.

Among the many problems that the camel hair ingusices are: lack of organization; the nomadic
lifestyle of herders, long distances, high costg@fel and communication, a lack of infrastructa®
well as limited understanding of cooperation medtras; lack of export skills; inconsistent demand
from traders; and lack of capital and credit.

With assistance from the European Union, the Mdagoyovernment has established “Gobi desert
camel wool” as a “geographical indication” — a kiofltrademark that guarantees the origin of the
wool (UNDP, 2008). This certification requires that processing steps are done in Mongolia.
Registered producers can use the geographicabhitiaiiclogo as well as their own trademarks.
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iv) Yak

Yaks are an indispensable part of animal husbaindttye high mountain regions where they are used
both for transport and for their productive capéibs. In recent years, the textile industry hasatly
increased its demand for yak fibre. The yak haigl tiegree of adaptation to the ecosystem. No other
domestic animal can feed on the vegetation growing,000-4,000 metres, in territory marked by
steep, treacherous slopes, moorland, bogs and .lakes morphological and physiological
characteristics of the yak endow it with an abitiyresist cold, to scrape through snow for focktet

to graze very short grass.

Though there is increasing demand for yak wool, §tdian authorities have not done enough to
improve the procurement system. Herders are noteawfathe techniques of yak wool combing and
sorting, and the majority use it for making houdeéhtems (e.g. ropes).

Domestic processing factories have started produhigh-quality products for both domestic and
foreign markets. This has raised the demand forwadd, but the supply has been relatively low. The
international yak market is expected to have ahvffigture, because the wool is seen as an exbtie fi
and fits into the recent revival of natural fibrébe fashion industry is looking for new and innibve
fibres, with the potential for higher margins. Tihest example of this kind of development is vicuna
fibre, sourced mainly in Peru. The demand for othetic fibres, such as mohair and alpaca, is also
increasing. Yak wool, which is warmer than sheeplywmight be the next natural fibre to be taken up
by fashion designer$.The Food and Agricultural Organization (FAO) has tests showing that yak
wool is stronger but as thin and fine as merinolwoo

4.2.2 Textiles

The textile industry accounts for 23 per cent ofrigolia’s manufacturing sector. Mongolia should
identify and target niche markets built on demand friatural fibres. The authentic design (i.e.
Mongolian patterns) of the clothes it produces playrucial role. Also, garments with the tradiibn
nomadic style (i.e. customs) need to be developsthblishing its own style is crucial to position
Mongolian natural fibre products in the internaibmarket.

Apart from garments, natural fibres could be usedther products, like carpets, felting, insulation
material, etc. For example, there are two majop&aproducers (one in Ulaanbaatar and one in
Erdenet) and several blanket producers. Their mtimiu capacity for scouring, spinning, knitting,
weaving and felt making is far in excess of curgaratduction. There is a potentially large market fo
machine-made carpets, especially in China, butialsther countries which are currently supplied by
Belgium, Turkey and Egypt. In addition, there ipatentially large demand for hand-woven carpets
presently supplied by Nepal, Pakistan and others.

4.3 Prospects for the Industry

Mongolia’s natural fibres industry has the potdriiagain a niche in the international market. dwctf
there are already Mongolian companies which areeldping the capacity to compete in the
international market (see Appendix 1 for a listlof main companies). New companies require initial
support from the government, such as prefererdaid, temporary tax benefits, access to stateesf-th
art manufacturing techniques, designs, machinedyraaterials required in the production process of
natural fibres products, access to markets infdomaéetc.

%6 Yak wool is gently brushed off rather than shedmacating animal rights activists).
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In order for Mongolia’s manufactured products to dmmpetitive they need testing laboratories,
equipment and labour that meet international statsdaGovernment as well as the industry sector
itself has to create and maintain such primaryirtgdiacilities, ensuring that they are in outstauggdi
condition and fully equipped. They must be recogdizoy and registered with the relevant
international bodies and agencies in order to assiiernational compliance. The laboratories need t
be equipped at least with a scanning electron mooe, which is a standard device for differermtati
cashmere fibre from other fibres.

Mongolian national research institutes contributelte improvement of the quality of the industry.
Although there are good institutes (e.g. the TexX@iesearch Institute), they do not have the negessa
level of expertise to do industry research. Cutyemhachines and instruments have to be bought to
comply with current international standards. Thetitates are also part of international networkd an
associations. The institutes are mostly or paytiallblic owned, but their funding is insufficiefthe
Mongolian government needs to assure them of finheapport.

Once the quality of the raw material is ensureaddpction of goods produced using natural fibres
could be increased if the laborious cleaning andhalgng process was mechanized. Women could
continue to hand-spin at home. The possibility efaklishing regional cooperatives could be
examined. Marketing is the key to the future strgtéor the Mongolian animal hair and textile
industry. The following scenario concentrates oshoaere, but could also be applied to the other
fibres, especially yaK.

As a long-term strategy, Mongolian cashmere hasdate its own identity. Competition from Chinese
cashmere producers and manufacturers will contémge become stronger, meaning that Mongolian
cashmere will need its own identity to market it.nfarketing concept has to be developed by an
international marketing authority. The logo usedtomote the products is of great importance, for
example “Mongolian Cashmere Mark”. Such a conceps$ Wwied some years ago, but without the
necessary support from the whole industry and gowent bodies, so it did not bear fruit.

Mongolian natural fibres need an own-identity rethto the country itself. The country is already
associated with the natural fibres products. Thierealready a proposed slogan “Cashmere of
Mongolia” to promote the image of the local indystHowever, the brand requires a slogan to be
advertised internationally, and a set of technieguirements which can be met only by Mongolian
cashmere. A suggested slogan is “Mongolia—the Cash@ountry”.

Erdenet, a carpet company, is a good example of wéwa be done. It is already participating in
international trade fairs and positioning its narfibe firm has applied for the Woolmark licence,
which will give it more authority to claim its owhrand. In contrast, domestic cashmere garment
producers are still at the stage of developingrtbein branding, marketing and distribution channels
and a niche luxury market, on their own or withtpars.

The industry needs to be innovative. The produatetio be distinctive and unique. To achieve this,
the industry requires professional designers, ¢dim high-quality design schools and academies
where designers can become acquainted with fagteods in high-income countries. Consequently,
the government and industry have jointly to suppiwe start-up of such institutions (e.g. an
International Chinggis Cashmere Design InstitURgvate initiatives in the form of joint-venturesda
the assistance of international development agereealso options to be considered.

2" A recent publication by UNIDO (2010) provides udefuidance on adding value to traditional produafts
regional origin.
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4.4 Summary

Mongolia needs to find a way of bringing herderd aranufacturers of natural fibres together.
Communication between the two is fundamental touthgerstanding of the need to improve
the quality of the raw material.

Quality assurance has to be taken into accoumjality is the base of all the other suggested
initiatives. Without guaranteeing a certain quabtgndard, the marketing measures will not
work. The best way of improving cashmere qualityermpowering the herders. Quality
improvement and monitoring measures require improwefrastructure and high-class
equipment for the national public testing laborig®r

Production of natural fibre products could be iase if the laborious cleaning and de-hairing
processes were mechanized, although women coultinaento hand-spin at home. The
possibility of establishing regional cooperativesid be examined.

Mongolia has to market and brand its products (ts&df) strongly. Its unique environmental
terrain, and traditional ambience and heritage giva perfect base for “co-branding” all
Mongolian products, both raw material and addede@iroducts.

The Marketing Strategy Approach has to be accongplaby a series of measures involving
government and industry, to give support to produe# natural fibres products, through
investing in infrastructure, establishing desigmaals, and equipping high-class testing
laboratories and research institutes.

A leading design institute for cashmere needs toréated in Mongolia. (e. g. an International
Chinggis Cashmere Design Institute).

A series of marketing measures needs to be execstieti as having stands/show cases at
international fashion exhibitions (Premiere VisibeXworld, Heimtextil fair, etc.); working
with celebrities from Mongolia e.g. Galsan Tschinagiting fashion designers to Mongolia;
and organizing a cashmere conference in Mongolia.
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Appendix 1. Main natural fibre companies

Carpets
Erdet Carpet Corporation
Ulaanbaatar Carpets JSC

Commission spinners
Buyan LLC

Consultancy services
Mongolian Textile Institute

Dehairers of cashmere/camel-hair
Buyan LLC

Cashmerefine Asia Co. Ltd.
Chono Corporation

Eermel Shareholding Co.

Erdent Cashmere Co.

Buyan LLC

Erdenet Carpet Corporation

Gobi Corporation

Mongol Cashmere & Camel Co.
Mongol Nekhmel (Montex) Co.
Monital Cashmere Co. Ltd.
Novanooluur LLC

Sor Cashmere Co, Ltd

Sun Shiroh Co. Ltd.

T&I1JVC

T. Noosimpex Co. Ltd.

Tuya Co. Ltd.

Unitra Co. Ltd.

Western Sources Co., Bridge Group

Dyers (commission and/or on own account))
Buyan LLC

Erdenet Carpet Corporation

Sun Shiroh Co. Ltd.

Buyan LLC

Eermel Shareholding Co.

Erdenet Carpet Corporation

Gobi Corporation

Sun Shiroh Co. Ltd.

Ulaanbaatar Carpets JSC

Finishers (commission and/or on own account)
Buyan LLC
Eermel Shareholding Co.

Erdenet Cashmere Co. Ltd.
Gobi Corporation

Garment manufacturers

Buyan LLC

Eermel Shareholding Co.

Erdenet Cashmere Co. Ltd.

Ezlo Foradori LLC

Gobi Corporation

Khatan Suljee Co. Ltd.

Mongol Cashmere & Camel Co.
Sun Shiroh Co. Ltd.

Western Sources Co., Bridge Group

Knits (including knitted fabric)
Buyan LLC

Eermel Shareholding Co.

Erdenet Cashmere Co. Ltd.

Gobi Corporation

Sun Shiroh Co. Ltd.

Western Sources Co., Bridge Group

Laboratory and testingservices
Mongolian Textile Institute
T. Noosimpex Co. Ltd.

Merchants (wool)
Buyan LLC
Cashmerefine Asia Gd. L
Chono Corporation
Erdenet Cashmere Co. Ltd.
Mongol Nekhmel (Montex) Co.
Monseal Co. Ltd.
T. Noosimpex Co. Ltd.
Unitra Co. Ltd.

Merchants (yarn)
Eermel Shareholding Co.
Erdenet Carpet Corporation
Erdenet Cashmere Co. Ltd.
Mongol Nekhmel (Montex) Co.
Sun Shiroh Co. Ltd.

Other fibre producers
Erdenet Cashmere Co. Ltd.

Reclaimed/recycled textiles and textile waste

Gobi Corporation

Scourers, carbonisers and blenders
Buyan LLC
Eermel Shareholding Co.
Erdenet Cashmere Co. Ltd.
Gobi Corporation
Mongol Nekhmel (Montex) Co.
Sun Shiroh Co. Ltd.
Tuya Co. Ltd.

Spm(eemi-worsted)
Eermel Shareholding Co.
Gobi Corporation

Spinners (woollen)
Buyan LLC
Eermel Shareholding Co.
Erdenet Carpet Corporation
Gobi Corporation
Mongol Nekhmel (Montex) Co
Sun Shiroh Co. Ltd.
Ulaanbaatar Carpets JSC

Spinner (worsted)
Gobi Corporation
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Textile ducation/courses
Mongolian Textile Institute

Technical textiles (wool)
Unitra Co. Ltd.

Topmakers and combers (commission)

Cashmerefine Asia Co. Ltd.
Gobi Corporation
Mongol Nekhmel (Montex) Co.

Topmakers and combers (on own account)

Gobi Corporation
Mongol Nekhmel (Montex) Co.

Trade associations
Ministry of Industry and Trade
Mongolian Fibremark Society

Transport services/shippers/couriers

Weavers (labels)
Sun Shiroh Co. Ltd.

Weavers (woollen)

Eermel Shareholding Co.
Erdenet Cashmere Co. Ltd.
Gobi Corporation

Mongol Cashmere & Ca@el

Sun Shiroh Co. Ltd.

Weaverstga)
Erdenet Cashmere Co. Ltd.
Gobi Corporation

Wool felts

Erdenet Carpet @ogpion

Esgi, Esgi Gutal Ctd.L
Mon-Es Co. Ltd.

International Freight Forwarding Centre of MongnlRailways (IFFC)

Mongol Trans Co. Ltd.
Mongolian Express Co. Ltd.

MMT — Mongolian Transport Team Co. Ltd.
Tuushin International Freight Forwarders
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5. The Red Meat Processing Industry

5.1 Introduction

This chapter discusses the current state of thenestt industry in Mongolia and suggests changds tha
need to be made in the organization of the industignagement of animals on farms and along the
processing system. It emphasizes that the Mongofieat industry needs to move away from being
almost entirely “production-focused” to become “somer-focused”.

Mongolia is in competition with a number of meapexing countries that over the past 50 years have
developed meat industries that comply with inteomatl meat trading standards for product
management in hygiene, processing, packaging aggeptation. In order to become internationally
competitive, Mongolia must emulate the meat prdogssystems of competing countries and follow
international safety standards. According to exgpehte Australian meat industry is the best model f
Mongolia to study, as there are many similaritiesneen the two countries. The developmental stages
through which Mongolia must pass in order to compet international meat markets have been
traversed by other countries which are now weliitpmed in international markets. Aka general
level of profitability, hygiene, management and redat production efficiency at which the
Mongolian industry is operating is currently veoyM by world standardst is expected that it
will take Mongolia many years to become competitiventernational markets.

The Mongolian meat industry is a meat productiod aslling system and not an integrated meat
industry of the kind normally seen in internatiomahrketing systems. Compared with major meat-
exporting countries, Mongolia has a non-integrasgmented supply chain, with no co-ordinated
strategy. Businesses along the Mongolian meat gupiphin appear to consider their individual

interests only and not the interests of the whalpply chain. Nor is the Mongolian Herders

Association representative of all herders althowgth the assistance of the Green Gold initiatife o

the Swiss Development Corporation, its influencapparently growing. Not all herders contribute
financially to this Association and therefore tlteynot consider it a representative organisation.

The Mongolian Government has enacted many resaokitior the meat industry, but these are “top

down” dictates and not necessarily accepted bywhele industry. Most of measures needed to

improve the Mongolian meat industry have been psedoby national and international specialists

over the past 20 years. However, the one issue hthatnot been adequately addressed is the
development of a cohesive, self-reliant, world d&ad industry, which operates independently of, but
in partnership with, the Government. The privatet@emust form associations, share information and
work collectively to make the industry consumertised and thus successful (van Gelder, 2010).

The Mongolian population consumes approximately9B85per cent of all meat produced in the
country. Most of this meat comes from animals deeiged outside the abattoir system. The
Mongolian population prefers to prepare meat bgitienal wet-cooking methods. By international
food preparation standards, such cooking methods wrcomplicated and do not demand
differentiation of meat on the basis of tendernestour, age, sex, fat marbling, etc. All cuts bét
animal carcass are sold for the same price, orvéoy slight price differences, and there is no
consumer demand or pressure for price differentialsis has translated into a single price per&d p

to herders for animals of different quality. Herslémcrease their incomes either by selling more or
bigger animals. They do not pay attention to animgahlity, based on objective, measured
specifications, as occurs in developed internatioreat trading nations.
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The Mongolian constitution states that the landbhgt to the State, so the herders cannot own, or
lease, the land on which they graze their anintéésders increase their livestock numbers in order t
survive economically. This has led to 71 per cehtth® land being subject to some form of
degradation and desertification and a lack of rpeaducing ability in Mongolian animals. In order to
improve the herders’ husbandry, a marketing andessiip system that leads them towards increased
profits must be created. Van Gelder and Erdenab§2®07) comment that:

“It seems that the problems in Mongolia are thatlees are concentrating on least-cost inputs
and do not have any understanding of the possitldugtion benefits that may accrue from
high quality production methodologies (such as ulse of veterinary services and vaccines,
drenches, dips etc.), because they have not haapgietunity to see what can be done, or have
it explained to them. There is no information exay® no media advertising and no
encouragement. The changers [traders] are the @edm spread information to the herders and
they naturally will spread information that sertbsir individual commercial purposes and this
has certainly not been to the long-term benefilohgolia.”

5.2 World Meat Market Situation and Mongolia’s Suppy Capacity

Mongolia currently faces a problem of overproduttimf meat due to an increase in the domestic
animal population. The effect of the 2009-2@lAud (a Mongolian term for an extremely cold winter
when large numbers of livestock die from starvgtiom meat production has not been fully assessed.
The Mongolian Meat Association estimates that tleimum amount of meat Mongolia may have to
export in 2010 is 111,400 tons, made up of 89,008 bf goat meat (largely from older male and male
castrate goats), 10,000 tons of horse meat, 1@¢dB0of beef and 2,400 tons of sheep meat. The pric
for exported Mongolian meat is about US$1.00/kgicWhs three to four times lower than the price
received by Australian meat exporters, dependinthertype of meat (e.g. goat, beef, mutton, etc.).

According to world meat trading estimates by theOFhis amount of meat should easily be absorbed
into the world trading system. However, there ai@pction difficulties and food safety issues to be
resolved before export of meat can be successfuliyaged in.

According to the latest available estimates for®by the Food and Agricultural Organization (FAO),
world production of meat will be approximately 288llion tons. Mongolia’s contribution to world
meat exports is very small (0.5 per cent).

The top ten producers of bovine meat are China,uhiged States, Brazil, India, Russia, Canada,
Argentina, Australia, Japan and the Republic ofdeéoMHowever, the ranking of the countries changes
when exports are taken into account. The top tgronters are the United States, Brazil, Canada,
Australia, New Zealand, China, Argentina, India,pRaic of Korea and Ukraine (see Table 20).

China, India and Australia are the top three preduof sheep and goat meat; while New Zealand,
Australia and Mongolia are the top three exporters.
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Table 20. World meat estimates for 2010

Production Consumption Imports Exports
OAELA 20T (tons) (tons) (tons) (tons)
World 282,600,000 282,500,000 21,331,700 21,386,400
Mongolia 334,400 223,000 unknown 114,400
Bovine meat
World 67,700,000 67,700,000 6,677,400 6,679,200
United States 12,000,000 12,000,000 1,250,000 1,298,000
Western Europe 8,500,000 8,100,00 417,000 792,300
Brazil 8,400,000 7,500,00 66,300 916,0p0
China Mainland 7,300,000 7,300,00 D 25,300
Africa 4,600,000 4,900,00 353,700 78,6P0
India 3,500,000 3,100,00 200 347,700
Argentina 2,900,000 2,600,00 22,300 318,8p0
Australia 2,000,000 900,000 4,500 1,122,900
Russian Federation 1,900,000 2,700,00 860,900 4,700
Canada 1,300,000 1,100,00 269,000 556,100
Ukraine 900,000 800,000 1,500 137,200
New Zealand 700,000 200,000 6,700 495,400
Japan 500,000 1,600,000 1,106,300 700
Kazakhstan 400,000 300,000 6,500 17,400
Republic of Korea 300,000 600,000 391,20p 1,200
Mongolia (Cattle, Horse, Camel) 84,400 64,400 unknm 20,000
Sheep and goat meat

World 13,700,000 13,700,000 833,900 834,200
China Mainland 3,500,000 800,000 1,70p 0
Africa 2,200,000 2,200,00 27,300 18,800
Western Europe 1,100,000 1,400,00 240,100 5,200
India 800,000 800,000 [t 18,400
Australia 700,000 400,000 300,000 338,400
New Zealand 600,000 200,000 3,200 381,200
Russian Federation 200,000 200,000 10,000 100
Mongolia 138,600 47,200 unknown| 91,400
Argentina 100,000 100,000 60 1,400
Brazil 100,000 100,000 5,400 100
United States 100,000 200,00Q 80,200 2,700
Kazakhstan 100,000 100,00 [ 2,000

Republic of Korea 0 0 11,200 3,000
Canada 0 0 16,100 400
Japan 0 0 37,100 0
Ukraine 0 0 1,900 300

Source: FAO.

Mongolia has to assess its meat production capalailid the characteristics of its meat. Mongolia
produces fat-tailed or fat-rumped sheep which Adistrand New Zealand do not. This automatically
gives Mongolia an advantage in countries whicherédt-rumped sheep, for example countries in the
Middle East.

Mongolian exports of meat are largely to long-téraditional markets in Russia, with minor trade in
meat or live animals to some Middle Eastern coastrChina, Japan and the Republic of Korea. The
monetary value of Mongolian meat exports is culyesinall (approximately 1.3 per cent of GDP in
20009).
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5.3 The Mongolian Meat Processing Industry

The Mongolian meat industry is seeking to enteritiiernational meat trade and to add value to its
meat through processing it. Adding value to meat,seen in meat exporting, is mainly through
sectioning and packaging the animal carcass irdividual cuts which suit the needs of retaiférs.
This requires a number of co-ordinated activitiegibning with animal production and ending with
delivery of the final product to the final consumer

On the farm or in the pasture/rangeland, it is irtgpd to stimulate a continual increase in animal
production through improved animal genetics, fegdiggimes, health procedures and animal welfare.
These activities must become accepted as “Codesastice” applied by all animal producers/herders.
It is imperative that a trace-back system for emuimal, or group of animals from one farm or argea,
implemented, so that problems further along theketasupply chain can (if necessary) be traced back
to the individual farm or herder. This is within Kigolia’s capability, but objective judgements will
have to be made about all components of the cumest supply chain from on-farm production to
handling, transport, animal slaughter, selling araiketing systems.

While Mongolian and international specialists hawade many useful proposals to improve the

industry over the past 20 years, the one issue hlat not been adequately addressed is the
development of a cohesive, self-reliant meat ingusivhich operates independently of, but in

partnership with, the Government, as in successfeit-exporting countries. In this regard, the

Mongolian Government should consider passing latitst granting land rights to herders. A form of

land rights for individual herders or associatiofidierders based on regions of common usage would
modernize the herding industry.

5.3.1 The Mongolian Meat Market and Production

The domestic meat market is the controlling fatdorMongolian meat production. Mongolians prefer
traditionally killed meat, and due to its limitepending power the Mongolian population places
downward pressure on meat prices changes. Betw&gepeBcent and 95 per cent of Mongolia’s
annual meat production is consumed domestically.

Red meat in Mongolia is produced from sheep, gaaitsle, yak, horses and camels. There has been a
dramatic increase in goat numbers in comparisoh wiher livestock, although overall livestock
numbers have doubled since 1985. Some commengatggest that the increase in animal numbers is
an indication of the success of the market econconcept. Many other commentators express
concern that the country is not capable of suppgititis number of livestock, when the long winters,
the very short plant growing season and the negdauce animal products (meat and fibre) that will
be acceptable in both the international and domestirkets are all taken into account.

Technical studies need to be made of: (i) pastuoelyction capability in the various ecological
regions of Mongolia, to support animals based @en1®0-120 day pasture plant growing season; (ii)
the number and distribution of watering points ¢ovice the animals; (iii) the availability of wimte
saved pasture and hay to service animal requiramenthe periodic and inevitabldzud, which
naturally occur in cycles of approximately 10-125e

Mongolia’s total annual meat production in 2009 vapproximately 245,000 tons from the slaughter
of 8.2 million livestock. Domestic consumption gpaoximately 229,000 tons (Enkh-Amgalan, 2010).

28 Adding value for the domestic market in developmmbnomies takes the following forms: adding extra
ingredients to the raw meat; cooking the raw medbre sale, as with pre-cooked roasts; processiggf into
small goods; prepared sausages; packaging meatdoger shelf life.
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Table 21 provides the production figures for bdwfrse, sheep mutton, goat and camel. In 2009,
approximately 10,000-20,000 tons of meat were erpoio Russia and about 241 tons to the Middle
East, Japan and the Republic of Korea. Exports editrare projected to increase in coming years,
presumably to the Middle East. 20,000 tons of shreept and 20,000 tons goat meat are expected to
be exported through Tianjin in China, which is thesest port to land-locked Mongolia. It is planned
to establish a 3,000 ton, cold-storage facility Tinjin. However, it will be necessary for the
Mongolian Government to negotiate with the Chin@se@ernment for this to take place.

Table 21. Livestock numbers in various years and iEnt meat production

1985 1989 1999 2007 2009
Total Number of Livestock 22,485,500 24,674,900 33,568,900 40,263,800 431687,
Livestock Consumed for meat 7,323,200] 7,583,500 8,743,900 7,012,600 8,285/200
Total Meat Production (tons) 225,900 239,60d 289,000 223,100 245,000
Beef 68,100 72,800 104,600 46,600 60,000
Horse 29,500 29,00( 38,00
Sheep mutton 96,900 68,400 97,4000
Goat 19,300 121,900 128,900 38,600 50,000
Camel 9,700 5,300
Meat Processed through Abattoirs (tons) 62,500 61,700 4,300 6,800 18,300
Exported Meat (tons) 36,800 30,500 15,000 10,900 16,0p0
Source: Mongolian Statistical Handbook; MongoliardflAssociation (2010).
Box 7 lists the distinctive characteristics of thd meat industry in Mongolia.
Box 7. Distinctive characteristics of the red meaihdustry in Mongolia
. The population consumes 85-95 per cent of annuat preduction.
. The average meat consumption of the population been approximately 75-85 kg/pe
capita/year, which is among the highest in theldvor
. Cooking methods traditionally employed do not stat®i price differentials for different parts
of meat carcasses, thus reducing the possibilisaloe adding in the domestic market.
. Unofficially meat prices have been kept as low assjble, particularly in the spring, so al
Mongolian people can purchase sufficient meahéarsehold consumption.
. The profit margins in the Mongolian meat supply inhare not sufficient to allow any
traders/abattoirs to invest in infrastructure ioyaments.
. The cost of developmental and operational finarme usinesses makes borrowing far
infrastructural improvements along the meat maskeiply chain uneconomic.
. Herders do not have funds to invest in animal inapnoents, health or feed, so animals afe
dependent almost solely on seasonal pasture.

The Mongolian Government approved the National Rmogne on Food Security by Resolution
No.32, February 2009. Phase 1 of this programnte e implemented between 2009 and 2012, and
Phase 2 will be undertaken in 2013 to 2016. Thisgmmme is intended to: i) formulate and
implement a meat sub-programme of support to iffiedsmeat farms, meat processing facilities and
meat exporters; ii) establish comprehensive agdticeiland food production complexes, which comply
with international standards; and iii) increase agig by producing healthy and safe meat and meat
products and improving processing to meet inteonati standards, i.e. applying HACCP (a quality
assurance programme) and international standarde s 1SO9001, 1S0O22000:207 in meat
processing.
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At present Mongolia has 32 abattoirs, principatigdted in the north.. Most of these abattoirs were
built during the command economy period, with dagise from Russia, East and West Germany,
Hungary, Bulgaria, Finland, the United Kingdom, Derk and Yugoslavia, and are of old design.
Together the abattoirs have an annual slaughtexcagpof 85,000 tons of meat, and cold storage
capacity of 42,000 tons. After transition to therked economy in the 1989-1991 period, privatization
was undertaken, but difficulties arose. Lack ofiedmnd operational finance forced the closure of
many of the abattoirs.

The European Union Animal Health and Livestock Mairkg Project (Leaclet al, 2008; European
Union, 2007) is addressing the issue of abattgiabaity in supplying international markets andoals
the hygiene standards for supplying the domestiatnmearket. Some older abattoirs have been
renovated and a small number of new ones have égtablished. The new abattoirs are privately-
owned and have targeted specific markets, partigutae Republic of Korea.

Table 22 summarizes the total amount of meat pexdlilc selected years, killed in small and large
abattoirs, killed in non-abattoir locations, consahndomestically and exportétTraditionally the
majority of meat consumed in Mongolia has come froemat killed through non-abattoir processes.
Since the mid-1990s there has been an increasogpgion of meat coming through non-controlled
processes; animal health treatments are virtualbsed by herders.

Table 22. Meat production and consumption in Mongad, (thousand tons)

Item 1989 1999 2009

Total Meat Production Mongolia 239.6 289.0 245.0
Slaughtered in Abattoirs 61.7 4.3 12.2*
(%) 25.8% 1.5% 5.0%
Slaughtered by non-abattoir processes 177.9 284.7 232.8
(%) 74.2% 98.5% 95.0%
Domestic Meat Consumption 209.1 274.0 223.0
(%) 87.3% 94.8% 91.0%
Total Meat Exported 30.5 15.0 22.0*
(%) 12.7% 5.2% 9.0%

Note: *Preliminary figures.
Source: van Gelder (2010: Table 8).

To bring about change, whether to improve the tyalf meat for domestic consumers or to break
into international market niches, the Mongolian maeaustry will have to improve the way it
operates.

29 Appendix 2 lists the operational abattoirs in Mol and indicates that the major player in the tiian
domestic and international trading scene is the@usup LLC, with approximately 30-50 per cent obguction
capacity.
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5.3.2 The Quality of Red Meat

Many studies have been undertaken of herders aid lifelihoods. However, virtually no studies
have been done on farm management costs and retppfisable to herder activities (Bat-Erdene,
2004). Until full trials have been carried out, ngsiadequate quality supplementary feedstuffs, it is
difficult to gauge whether Mongolian animals coshtisfy quality specifications for meat to compete
on international markets.

Currently there are concerns about the fact thahddba has approximately 45 million head of
livestock. Emergency measures are being undertéixemlocate an adequate emergency store of
variable quality fodder (mostly high crude fibrafl@rude protein) to starving animals. The incréase
animal numbers has come mainly from a vast incregedee goat population, due to the herders’ quest
for increased incomes from goat fidPeThe number of large animals (cattle, camel, harse yak)
has remained low since the 1999-2@20d(Leachet al, 2008; European Union, 2007).

Meat production by any animal depends on a numbdaators: the genetics and selection of the
animal; the nutritional environment to which thdnaal is exposed-in Mongolia there is only one
period of the year (usually mid-summer and earlgtaun) when pasture feed is usually abundant,
therefore the main selling and slaughter seascinoim September to December/January; climate
stresses (of heat and cold); the animal experigrsoes the disease and parasitic burdens the animal
may carry. In intensive animal production the psycleaction of an animal to its surroundings may
also have a bearing on the animal’s productionuiincovercrowding.

5.4 The Mongolian Meat Processing Industry

5.4.1 Meat Pricing in the Domestic Market

A major disincentive for change within enterpriéesherders in Mongolia over the past 20 years has
been the single price paid for meat from red meatyrcing animals; for example, a fat cow will
receive approximately the same price per kg livigheas a lean one. Mongolian herders do not
perceive that there is any profit from contributingreased labour, managerial effort and production
costs to produce meat animals that are of supepecifications and which may suit higher-priced
international markets. International markets pagnpum prices for different muscle bundles from
different positions on the carcass. The price gecé&n also vary depending on the type of cooking
methods to be used. If meat is minced, heavilynséehor deep-fried, there may not be much
difference between the different muscles. Howewdigen western methods of cooking are applied the
quality specification differences in muscles makdiféerence. It is for this difference that varying
prices are paid for different cuts of meat in intional markets.

One way to differentiate prices paid for meat peidun Mongolia is to establish a number of animal
feedlots (preferably for beef cattle) for intensar@mal feeding. The meat products produced inethes
feedlots, if modern feeding and breeding methodsraplemented according to international animal-
feeding and husbandry standards, should be prontotdet hotel and restaurant trade in Ulaanbaatar
and other major Mongolian cities, as well as toatsiptes working in mining. It is in these niche
markets that people will be willing to pay extra fjuality. Once price differentials are achieveu t
news will quickly spread. Herders are sure to begifollow the pattern of development and change
will occur.

%9 A major concern for international observers, emvinentalists and no doubt the Mongolian Governrhest
been the extreme build up in total numbers of tr@gblian national herd. Considerable commentarybess
given to the carrying capacity of Mongolian passyreut it has concentrated on the possibility aféasing
desertification and the environmental destructibfiova and native fauna.
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5.4.2 Market Price Comparisons for Meat in Mongoliaand Australia

Mongolian international traders have to seize dpportunity to create price differentials and
encourage product differentiation by herders tasBatdifferent consumers, in order to open
international niche markets. This section compé#nesprice of red meat in Mongolia and Australia.
Australia has been chosen as a comparator duentonon characteristics of the two countries: dry
climates in both countries have created herdingstrees based on domestic ruminant animals; both
countries are becoming dependent on mining; antd bountries have relatively small populations
However, Australia exports red meat to over 10@rimational destinations; it is already well-
positioned in international markets. Production pmitessing systems have been carefully developed
to ensure that all international customers aresfsadi. Therefore, Australia is possibly the main
competitor that Mongolia faces as it tries to etierinternational higher-value meat market.

Mongolian meat traders make small profits. The awdy in which a trader can increase profits, based
on the current meat industry system, is to gaiiggds share of the market. However, the herders are
spread across Mongolia and the road transportrayisteot well developed for collecting and moving
livestock or meat over long distances in a fast affétient manner. Modern refrigerated trucks,
capable of hygienically transporting a perishabtedpct, such as meat, are not in evidence.

Table 23 indicates that the margin per kg for dwtkef and mutton carcasses, between the wholesale
and retail prices, is on average MNT 1,050-1,20@4mproximately US$$0.80). However, this does
not include costs associated with transport, slearghvholesaling of the meat, or paying financial
interest charges on operational business costsamital investment costs. The estimated profits are
certainly not sufficient to allow traders, or tragicompanies, to borrow money to invest in industry
improvements.

Table 23. Margin per kg from Mongolian meat trading

Animal Species lee-l\(/;elght v_l\{zllgkgt Al o C'\ejlrec:tss Price Tglkg
Price Tg | Price US$ Tg/kg
Beef 181-250(215 550 118,240 84.46 1,10p 2,30p 00L,4
251-320(285) 650 185,250 132.32 1,250 2,30p 1,450
321 plus(340 700 238,000 170.00 1,29p 2,30p 4.,do
Sheep 40-49(45) 550 24,730 17.68 1,14p 2,30p 1,154
50 plus(55) 600 33,000 23.57 1,25( 2,30( 1,00

Source: van Gelder (2010: Table 2).

By comparison, the meat trade in Australia and roWWestern economies has certain characteristics
which make managing profit margins easier. Althougbh profits are not being made in the
Australian meat industry, the structure and theipg system do reward good management. Table 24
indicates the margins in the Australian meat mark&hey are not large and processors have to
maintain high levels of throughput and businesscieficy to accumulate profits. The Australian
population (approximately 22 million) allows marlsgtgmentation, specialization and the targeting of
niche markets. The cultural mix provides an excellease for researching what international meat
markets require. This diversification does not @pjte exist in Mongolia.
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Table 24. Australian wholesale and retail values ahretail margins

Average Average
. . Live-weight Live Average Price/kg ; Margin
. . Animal Live- . . . : retail
Animal Species weight (kg) Price Animal Live Animal Carcass Price $AUD
9 9 AUS%/kg Value Value US$ Meat $/kg $/kg
AUS$ $kg
Beef Average 240 1.86 446.4 410.3 6.8 10. 3.4
Average 365 1.90 693.5 638.0 6.8 10.3 3.5
Average 450 1.72 774.0) 712.1 6.8 10.3 3.5
Sheep Average 31 2.93 91. 83.7 4.5 12.p 7.
Average 42 2.55 107.0 98.4 45 12.2 7.7
Average 55 2.40 132.0) 121.4 4.5 12.2 7.7

Source: van Gelder (2010: Table 3).

Table 25 providesnformation on wholesale and retail prices in Aab#. It shows that there are
considerable differences in retail prices for difet meat cuts. These cuts are used in differeps wa
food preparation in Australian households and teat#s. Value is placed on meat colour, tenderness,
texture, fat content and fat colour. Value is giced on the ease of cooking and the use to whi&h
meat can be put in the preparation of a whole meal.

Table 25. Australian domestic beef (values for halfarcass)

Austrqllan Half carcass % Half Carcass Wholesale Price Carcass Retail Valug o
POEe e Weight Kg Carcass % (AU$6.80/kg) (Price/kg) POl S

Cuts : Cuts AU$
Rump 3.52 4.1 23.90 23.99 84.32
T-Bone 3.54 4.1 24.04 24.99 88.34
Sirloin 3.29 3.8 22.34 18.96 62.28
Round 3.60 4.2 24.48 14.99 53.96
Topside 4.56 5.3 31.01 13.99 63.79
Butt Fillet 0.64 0.7 4.35 29.99 19.19
Silverside 4.60 5.4 31.28 16.99 78.15
Skirt 0.72 0.8 4.90 10.99 7.91
Kidney 0.27 0.3 1.84 4.99 1.35
Brisket 2.72 3.2 18.50 9.99 27.17
Blade 2.01 2.3 13.63 12.99 26.04
Y-Bone 2.85 3.3 19.41 8.99 25.66
Chuck 5.04 5.9 34.27 8.98 45.26
Rib Plate 2.38 2.8 16.18 4.00 9.52
Gravy Beef 3.89 4.5 26.46 7.98 31.05
Rib Fillet 2.1 2.5 14.28 37.99 79.78
Beef Mince 2.3 2.7 15.64 5.94 13.66
Lean Mince 10.35 12.1 70.35 8.99 93.00
Fat 10.48 12.2 71.26 0.14 1.47
Bone 15.71 18.3 106.83 3.99 62.68
Loss 1.09 1.3 7.41 4.36 4.75
Totals 85.64 100.0 582.35 879.36

Australian Domestic Lamb (Half Carcass or Side of amb)
Australian Half (Side % Half ) Retail Value of

Domestic Lamb Car(cass) (Side) Half Qarcass Wholesale Carcgss Retail Australian

Cuts Weight Kg Carcass Price AU$4.50/kg Price/kg Lamb AU$
Leg Chump on 3.6 32.7 16.20 12.99 46.76
Rack 1.1 10.0 4.95 29.99 32.99
Short Loin 1.3 11.8 5.85 14.99 19.49
Shoulder 2.3 20.9 10.35 8.49 19.53
Neck 0.8 7.3 3.60 5.49 4.39
Foreshank 0.6 5.5 2.70 9.49 5.69
Breast and Flap 1.3 11.8 5.85 4.49 5.84
Total 11.0 100.0 49.50 134.69

Note: Retail prices obtained from Supermarket, pril&2010, Morayfield QIld, Australia.
Source: van Gelder (2010).
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Because Australia exports a large proportion ofritsat (62 per cent of total production of 236,000
tons of mutton; 38 per cent of the 428,000 tonkuwib it produces; and 42 per cent of the 2 million
tons of its beef and veal output) the domesticgsripaid for Australian meat are closely alliedhe t
meat prices obtained by exporters in internatiomadkets.

5.4.3 Limitations on Developing the Mongolian MeaProcessing Industry
In studying the current dynamics of the red medugtry, several problems have been identified,
which are preventing Mongolia from competing susbddy in international markets:

* An underdeveloped financial system that preventisepreneurship by limiting access to long-
term funds (see Chapter 2);

» The inability of entrepreneurs to borrow funds fmgrade abattoirs and accept the Hazard
Analysis Critical Control Point (HACCP), a qual@gsurance programme;

* Mongolian land laws prevent herders from owningdlaand they therefore do not accept
responsibility for rangeland use. The governmentlc@pt for fixed periods of land-leasing
arrangements (see Fernandez-Gimenez and Khishigl29g6);

» The single price paid for meat products irrespectivquality specifications;

* Inappropriate meat handling from the point of skteg to the retail market. There is no
regulated phytosanitary system in place;

» Insufficient veterinary services because of therpemuneration currently received by vets;

* A shortage of individuals who understand the déferes in meat quality specifications for
higher priced international markets.

Each of these limitations could be overcome. Threydéscussed in the following sections.

5.5 Policies to Improve the Meat Processing Indusjr

There are many specific requirements to be addteiddongolia is to become competitive in the
world meat market. The country needs to provida@ng institutional framework for the industry to
flourish. Two separate organizations to reorgamiiee Mongolian meat industry are suggested. The
first organization could be called the Mongolian dfléndustry Board (MMIB) The MMIB would
represent all the organizations associated withMbagolian meat industry so that the Government
would only need to negotiate with and receive infation from one organization. The MMIB would
be directly responsible to the Minister of Food a@uticulture and Light Industry. Under the MMIB
would be established the Mongolian Meat AdministeaBody (MMAB). The long-term objective of
the MMAB would be to administer the daily operatioh issues related to the Mongolian meat
industry and also to pass on international meatstrg skills to Mongolian people, so that Mongolia
can work towards engaging in international meatitg

The structure and nature of the MMIB and MMAB wouleled to be debated. However, they should
be largely independent of the Government in thefivaies, decision making and budget allocations.
It is suggested that an international Chief Adnimatsve Officer of the MMAB be appointed for five
years. This person should be a highly qualifie@rimitional meat industry person. At an appropriate
time the MMIB would facilitate a transition from dnternational Chief Administrative Officer to a
Mongolian Chief Administrative Officer. The Chigdministrative Officer would have the power to
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employ other international personnel, to train Maign counterparts in areas such as: meat
specification; HACCP systems; meat industry finahplanning and management; abattoir design and
management; international butchery methods; meeseptation and packaging for domestic and
international markets; meat product manufacturdustry organization; international meat trading

methodology and research; international niche madsearch and identification; international market

research and business management; domestic masedrch and business management; animal
breeding, health, management and feeding; feedptind intensive ruminant animal management;
the structure and design of intensive ruminant imguand yard design; and other matters necessary t
achieve the policy objectives.

Financing for the MMIB and MMAB would come from & sources: (i) the Government, (ii) the

Mongolian meat industry, through levies, and iigm multilateral or bilateral donors. The finances
should be independent of the Government, shouldumbted regularly by a certified accounting

practice, and regular accounting statements shioellgrovided to the Government and the industry.
Total transparency is essential.

Below we outline 12 steps which we consider woulakena major contribution to developing the
Mongolian meat industry in the direction of expstandard production. These steps do not cover all
aspects of what the Mongolian meat industry regulibeit they are considered to be the issues which
should to be given priority. They are not listedonder of importance, because the implementation of
each will involve different time frames.

The steps are as follows:

« Establish a financially independent meat industojeato negotiate with the Government with
a single authoritative voiceAll stakeholders should take responsibility fdreit own
operations, education and standards.

» Stimulate price differentials for Mongolian meatogucts An international butcher, who
could work for the Mongolian Meat Administrative @&p (MMAB), should teach local
butchers how to cut up a carcass and extract therisun cuts that would be attractive for
foreign consumers.

« Gain an understanding of the costs of meat prodacéilong the meat market supply chain
Attention would be paid to the quality of inputscassary along the meat processing chain to
charge a price that would be linked to the qualftthe meat.

* Upgrade one centrally-located abattoir to supervidCCP standardslnternational meat
markets have very high hygienic, packaging andgmasion specifications, which have to be
fulfilled by those wishing to have access to them.

» Ensure that Mongolian meat for export is slaughdeire official abattoirs All meat for human
consumption should be slaughtered under hygienimditons and according to
internationally-accepted hygiene and animal wel&iamdards.

» Introduce leasehold ownership of land to stimuladeder land responsibilityThis step would
encourage herders to look after the pastures, whiidhstop the desertification of the
grassland. This action will increase the qualitypimals.

« Make the use of veterinary drugs mandatolyternational health standards require that
animals are cleared of any disease; if they areamitnal products are banned from entry.
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Increase knowledge and labour skills of personnemiodern meat industry technology and
world best practiceKnowledge, technical expertise in physical operst, communications
methodology and market supply chain co-ordinatioa all critical for the smooth and
competitive operation of a meat industry. The Aalgin meat industry also recently
established a new Meat Industry Strategic Planchvhiddresses many of the issues that the
Mongolian meat industry should also address. Thestralian organization, Meat and
Livestock Australia, has a most informative wehsitdaich shares information on many of
these issues.

Develop an industry communications system for iefficmarket pricing and technical
knowledge To avoid information bottlenecks each contribuatsng the meat supply chain
must have access to accurate and reliable infoomati

5.6 Summary

The current meat processing industry in Mongoliasdoot conform to international standards
of production, or to the food safety requiremerftgmporting countries. It will take time for
Mongolia to achieve the organization, productiord dnod safety standards necessary to
participate fully in the international red meat keir

The Mongolian private sector must form associatighare information and collectively work
towards becoming consumer focused. The countryradeds to provide a strong institutional
framework for the industry to flourish; a Mongolidvieat Industry Board (MMIB) and a

Mongolian Meat Administrative Body (MMAB) are sugged.

The red meat industry is also characterized byetlbeing no consumer demand or pressure
for price differentials for different muscles inettanimal carcass. This has translated into a
single price per kilogram paid to herders for angmaf a wide range of quality. Herders
increase their income by selling more or biggemets not by paying attention to animal
quality, as in developed international meat tradiagons. This price structure has to change.
Herders need to receive price incentives to caréhioquality of the animals.

Mongolia could adopt and adapt the measures useiAustralian meat industry to improve
the process of production, handling, publicity @edhmunications systems.

A number of steps are suggested, which could leadddlia to achieve trading capability in
the international higher priced red meat markets.
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Appendix 2. Abattoir capacity in Mongolia, 2010

No. Location Companies Capacity/Daily Hanging Refrigeration Conservation Tested by | Production
Carcass Big Small | Capacity Capacity Capacity Laboratory | for Export
Meat Cattle Cattle Tonnage Tonnage or Not or Not
1 Akhangai Hangai Huns LLC 40 200 800 50( Yes Licensed
Taij Trade
2 Bayan Uglii | Just LLC Bayan 18 80 400 60( Under
Uglii Meat Market consideration
3 ET Transit 40 15( 1200 15 22 500 Licensed
4 Zeger LLC 10 70 § 150 Licensed
5 Bulgan Just AgroLLC 15 80 200 15 15 500 Under
Hutag-Undur | Bulgan Meat Market consideration
Factory
6 Darkhan-Uul | Darkhan Expo LC 64 240 2000 80 3000 Yes Licensed
7 Tenger Trade LC 3% 200 500 1000 Yes Licensed
8 Dornod Just AgroLLC 65 240 2000 5( 3000 Yes Licensed
9 Zavkhan Ulaistai LLC 35 120 100 500 Yes Under
consideration
10 Just Group LLC 10 80 15 300 Licensed
Zavkhan Meat Marke
Factory
11 | Orkhon GOKs Meat Factory B 20 50 Yes Licensed
12 Erdenet Progress LLC 40 200 800 45 1000 Yes Licensed
13 Mongema LLC 45 200 1000 36 36 1000 Yes Licensed
14 | Uvurhangai Har Horin Meat LLC 15 60 250 500
15 | Uvs Uvs Meat Market 15 80 200 100 100 250 Under
Factory consideration
16 Bumnomin LLC 10 30 200 5 50 50 Licensed
17 Mon-Tuva LLC 10 30 200 10 10 120 Licensed
18 | Sukhbaatar | Just GroupLLC 15 80 250 500 Licensed
Meat Market
19 | Selenge Just Group LLC Slot 45 200 1000 5( 500 Yes Licensed
hole, initial process
factory
20 Gatsuurt LLC 20 10d 200 5p 170
21 Khovd Baruun Mongol 20 100 300 500 Under
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No. Location Companies Capacity/Daily Hanging Refrigeration Conservation Tested by | Production
Carcass Big Small | Capacity Capacity Capacity Laboratory | for Export
Meat Cattle Cattle Tonnage Tonnage or Not or Not
International LLC consideration
22 Khovsgol Just Group LLC 40 200 800 24 A( 1000 Yes Licensed
23 | Khentii Meat Export 30 150 600 500 Under
consideration
24 Eviin Huch LLC 15 80 300 300 Yes Licensed
25 | Ulaanbaatar | Makh Impex 120 400 4000 17 16000 Yes Licensed
26 | Sukhbaatar | Mongol Meat Expo 40 200 800 24 4 1000 Yes Licensed
District LLC
27 | Ulaanbaatar | Bagahangai Meat 25 200 25 100¢ Yes Licensed
Bagahangai | Factory
28 | Ulaanbaatar | Just Agro Meat 18 1000 120 12( 6000 Yes Licensed
Bayangol Market LC
District
29 | Ulaanbaatar | Just Group LLC Slot 50 200 1200 3d 3 1000 Yes Licensed
hole, initial process
factory
30 | Ulaanbaatar | Meat Export LLC 750 Licensed
Bayanzurkh
District
31 | Ulaanbaatar | Davshil Trade 15 80 300 300 Licensed
Total 924 4,070 21,50( 45 83 42,540
Just Group (%) 30% 29% 32% 41% 39% 31.5%
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