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Measures to Solve Problems Affecting the "Three Dimensions
of Agriculture" in China (Summary)

JinLi

Researcher, Research Division, ERINA

On 18" March 2003, the General Assembly of the 10"
National People's Congress came to a close and the
country's new leaders were appointed. The new
administration has set the goals of expanding GDP fourfold
on the 2000 level ($1.804 trillion) to $4 trillion by 2020 and
to create a "society with a certain amount of latitude" by
2021, the year that will mark the centenary of the founding
of the Chinese Communist Party. However, in order to
attain these goals, it isfirst of all necessary to increase the
annual net incomes of the eight hundred million people
living in rura areas. The new administration is devoting
attention to this problem and has taken up the issue of
agricultural reformsin its policy program as a matter of the
utmost importance.

Since the founding of the People's Republic of China
in 1949, successive Chinese administrations have focused
on problems affecting the "three dimensions of agriculture"
(agriculture, rural areas and farmers), and have
implemented policies relating to such issues as land
reforms, agricultural production cooperatives, the creation
of communes and the collectivization of agriculture, and the
agricultural production contract responsibility system.
However, although some of these policies have been
successful, others have had a negative impact.

Problems currently affecting the "three dimensions of
agriculture” include overproduction of agricultural produce,
inconsistencies in the structure of crop cultivation, the
increasing income gap between rural and urban
populations, the heavy burden still borne by farmers, and
the fact that rural areas have significant surplus labor,
leading to the escalation of employment problems.

I would like to make the following proposals for
specific measures to solve problems affecting the "three
dimensions of agriculture":

1) In order to avoid overproduction of agricultural produce
and rectify the structure of crop cultivation, the

government should:

i) stop reclaiming arable land, return land that would be
more appropriate as pastureland and forest to its
original state, and rectify the structure of crop
cultivation;

ii) establish systems for promoting science and technology
in agriculture and distributing information to local
citizens.

2) In order to redress income disparities between rural and
urban populations, the government should:

i) ease the family registration system;

ii) extend the social safety net to include those living in
rural aress;

iii) establish cooperative associations for each industry, in
which farmers can participate;

iv) increase the share of government spending on
agriculture;

V) revisethe land system;

vi) liberalize markets for agricultural produce and rural
financial markets.

3) In order to ease the burden on farmers, such as that
resulting from excess taxes and levies, the government
should:

i) abolish such taxes as the agriculture tax and the local
agricultural specialty tax;

ii) reinforce the establishment of the education system in
rural areas and continue to propagate the 9-year
compulsory education system;

iii) conduct structural reforms of government at the level of
rural businesses and authorize self-government for rural
businesses.

4) In order to absorb surplus labor, the government
should:

i) adjust the industria structure of rural businesses;

ii) promote the urbanization of small and medium-sized
rural areas.
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The Current State of the ROK's Railways and Ways of
Connecting Railways Between South and North Korea
(Summary)

Yong Sang Lee
Research Fellow, Korea Railroad Research Institute

1. Introduction

Recently, the potential for linking the railways of
North and South Korea, which have a total of 316.6 km of
track missing, has been increasing rapidly. On the Gyungui
ling, atrunk line connecting Seoul, Pyongyang, Sinuiju and
China that runs along the west coast of the Korean
Peninsula, 12 km of track is disconnected on either side of
the DMZ (demilitarized zone). The Gyungwon Line, which
runs along the east coast, connecting Seoul, Wonsan, Rajin,
Khasan and Russia, has atotal of 31 km of track missing on
both sides of DMZ.

The plan to connect the missing sections of railway
between the north and the south has its origin in an
agreement concluded during the historic South-North
summit meeting held in Pyongyang in June 2000. On 18"
September that year, a ceremony to mark the
commencement of work to link railways and roads between
the countries took place and work on the West Coast Line
began.
The ROK has already completed its share of work on
the Gyungui line, but work on the DPRK side has not yet
finished. As there was a line running to Shinuiju from
Busan, via Seoul and Pyongyang before 1948 and the two
countries share the same technical and hardware standards,
there should be no major technical problems in linking the
two sides of the Gyungui line. However, railways in the
DPRK are very old and in need of modernization, with
trains only able to run at 30-40 km/h at present.

The ROK is currently making preparations for
admission to the Organization for Railway Cooperation
(OSID), which is one of the main institutions coordinating
international freight transportation, including that on the
Trans-Siberian Railway.

An agreement was concluded by the DPRK and
Russia on 14" August 2001, regarding the mutual dispatch
of engineers and consideration of the issues involved in
linking the two countries' railways, given that they use
different gauges.

In 2002, work to make the TSR line an electrified,
double-track line along the whole of its length was
compl eted.

Recent rapid changes, including the linkage of the
railway between the two Koreas, will have significant
effects on railways in Northeast Asia. Therefore, it is
important to consider the current state of and future plans
for railways on the Korean Peninsula.

2. The current status and development of the ROK's
railways

The transport system in the ROK is mainly road-
oriented, resulting in the railways accounting for only 8%
of all passengers and 1.2% of all freight in 2002. The
country's road-oriented policy has given rise to significant
social costs, which have been calculated as costing the
country 1.9 billion won, or 3.7% of GDP, as aresult of road
traffic congestion. The role of the railways has also been
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reevaluated in terms of energy, the environment and safety.
The ROK has therefore established a National Transport
Masterplan for 2000 to 2019, in which the railways play a
bigger part, with the total distance covered by rail services
being enlarged from 3,129 km to 5,000 km and work being
carried out to ensure that 78.4% of railway lines are
double-track lines and 86% are electrified. The reasons for
the increased emphasis on rail transport are its ability to
transport large volumes of passengers and freight, while
also relieving atmospheric pollution.

The ROK is currently promoting four projects aimed
at strengthening the role played by the railways:

1) The construction of a high-speed railway that will lead
to the introduction of trains running at 300km/h from
Seoul to Busan, taking 2 hours 40 minutes to cover the
444.3 km distance. This project is due to be completed in
April 2004.

2) The connection and rebuilding of the Gyungui line
linking the two Koreas to form a TKR (Trans-Korean
Railway) that will ultimately connect the ROK with the
TSR and Northeastern China.

3) The expansion of the urban railway network, which
lacks the capacity to deal with metropolitan transport,
with the aim of increasing the size of the network
threefold on 1999 levels by 2020.

4) The privatization of the state-owned KNR (Korea
National Railroad), in order to improve efficiency.
However, this project has been dogged by protests from
the labor union, which is vehemently opposed to
privatization.

KNR began operating in 1899, running a service on
32.5 km of track between Seoul and Incheon, and has spent
the last 104 years as a government enterprise, leading to
inefficiency and insufficient competition. Government
regulation has failed to make it market-oriented. The total
number of kilometers covered by the ROK's railways per
thousand people is only one-third to one-ninth of the figure
for such advanced countries as Japan, Germany and France.

3. The current state of and ways of connecting
railways between South and North Korea.

Thereis abig difference between the condition of rails

in the ROK and those in the DPRK: the DPRK has a more

extensive rail network and a greater percentage of its track
is electrified. However, the ROK has a more modern
network, with an automated signal system, higher average
speeds for trains and a higher percentage of its lines being
double-track, something that is due to the difference in the
level of economic development between the two countries.

I would therefore like to suggest a way forward for
connecting the railways of the two countries, in a way that
will improve the current international freight transportation
system, with a particular focus on upgrading the DPRK's
railways.

Firstly, all missing sections between the ROK and the
DPRK must be connected, including the Gyungui and
Gyungwon lines, thereby linking the ROK with Europe by
means of the TSR and TCR.

Secondly, the construction of a modern railway system
should be promoted, including the introduction of
automated train control and automated signal systems, the
strengthening of the railbed and the enlargement of
transformer substations. In addition, the average speed
should be increased to 70-80 km/h, in order to be
competitive in the international freight market.

Thirdly, a new type of locomotive that can run on both
direct and alternating current must be devised, as well as a
system for tracking freight movements and a system that
will allow trains to move freely along rails of different
gauges.

Fourthly, a logistics center that will handle freight
efficiently must be built, covering about 15 acres.

Fifthly, unified through consignment notes will be
required, in order to ease the passage of cargo through
customs checkpoints, especially in border areas.

Finally, the idea of creating a joint Northeast Asia
railway study council and a block train company for the
region will be actively pursued.

4. Conclusion

If these proposals are carried out, the connection and
operation of railways between the two Koreas will promote
mutual cooperation and the revitalization of the railways,
while yielding economic benefits and new business
opportunities.
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Recent Amendments to Foreign Investment Related Laws in
the DPRK (7 - final) (Summary)

Mitsuhiro Mimura
Researcher, Research Division, ERINA

The Democratic Peopl€e's Republic of Korea (hereafter
the DPRK) established the Rajin-Sonbong Free Economic
and Trade Zone (FETZ), its first special economic zone, in
December 1991. No special economic zones were then
established until the Sinuiju Special Administrative region
came into being following a decree by the Presidium of the
Supreme People's Assembly of the Democratic People's
Republic of Korea. The Presidium of the DPRK Supreme
People's Assembly adopted the basic law on the Sinuiju
special administrative region on September 12, 2002. After
Sinuiju, the Mt. Kumgang Tourist Zone was established on
October 23, 2002, while the Kaesong Industrial Zone was
established on November 13, 2002.

The Basic Law of the Sinuiju Special Administrative
Zone (Sinuiju SAR) seems similar to China's Basic Law of
the Hong Kong Special Administrative Zone (HKSAR).
While thisis true to a certain extent, it must be realized that
the principles upon which the two laws are based differ
qualitatively because of the way the two zones were built.
Hong Kong was a colony of the United Kingdom for along
time and has enjoyed autonomous legal economic and
social systems for many years. The objective of the basic
law of HKSAR is to incorporate a very different system
into China against a constitutional background (Art. 31 of
Chinese constitution). In contrast, the objective of the basic
law on the Sinuiju SAR is the foundation of a new system
and the separation of the zone from the DPRK. Sinuiju was
just a part of the DPRK before the establishment of the
Sinuiju SAR.

The basic law of the Sinuiju SAR specifies provisions
that seem to guarantee basic human rights; however, they
are not equivalent to the rights guaranteed in constitutions
and basic laws in Japan, the Republic of Korea or Western
countries. They seem to have been inserted in order to
make the area seem more civilized, and therefore more
attractive to potentia investors. This is something that the
DPRK has learned through its interaction with those
Western European countries that normalized their
diplomatic relationships with the DPRK between 2000 and
2002.

With regard to Kaesong Industrial Zone, the Law of
the DPRK on the Kaesong Industrial Zone was enacted on
Nov. 20, 2002, followed by Regulations on Developing the
Kaesong Industrial Zone and Regulations on Business
Operation in the Kaesong Industrial Zone, both of which
were passed on Apr. 24, 2003.

According to the law, Kaesong Industrial Zone was
established as an international industrial, trade,
commercial, financial and tourist zone managed and run
under the law of the DPRK. Development of the zone will
follow the pattern of a developer preparing a site,

conducting infrastructure construction on leased land and
attracting investment.

Koreans in the Republic of Korea (hereafter the
ROK), overseas Koreans, foreign corporate bodies and
individuals and economic organizations can invest in the
zone. Investment in infrastructure construction, light
industry and high-tech science and technology in particular
are to be encouraged. The designated devel opers, appointed
by the central ingtitution guiding the industrial zone, shall
undertake the development of the zone.

The leases on land in the zone shall last for 50 years.
The industrial zone shall be managed by the industrial zone
management institution under the control of the central
institution guiding the industrial zone, and the institution
managing the industrial zone shall be composed of
members recommended by the developers as well as those
who are recommended by the central institution.
Enterprises in the industrial zone shall hire workers from
the DPRK.

Disputes shall be settled through the procedures for
settling business disputes agreed by the North and the
South or through arbitration and trial. The content of the
agreement reached between the North and the South as
regards the Mt. Kumgang Tourist Zone shall have the same
validity asthislaw.

In relation to the Mt. Kumgang Tourist Zone, the Law
of the DPRK on the Mt. Kumgang Tourist Zone was
enacted on Nov. 13, 2002, followed by Regulations on
Developing the Mt. Kumgang Tourist Zone and
Regulations on Business Operation in the Mt. Kumgang
Tourist Zone, both of which were passed on Apr. 24, 2003.

According to the law, Mt. Kumgang Tourist Zone is
an International Tourist Center managed and operated
under DPRK law. Koreans in the ROK and abroad, and
foreigners in the zone can conduct tourism-related business
there. Tourism-related and other business should be
conducted in the zone according to the law and rules for its
observation. Developers can exercise their rights to develop
the zone and conduct tourism-related business until the end
of the period designated by the central institution guiding
the tourist zone, and may also transfer or lease some of
their rights to other investors. The developer should work
out a general plan for the development of the tourist zone.
The institution managing the tourist zone under the
guidance of the central institution guiding the tourist zone
shall manage the tourist zone. Investment is not allowed in
projects that may change or pollute the natural ecological
environment of Mt. Kumgang.

The same provisions for the settlement of disputes and
the validity of the agreement reached between the North
and the South apply here as those in the law for Kaesong



Industrial Zone.

As mentioned above, among the recently enacted laws
and regulations, the author found two kinds of change in
the external economic policy of the DPRK. One is that
establishment by the DPRK of a special economic zone
other than the Rgjin-Sonbong Economic and Trade Zone.
The other is the DPRK's placing of a higher priority on

ERINA REPORT Vol. 54

inter-Korean economic cooperation. Both Kaesong
Industrial Zone and Mt. Kumgang Tourist Zone have more
favorable investment conditions than other areas in the
DPRK. Since both are zones intended mainly as sites for
inter-Korean economic cooperation, it can be said that the
DPRK has provided favorable conditions for its
compatriotsin the ROK.
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1. Introduction

After 70 years of power being concentrated in the
hands of one political party, Mongolia held its first free
election in 1990 and the first democratic constitution was
approved in 1992. The Constitution declared the people's
ultimate goal to be the building of civil democratic society
in the country. These democratic changes in the political
environment were crucial turning points in Mongolia's
recent history. The country embarked upon an irreversible
path towards a market economy in 1990 and today
continues to implement political and economic reforms
recommended by multilateral development banks and
international financial institutions such as the International
Monetary Fund (IMF), the World Bank' and the Asian
Development Bank (ADB), with the aim of becoming a
democratic society with a free market economy. Mongolia
became a member of the IMF, World Bank and the ADB in
1991 and joined the WTO in 1997. The economic policy
undertaken in Mongolia during this transformation can be
described as a classic example of the 'neo-liberal' policy
package, which is characterized by price and trade
liberalization, financial liberalization, privatization,
deregulation and small government.

At the beginning of the economic reforms, the
country's immediate priority was to establish the basis of a
market economy and the government adopted a policy of
'shock therapy' that quickly removed many regulations and
controls while trying to hand as many activities over to the
private sector as possible. The initial transformation
included two sets of policies to be implemented
simultaneously. The first set included measures for
achieving a macroeconomic balance and the liberalization
of prices and trade, introducing a unified floating exchange
rate, strict wage and credit controls and the abolition of
subsidies, and developing a social safety net. The second
set of policies was oriented towards structural changes,
including the privatization of state sector assets, a

guarantee of property rights, enterprise restructuring, the

reform of fiscal and financial systems, introducing a legal
framework for reform, control over monopolies,

encouraging foreign investment, and the reform of the
education and healthcare sectors. Securing macroeconomic
stabilization, increasing investment and savings,
developing economic and social infrastructure, export
promotion, boosting the competitiveness of Mongolia and
ensuring economic growth have been defined as priority
objectives of the transition phase. The main outcome to

have emerged so far from the period of transition to the
new social system is intensive political and economic
reform within a short period of time, as well as Mongolia's
opening up to the world, the liberalization of the economy
and its irrevocable metamorphosis into a market economy,
and its transformation into a democratic country respecting
multiple opinions. However, the implementation of policy
has often resulted in undesirable outcomes, with Mongolia
experiencing economic contraction, slow growth,
unemployment, poverty and inequality as a result. The
country is still struggling to bring the majority of its
citizens out of poverty and put the economy on a
sustainable growth path. In describing the post-1990s
economy of Mongolia, Dr. Namjim states that, although
rapid social and economic changes occurred during
transition, an efficient market economic mechanism has not
been formed yet and the economy is in crisis. There are
many troubling social problems and the majority of the
population is trapped in poverty (Namjim, 2000). This
paper investigates some features of this neo-liberal policy
and its outcomes in Mongolia in the course of its transition
towards a free-market economy.

2. Neo-liberalism in the Economic Policy

2.1. PriceLiberalization and I nflation

The reform programs launched by the first democratic
government in 1990-1992, including price and trade
liberalization, the establishment of new banking and
financial systems, and privatization, laid the foundation for
the development of a private sector-based, market-oriented
economy in Mongolia.

Prior to 1991, the prices of all products were set
directly by the government through the decrees of the State
Committee for Price and Standardization, with the
difference between world prices and domestic production
costs being subsidized from the state budget. Government
Resolution No. 20 on January 15, 1991, concerning
measures relating to the transition to a market economy,
was the first, radical step in the price liberalization process
in Mongolia, as a result of which the prices of 60% of all
products were liberalized, with the prices of the remainder
being doubled. The number of directly controlled retail
prices was reduced from 220 categories to 35, along with
10 categories of imported goods. At the same time,
pensions, scholarships and the wages and salaries of
workers and employees of governmental organizations and

' E.g., policies prescribed by the World Bank's 'Stand-by', ESAF (Enhanced Structural Adjustment Facility), PRGF (Poverty
Reduction and Growth Facility) and PRSP (Poverty Reduction Strategy Paper) programs.



state-owned enterprises increased twofold, along with
twofold increases in taxes and tariffs. The authorities called
these measures a change in the money scale, although in
fact it was a twofold devaluation of the Mongolian national
currency: the Mongolian Togrog (MNT). As a consequence
of this resolution, the purchasing power of al cash deposits
at banks and cash money held in private hands decreased
twofold, except private savings deposited at banks. In order
to protect private savings, the amount of private savings
deposits in banks were doubled. Although the public were
somewhat prepared for the reforms and a new economic
system, such a sudden change without prior explanation
was a 'shock’ for most citizens.

Furthermore, the prices of petroleum products were
raised fourfold in June 1991, and the list of controlled retail
prices was cut from 35 to 17 in September 1991. This
process commenced once more in March 1992, when the
government officially liberalized almost all prices except a
few rationed goods (e.g. petroleum products, housing,
electricity and other public services); and by February
1994, price controls on more than 90% of all goods and
services in Mongolia had been removed. Between October
1992 and 1996, there were several increases in the price of
petroleum products and the national currency was devalued
anumber of times (Box 1).
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As aresult, the prices of al goods and services began
to escalate and the Mongolian economy experienced high
inflation during the early 1990s. Annua inflation rose to
325.5% in 1992, with the highest rise taking place in
foodstuffs, at 476.6%. Such high inflation was mainly
caused by the extensive liberaization of prices and periodic
devaluations of the national currency, as the import
dependence of the Mongolian economy was very high.
Most of the basket of consumer goods that defines the
Consumer Price Index, 70-90% of intermediate goods, and
100% of petroleum products were imported, and thisis still
the case even today. Nevertheless, owing to a tight
monetary policy, annua inflation dropped to 6% in 1998
and further to 1.6% in 2002. In particular, the consumer
price index for foodstuffs declined by 1.2% in 2002 from
the previous year (Table 1). On the other hand, one may
suspect that these lower inflation rates were achieved at the
cost of a high rate of hidden unemployment.

2.2. Trade Liberalization and Net Exports

Mongolian trade prior to 1990 was characterized by a
state monopoly on trade, a centrally planned pricing
system, and limited export markets in the former CMEA?
countries, in which the Soviet Union occupied the
dominant share. During that time, only 7 state-run foreign

Box 1
A Chronology of Devaluation (Ratesin MNT per USO 1)

June 10, 1991
For barter trads1MNT7.10
Free market rate] MNT100-150

1988 Non-commercial exchange rate introduced at MNT20
Till June 1990 Fixed exchangerate at MNT3

July 1990 Devalued to MNT5.63 and pegged to UST

May 1991 Devalued to MNT7.10

Devaluation of commercial rate to MNT40

All commercia banks and the Central Bank (Bank of Mongolia) allowed to buy and sell hard

August 1991
currencies.
October 1991 Devalued to MNT100
Ontober 18,01991 Currency exchange center opened in Ulaanbaatar, with rates of MNT125-135
May 1992 Unification of commercial and barter rates at MNT40
Free market rate ranged around MNT250
January 8, 1993 Devalued to MNT150
May 28, 1993 Floating exchange rate introduced, ranging around MNT400

Source: Amarjargal, 2002.

Table 1. Mongolia: Annual Consumer Price Index Changesfor Selected Groups of
Commodities 1992-2002 (%)

1992 | 1993 | 1994 | 1995

1997 1998 | 1999 | 2000 | 2001 | 2002

Overall index 3255 | 183.0 66.3 53.1

58.7 9.7 6.0 9.9 8.1 8.1 16

Foodstuffs 476.6 | 1975 58.7 56.0

52.4 -24 0.9 9.1 52 9.6 -1.2

Clothing, footwear
and cloth 2530 | 921 | 8L2 | 462

53.1 26.3 10.5 5.0 -0.3 4.3 5.8

Household goods | 279.7 | 162.3 55.6 82.7

41.8 20.3 -6.8 4.7 2.7 12 24

Cultural goods and
recreation 1095 | 2709 | 1055 89.4

65.2 35.7 198 154 39 -1.6 4.4

Source: Mongolian Statistical Y earbook, various issues.

? Council for Mutual Economic Assistance
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trade corporations were allowed to engage in foreign trade
transactions under the state order system. Each of these
corporations specialized in a particular form of foreign
trade transaction and type of products’. However, the
country lost its traditional trading partners with the collapse
of the CMEA aong with the discontinuation of the flow of
finance from the Soviet Union due to itsinternal difficulties
and its subsequent collapse in 1990. The financial flow
from the Soviet Union was equal to 35% of the country's
GDP (Amarjargal, 2002). Moreover, trade transactions
began to be made in hard currency, thus ending the
transactions in transferable rubles that had been used
between CMEA countries.

At that time many enterprises had to halt production
due to such difficulties as power cuts and shortages of spare
parts, raw materials and fuel. Under these conditions, it was
necessary to undertake trade reforms aimed at integration
with international trade. Consequently, along with
removing the state monopoly, the government abolished all
guantitative restrictions on exports and imports, along with
the export/import state order system. According to the Law
of Mongolia on Economic Entities passed in May 1991, all
forms of economic entity, including sole proprietorships,
and individuals were allowed to engage freely in
independent foreign trade activities. As aresult, Mongolia's
trade has diversified in terms of export destinations and the
sources of itsimports.

Another step towards its goal of integrating with
international trade was Mongolias accession to the World
Trade Organization (WTO) in January 1997. Then, on May
1, 1997, the government began unilaterally to abolish the
uniform customs duty of 15% and excise taxes on all
imported goods, apart from those levied on a few items,
such as alcohol, tobacco, petroleum products and motor

vehicles. However, due to a growing need to increase
budget revenues, the government increased value-added tax
(VAT) from 10% to 13% in September 1998. The
following year, in 1999, a 5% uniform import tariff was
reintroduced, and an excise tax on beer followed soon after.
From November 2000, the customs tariff underwent a
further hike from 5% to 7%, with VAT rising to 15%.
Conseguently, the Mongolian foreign trade balance
has continued to fluctuate heavily since the country began
its trade liberalization programs in 1990. External trade
turnover declined sharply from its 1989 level until 1994,
and although it started to recover in 1995, its value in 2002
remained 27.9% below the 1989 level. During the 1990s,
there was initially a large deficit in the trade balance,
totaling US$263.3 million in 1990, or 14.2% of GDP; the
balance of trade remained negative throughout the entire
period 1989-2002, apart from 1993-1995. The highest trade
surplus, of US$97.7 million, was recorded in 1994. This
was associated with a larger decline in imports than in
exports. High inflation, a lack of foreign exchange
earnings, the depreciation of the domestic currency, along
with a shift from a fixed to a floating exchange rate system
in 1993, contributed to this. However, after 1995, the trade
balance worsened again because of massive falls in the
international market price of major export commodities,
such as copper and cashmere; and unfavorable external
economic situations, such as the 1997 Asian financial
crisis, and the 1998 Russian economic crisis (Figure 1).

2.3. Privatization

A dominant private sector is considered to be the basis
for strong economic development, and the role of private
sector in Mongolia has been increasing with the ongoing
privatization of state assets, which started in 1991. In May

Figure 1. Mongolia's Foreign Trade 1989-2002
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3

Namely, Mongolexport (all exports); Technikimport (machinery and equipment imports); Materialimpex (trade in

construction materials); Avtoneftimport (all imports of vehicles and petroleum products); Raznoimport (consumer goods
imports); Compleximport (imports and exports of goods associated with turn-key projects from the former Soviet Union);

Mongolimpex (all trade made in convertible currencies).



1991, the Law of Mongolia on Privatization was adopted,
setting out the legal bases for the privatization of state
properties. The initial stage of the privatization process
began with the equal distribution of equally valued coupons
(vouchers) to al citizens of the country, to enable them to
invest in a variety of enterprises, cooperatives and state-
owned farm equities, based on individual choice. Every
citizen of Mongolia born on or before the day on which this
law took effect received a voucher worth MNT 10,000.
Under this scheme, it was estimated that about MNT 20
billion of MNT 55 hillion worth of fixed assets owned by
the state as of 1991 would be privatized, with shares being
held by 2.2 million citizens (Namjim, 2000). In 1991-1994,
more than 4500 entities were privatized through this
voucher system. The Securities Law of Mongolia was
approved in September 1994 and the second stage of
privatization began with the stock market in 1995, but its
role in the economy continues to be weak. The annual
volume stock trading was equal to only 3.7% of the
country's GDP in 2002.

Furthermore, the State Property Committee was
established in 1996, and a census of state property carried
out in 1997. Based on this, the government adopted the
Privatization Program for 1997-2000 and the Privatization
Guidelines for 2001-2004; the former program focused on
the sale of small and medium-sized enterprises and assets,
while the latter focused on the privatization of Mongolia's
largest or most valuable ones. The Guidelines serve as an
official statement of the Government's privatization
policies and define enterprise- and sector-specific
objectives and priorities. Starting from 1997, state-owned
enterprises and state shares in joint stock companies began
to be privatized through public auctions, competitive
tenders and management contracts, and they became
available for purchase by foreigners as well.

However, the consequences of privatization often
resulted in undesirable outcomes. Unsuitable methods of
privatization and mismanagement of transitional reforms
had a negative impact on domestic production capacity and
conspired to bring about the failure of light industry, with
the only exception being in the cashmere processing
industry. Mongolian light industry had developed
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significant capacity for processing raw materials of
livestock origin and manufacturing finished goods that
were capable of competing in international markets. For
example, in 1988, a new leather garment and leather
haberdashery plant - the 'Uyan' factory - was started up in
cooperation with Yugoslavia, using investment of more
than US$11 million, 70% of which was loan financing. As
all the machinery and equipment installed in this plant was
purchased from Western manufacturers and used the best
technology available at the time, Mongolia was able to
export more than 90% of the factory's products to a diverse
range of markets, including the most sensitive western
markets. The factory employed more than 1,500 workers
and continued operating successfully until the end of 1993.
The factory managed to repay its initial loan within 3 years
and planned to sell a significant amount of its products in
U.S. markets, and talks about this were underway.
However, following privatization and subsequent
management changes, this plan failed to be realized,;
production then declined, ceasing completely by 1997. It is
now under new ownership, with space in the plant being
rented out to textile sewing companies.

Nevertheless, as a result of privatization and the
emergence of new private assets, the private sector became
the prevailing sector in the economy in 1995 and currently
produces over 75% of GDP. As of 2001, the private sector
share of the agriculture, hunting and forestry sector totaled
98.3%, while the shares in the mining and manufacturing
sectors were 74.9% and 94.9% respectively. The private
sector's share of financial mediation is increasing as well,
accounting for 30.6% in 2001. Work is underway to
commercialize the energy and communications sectors, and
a legal framework for incorporating land into economic
turnover has been constructed. In 2002, Parliament passed
the Law on Allocation of Land to Mongolian Citizens. The
total area of land to be allocated to citizens for private
ownership is 1.2463 million ha, which constitutes 0.9% of
the total area of Mongolia, which is 156.4 million ha. The
process began on May 1%, 2003, with land being allocated
to households and businesses. Privatization in the social
and education sectors is aso due to start; private sector
shares in these fields were 6.5% and 8.2% in 2001. The

Table 2. Mongolia: Private Sector Share by Industry 1999-2001, at current prices (%)

Sectors 1999 2000 2001
Agriculture, hunting and forestry 96.4 98.0 98.3
Mining and quarrying 56.0 56.6 74.9
Manufacturing 75.0 78.7 94.9
Construction 89.1 89.2 89.5
Wholesale and retail trade, repair of motor vehicles, motorcycles, 80.3 88.8 90.0
personal and household goods
Hotels and restaurants 84.3 91.7 94.6
Transport, storage and communication 411 57.7 58.0
Financial intermediation 28.0 314 30.6
Real estate, renting & business activities 77.6 82.6 78.5
Education 12.9 11.0 8.2
Health and social work 55 6.3 6.5
Other community, social & personal service activities 41.1 45.9 484
Total private sector share of GDP 70.3 72.2 75.0

Source: NSO, 2003.
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share accounted for by the private sector in each industry is
shownin Table 2.

24.Financial Liberalization and Banking Sector

Performance

In line with the restructuring and liberalization taking
place in real sectors, the same process is underway in the
financial sector, with the aim of transforming it into a
sector that supports the country's economic development.
Prior to 1991, the banking sector was the only dominant
type of financial mediation in the economy, apart from a
few insurance organizations. During this period, the
exchange rate and interest rates were under state control,
and priority sectors were subsidized through government-
directed credit programs. However, in October 1990, in line
with free market economic reforms, the Mongolian
government dissolved the state bank. In 1991, Mongolia
enacted a new banking law and accordingly, the banking
system was reorganized into a two-tier structure with the
Bank of Mongolia acting as the central bank implementing
monetary policy, and 16 other banks providing commercial
services. However, the banking and financial sectors are
still weak and fragile, and not entirely capable of playing a
proper role in supporting and promoting economic growth.
The overall capital position of the banking system
worsened as a result of the deterioration of the loan
portfolios of commercial banks.

At the same time, exchange rate liberalization was
considered to be an integral part of financial and trade
liberalization, and this process took place progressively
over the course of several devaluations and the
establishment of foreign exchange markets. On May 28,
1993, Mongolia switched to a floating exchange rate
system (see Box 1). Individuals and enterprises had been
allowed freely to exchange the national currency into
foreign currencies at the prevailing exchange rates since
July 1, 1991. However, all foreign exchange centers were
required to be licensed. On August 30, 1990, the first
foreign currency auction was held for state enterprises and
state and private cooperatives, under the brokerage of the
State Bank. Although the amount of foreign currency

available was tiny, this was a landmark event in the move
towards a market economy (Amarjargal, 2002).

Due to the high inflation spiral in the early 1990s, the
annual interest rate on loans issued by commercial banks
rose to 213.1% per annum, making it impossible to use
such costly financing to conduct any industrial activity.
Conseguently, bank loans were used only for wholesale and
retail trade in imported goods. Interest on loans gradually
decreased to an average of 33.3% in 2002, but thisis still a
high rate for financing long-term investment and
production activities.

Mongolia's banking sector suffered three crises: in
1994, 1996 and 1998. The cost of the 1994 restructuring
exercise was estimated at over 2% of GDP. The cost of
restructuring rose to 7.8% of GDP in 1996, measured solely
by the issue of government reconstruction bonds and
exceptional liquidity support of about MNT 5.0 billion
provided by the Bank of Mongolia to three troubled state-
owned banks (the Reconstruction Bank, the Agricultural
Bank and Investment and the Technological Innovation
Bank). In 1998, these three banks, which held 21.4% of
Mongolia's total bank assets, once again became illiquid
and insolvent. The direct costs of the 1996-1998 banking
crises continued to impose a burden on the budget and the
direct cost to the budget was estimated at over 0.6% of
GDPin 2001 (World Bank, 2002).

From 1999, individuals and economic entities were
allowed to engage in some banking activities and non-bank
financial institutions emerged as a new form of financial
intermediary. As of 2002, Mongolia had 16 banks and 66
non-bank financial ingtitutions: only two of the banks were
state-owned, while another four had state participation in
their equity funds. Furthermore, one of the state-owned
banks - the Agricultural Bank of Mongolia - which is a
major provider of financial services in rural areas of
Mongolia, had been privatized through an international
competitive tender in 2003. The Japanese company HIS
Securities, part of Hideo Sawada's group of companies,
became the new owner of this bank. Owing to the monetary
policy carried out over the past years, financial mediation
in the economy by the banking sector is increasing as

Figure 2. Mongolia: Annual Inflation and Exchange Rate
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public confidence in the banks rises.

3. Overall Policy Outcomes. Economic Struggle,
Slow Recovery and Other Consequences

3.1. Economic Contraction and Stagnation

Mongolia's transition to a market economy has not
been a straightforward one, and, like other countries in
transition, it faced a hard economic struggle. The sudden
loss of its traditional source of economic assistance and
trading partners’, together with the introduction of a shock-
therapy macroeconomic policy aimed at stabilizing the
entire economy, caused major economic and social
problems. The output of major economic activities, such as
industrial and agricultural sectors, declined, external trade
turnover fell, and the situation in the banking and financial
sectors deteriorated. Massive declines in production
capacity and the loss of traditional trading partners in the
early 1990s have set the economy back almost 10 years. At
the same time, this decade has seen the emergence of new
social problems, such as unemployment, poverty and
inequality.

Having been hit by a hard initial transitional shock, it
took more than a decade for the Mongolian economy to
find its way onto the path of economic recovery after its
transition to a market economy. Following a difficult start
to the transition, Mongolia has achieved some
macroeconomic stability since the mid-1990s; however,
recovery after the initial sharp declinesin GDP in the early
1990s took 12 years, until 2002. Even so, the level in 2002
was only 2.0% above the 1989 level. Between 1990 and
1993, GDP contracted by about 20% as a result of a
production decline almost in all sectors of economic
activity, and unemployment reached 8.7% in 1994, the
highest level recorded during the period 1989-2002. Since
1994, GDP has demonstrated continuous growth at a
moderate rate of 3.0% per annum. However, due to large-
scale livestock losses as a result of severe winters in 1999-
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2001, the GDP growth rate declined to 1.1% (Figure 3).

Per capita GDP, evaluated at constant 1995 prices,
declined from MNT 322,000 in 1989 to MNT 225,600 in
1993, the lowest level during the period. The dynamics of
per capita GDP during 1989-2002 suggest that although per
capita GDP began to recover following 1994, by 2002 it
still remained at 16.4% below of its level in 1989.
Moderate increases in per capita GDP were mainly
associated with declining rates of population growth rather
than robust achievementsin overall GDP growth.

Similarly to most other developing countries, the
Mongolian economy is still based on the primary sector,
with agricultural raw materials and raw and semi-processed
materials from the mining industry dominating exports.
Because al of these products are highly vulnerable to price
fluctuations in world commodity markets, Mongolia's
export earnings have been highly dependent on such
factors. For instance, due to an increase in copper prices on
the international market, Mongolian export earnings rose
by 33% in 1995, thus enabling the economy to grow by
6.3% in 1995, the highest growth rate attained during the
entire period 1989-2002.

3.2. External Debt

From 1991, Mongolia began to receive ODA (Official
Development Assistance); average per capita ODA in the
period 1991-2001 equated to US$92.8 annually, while total
ODA accounted for 19.6% of GDP in 2001. Loans
accounted for 52.7% of the total ODA disbursed to
Mongolia in 1991-2001, with the remaining amounts
disbursed as grants. The share of grants in total annual
ODA disbursements increased from 14.8% in 1991 to
57.3% in 2001. However, external debt was equivalent to
49% of Mongolia's GNP in 1998 (World Bank, 2000). This
signals that a proper policy is required in order to achieve
better, more effective utilization of external aid and loans,
thereby preventing the economy from accumulating an
excessive debt burden. ODA disbursements to the
government of Mongolia during 1991-2001 are shown in

Figure 3. Mongolia: Per Capita GDP and GDP Growth Rate
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i.e. the former CMEA member countries.
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Figure 4.

3.3. Unemployment

The contraction of the economy has resulted in an
increase in unemployment, and, in the absence of income-
generating asset-ownership, the unemployed have had to
rely on limited public assistance and private transfers until
sustained growth generates employment opportunities in
the country. Prior to 1989, unemployment was not
officially recorded in Mongolia, but after 1990, when the
unemployment rate began to be officially recorded,
unemployment ranged between 4.6% and 8.5%°. The
unemployment rate has always been higher among women.
However, due to the increased number of new entrants to
the labor force in the 1990s, the rate of employment, which
is defined as the share of employed persons among the
working age population, remains lower. For example, the
employment rate was equal to 71.0% in 1992, but declined
to 60.5% in 2002 (NSO, 2001 and 2003).

During the 1990s, there were few opportunities for
both laid-off workers and new entrants to the labor market
to find suitable jobs in the shrinking domestic labor market,
due to a massive decline in industrial activities, especialy
in the manufacturing sector. The Population and Housing
Census of 2000 revealed that actual unemployment is much
higher than the official rate, based on Employment
Regulation Office records. According to the population
census of 2000, the unemployment rate was estimated to be
equal to 17.5% of the country's total labor force.

3.4. Increasing Poverty and | nequality

Before 1990, people's basic needs were met and a full
range of social services was provided through the
mechanism of central planning, therefore there was no
officialy registered poverty. According to the Participatory
Living Standards Assessment (PLSA) made in 2000, the
living standards of the population were generally similar
until 1992. Between 1992-1995, newly poor and rich

people emerged, and the gap between the poor and the rich
increased between 1995-2000. While those with access to
information and ‘connections to local officials were able to
take advantage of new economic opportunities and become
quite wealthy, many were less fortunate (NSO and WB,
2001). The number of poor and extremely poor households
increased substantially during 1995-2000 at the expense of
moderately well-off households, as more people fell into
poverty than escaped from it. By the end of 1992, the
government estimated that about 16% of the population
lived below the poverty line, a figure that increased to 18%
in 1993 and 26.5% by March 1994. According to the
Living Standards Measurement Surveys (LSMS), poverty
incidence increased further to 36.3% in 1995, and 35.6% in
1998. The results of these surveys revealed a strong
correlation between unemployment and poverty. While
58% of the unemployed were poor in 1995, 60% were poor
in 1998 (NSO, 1999).

Moreover, the PLSA reported that the polarization
between the rich and the poor intensified between 1995 and
2000, and at the same time, the increase in the proportion
of poor and very poor households became even more
marked. By 2000, poor and very poor households were
perceived to account for the majority of residents in almost
al of the urban communities surveyed, whether large or
small. According to Mongolian National Statistical Office
estimates, the Gini index rose to 35 in 1998 from 31 in
1995.

4. Conclusion

From the foregoing discussion it can be clearly
understood that the implementation of neo-liberal policies
during Mongolia's transition towards a free-market
economy has not been a straightforward process, and the
economy initially experienced a sharp contraction. Despite
the persistent stability of macroeconomic indicators, the
economic recovery process is slow. Although the economy
began to recover in 1993, it has failed to reach its pre-

Figure 4. ODA Disbursementsto Mongolia 1991-2001
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Source: (i) Economic Cooperation Management and Coordination Department, MOFE; (ii) Treasury Department,

MOFE, 2002.

Notes: 1. Following the upgrading of the debt management system in 2001-2, historical debt figures have been revised
significantly, compared with previous Mongolia Consultative Group Reports.

000 2. Loan disbursements for balance of payments support include IMF program disbursements to Mongol Bank,
which totaled US$92.6 million between 1990 and 2001.

° The unemployment rate is the proportion of unemployed persons, registered with the Employment Regulation Office of

Mongolia, among the economically active population.



reform level, despite the passage of more than a decade.
Similarly to other transitional economies, the Mongolian
economy has experienced almost all forms of neo-liberal
policy syndrome and transitional difficulty, such as
continued negative net exports, a decline in production,
increasing external debt and budget deficits, along with the
emergence of other social problems, such as
unemployment, poverty and inequality.

Notwithstanding the considerable support and
assistance provided by donor countries and such
international organizations as the World Bank, IMF and
ADB, in terms of both managerial and financial aspects, the
transitional mismanagement of economic policy and
polarity towards neo-liberalism turned out to be too costly
for the Mongolian economy. In particular, a properly
thought out program for economic transition and reform
was lacking, and policy measures were often introduced
without prior explanation or public debate, leading to low
levels of public understanding and support. In addition, the
new policymakers often failed to recognize the value and
support of their predecessors, and neglected almost
everything built and developed under the economic system
that had prevailed in Mongoliafor 70 years. However, such
actions may be attributed to a lack of knowledge and
inexperience on the part of policymakers, with regard to the
functioning of market economic mechanisms. Accordingly,
policymakers had few policy options, other than to follow
the proposals of external advisors, who often lacked a
thorough knowledge of the workings of the Mongolian
economy.

Nevertheless, Mongolia could counter that it has
achieved certain positive outcomes in a decade of transition
towards the diversification of its economic foundations,
integration into the global economy, and, most importantly,
public perceptions of the free market economy. However, if
it continues without a proper strategy for economic
development, this may lead to a further deepening of socia
and economic problems and social unease.

Therefore, any development strategy must be aimed at
facilitating the transformation of the Mongolian economy
from its current 'deadlocked' position towards a more
advanced sustainable path, while identifying the barriers to,
as well as potential catalysts for such change. It is globally
acknowledged that disadvantaged parts of society are
particularly severely affected by discontinuities and shocks
in the economic system. Hence, sustainable devel opment
cannot be attained in the presence of large-scale poverty.
Agenda 21, Poverty Reduction Growth Facility (PRGF)
and other initiatives across the globe are attempting to deal
with these problems; however, it is essential that these
programs and policies be grounded in the reality of
grassroots-level conditions, an element that has been
lacking in the past.

Based on the foregoing discussion, some
recommendations can be made for drafting policy options
and an action plan for the development of the Mongolian
economy in coming decades. These are as follows: (i) in
terms of institutional capacity, the role and status of an
independent think-tank that researches policies and
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economic development with state funding should be
enhanced; (ii) with regard to investment policy, rigorous
rules should be set, including a requirement that any new
investment, whether public or private, domestic or foreign,
be based only on the best-available practices and advanced
technologies; in addition, government support is needed for
investment in pollution prevention and waste removal
technologies and their introduction to existing industries
(e.g. the agricultural sector should be developed based on
ecologically clean practices, rather than favoring the
intensive use of chemicals and non-organic fertilizers);
finally, marketing tools and the extensive use of
Information and Communications Technology are needed
in all sectors of domestic industry; (iii) financial mediation
in the economy should be improved and long-term credit
and development banks established immediately; moreover,
experts specializing in capital markets, fund-raising, and
asset-based financial engineering and project financing
should be educated and re-trained in advanced countries;
(iv) a sectoral development strategy and action plan should
be based on the elimination of regional disparities and
income inequality.
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