_—a

e N O

CIMODNOW NI LNIFNIOTAAZE ONY NOLUISNYEL DUINONCDE 3rd wisw

NGOILYZITISOW DNIAYS GNY SS2IAESS DNINNYE TvENd FHL 20 LH0d3H IvNIS

2 PIEMARBREG N ™ 2;*]

JAPAN INTERNATIONAL COOPERATION AGENCY (JICA)
MINISTRY OF FINANCE, MONGOLIA

THE STUDY ON THE SUPPORT
FOR THE ECONOMIC TRANSITION AND
DEVELOPMENT IN MONGOLIA

FINAL REPORT
OF THE
RURAL BANKING SERVICES AND
SAVING MOBILIZATION

March 2000
_ Jﬂ(f\ LIBRARY

AR

3‘1156169 3]

DAIWA INSTITUTE OF RESEARCH LTD.
NOMURA RESEARCH INSTITUTE, LTD.

SSF
JR
00-084













JAPAN INTERNATIONAL COOPERATION AGENCY (JICA)
MINISTRY OF FINANCE, MONGOLIA

THE STUDY ON THE SUPPORT
FOR THE ECONOMIC TRANSITION AND
DEVELOPMENT IN MONGOLIA

FINAL REPORT
OF THE
RURAL BANKING SERVICES AND
SAVING MOBILIZATION

March 2000

DAIWA INSTITUTE OF RESEARCH LTD.
NOMURA RESEARCH INSTITUTE, LTD.



AR

1156169 (3]



PREFACE

[n response to a request from the Government of Mongolia, the Government of Japan agreed
to conduct a Study on Rural Banking Scrvices and Saviang Mobilization of Mongolia, and
entrusted the study (o the Japan International Cooperation Agency (JICA), under the
framecwork of the “Study on the Support for the Economic Transition and Development in
Mongolia”.

JICA organized a study tcam composed of Daiwa Institute of Rescarch Ltd. and Nomura
Rescarch Institute, Lid. The team headed by Mr. Hirohiko SEKIYA of Daiwa Institute ol
Rescarch Ltd. visited Mongolia for three times between October 1999 and March 2000. In
addition, JICA set up an advisory commiittee headed by Mr. Shinji Asanuma, Professor, Asian
‘Tax & Public Policy Program, [litotsubashi University, between Oclober 1999 and March

2000, which examined the study from specialist and technical points ol view.

The tcam held discussions with the officials concerned in the Government of Mongolia,
Ministry of Finance and other ministries, and conducted a seminar for technology transfer,
bascd on the result of ficld survey. After returning to Japan, the team conducted further studics

and compiled the final results and suggestions in this report

I hope that this report would contribute to policy decisions on rural banking services and
saving mobilization in Mongolia. [ also hope il ecnhances the fricndly relations between our
lwo countrics.

[ wish to cxpress my sincere appreciation to the officials concerned in the Government of

Mongolia, Minisiry of Finance and other related ministrics for their close cooperation

throughout the study.,

March 2000

@Wwﬁ/ﬂ/ﬂf/

Kimio Fujita

President
Japan International Cooperation Agency






March 2000
Mr. Kimio Fujita
President,
Japan [nternational Cooperation Agency

Dear Mr. Fujita,
Letter of Transmitial

We, hereby, have the pleasure of submitting our report entitled "Rural Banking Services and
Saving Mobilization” for the "Siudy on the Suppost for tic Economic Transilion and
Development in Mongolia". The report describes the results of the Study conducied by Daiwa
institute of Research Lid. and Nomura Rescarch Institute, Ltd. in accordance with the contract
entered into with the Japan international Cooperation Agency (JICA).

Our study team carricd out ficld surveys for three times between October 1999 and March 2000.
Based on results of the ficld surveys in Mongolia and study activities in Japan, the team held
discussions wilh the olficials concerned in the Minisiry of Finance and other relaled ministrics,
and made suggestions on rural banking services and saving mobilization in Mongolia.
Regarding these suggestions, the team rescarched subjects in cooperation with the Mongolian
side. In addition, the tcam held a seminar for technology transfer based on the result of field
survey, and finally, completed this report.

In view of the necessily of rural banking scrvices and saving mobitization in Mongolia, and the
need for socio-cconomic development of Mongolia as a whole, we recommend that the
Mongolian government implement the suggestion as a top priority.

We wish to take this opporiunily to express our sincere gratitude to your Agency, the Ministry
of Foreign Af(airs, the Japancse Embassy in Mongotia, and the JICA Ulaanbaatar office. We
also wish to express our deep gratilude to the Ministry of Finance and other concerned
organizalions for the kind cooperation they extended to our team, as well as for the warm
hospitality provided during our stay in Mongolia.

Very truly yours,

M A A A

Hirohiko Sekiya

Team Leader,

The Study on the Support for the Fconomic
Transition and Development in Mongolia



Currency Equivalents

Currency Unit = Mongolian Togrog (MNT)
US$1 = MNT1,066 (October 1999)

Abbreviations and Acronyms
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Executive Summary

1. OGhjectives and Background of the Stady

Rural banking scrvices in Mongolia taces a turning point in its cxistence, as Agricultural
Bank, the dominant pravider of the scrvices, has been under the scrutiny of the central
bank since 1999. There have been arguments on what lo do with the rural financial
nclwork and on how 1o sccure minimum service, such as the delivery of pensions and
salarics to rural residents. This study researches the extent to which rural banking
scrvices arc needed, the alternative methods for providing such services, and the costs
of various scrvicing systems (networks), and finally provides suggestions tor policy

decisions on the issue,

2. 'T'he financial sector in Mongolia

The financial decpening of Mongolia is at a considerably low level. M2/GDP declined
from 27.19% in 1994 to 19.1% in 1998. The ratios of lime deposits as well as private
scctor lending o GDP also deercased dramatically from 1994 10 1998,

Twelve commercial banks werc operating in Mongolia as of October 1999, bul few
among them are sound. Three majdr banks (Agricultural Bank, Reconstruction Bank
and ITH Bank) arc insolvent—the licenses of Reconstruction Bank and ITI Bank were
revoked in January 2000. We analyzed five major banking institutions (Agricultural
Bank, Post Company, Post Bank, Savings Bank and Trade & Development Bank) as
well as microfinance institutions, Out of them, Agricultural Bank, Post Company and

Post Bank have poiential to be a viable provider of rural banking scrvices.

Agricultural Bank rctains a nationwide banking nciwork of 280 branches (including 259
sub-branches) and 905 employees. Post Company provides'lransfcr service in Hovd
Aimag, in coopcraliob with Post Bank, and has the potential to provide rural banking
scrvices ulilizing its comprehensive poslal network, Post Bank operates 21 aimag cenler
~ branches and 21 sub-branches in cooperation with Post Company. Savings Bank docs
not have a large cnough nctwork to provide rural financial services. Trade &
Development Bank, though the most credible amo-ng all commercial banks, has little
interest in expanding its operation into rural banking business. Microfinance institutions
arc increasing the numbers of their branches and Borroxvcrs, but their fending scrvices

arc mainly largeted at cnlrcprencurs in aimag centers.



3. Funds Flow in Rural Areas _

Public [unds constitute a main moncy flow as well as a main actual cash tlow in rural
arcas in Mongolia. Pension payment and local budgel subsidy How into rural arcas;
salcs proceeds of NIC, a state-owned gas siation company, as well as post and telecom

proceeds arc transferred out of rural areas. Private businesses do nol use banking

scrvices in rural arcas. The balance being negalive, cash has to be transterred from
Ulaanbaatar to soums, through aimag ccnters. Thus cash tlow in rural areas is in onc

dircclion, from aimag ccater to soum.

4. Demand and Supply of Banking Scrvices

We conducted licld surveys on rural banking scrvices from the supply side as well as

from the demand side. Based on the surveys, the major issucs in rural banking are as

summarized below:

(1) Sulficient banking scrvices arc not available in rural arcas. The operations of inajor
players in soum-level finance, Agricultoral Bank, Reconstruction Bank, and Post
Bank, are limited and liquidity is vcfy low at the aimag and soum levcl.

(2) The common perception by the public is that banks arc unrcliable and incificical.
The result of the ficld survey showed (hat while the percentage of current users of
banking scrvices is around 20%, that of potential uscrs atter the improvement of
b;inlkhlg services is more than 70%. It also revealed that the low credibility of banks
is the most scrious obslacle to the spread of banking scrvices. The main reasons arc
(1) recent closure or conscvatorship of scveral banks, (2) the banking scctor’s bad
loan problem and low liquidity, and (3) cuslomcrs’ expericnee of having difi‘iculty in
withdrawing deposils and transler delays.

(3) Private businesses do not usc banking services, particularly in rural arcas, becausc of
their low frust in the banking syslem, the slow fransfer scrvices, and the
government’s current praclice of utilizing bank records as a basis for the imposilion
of faxcs. ' _

(4) There is very limited possibility for cconomic expansion in rural arcas. There arc no
cconomic complements among soums, and the cconomic channel is formed in a star-

network system belween the aimag centers and the soums.

5. Policy Alternalives for Rural Banking Nctwork

$3ased on the above observations, we suggest the tollowing measures for improvement
ol rural baoking scrvices.

(1) Rural banking network descrves 1o be maintained as a basic infrastructurc. As it



scems diflicult to make it commercially viable by itself, cost-reducing andfor
revenue-increasing measures must be studicd to minimize the government burden.

(2) Both the government and the banking sector should make efforts to restore the
reliability of the banking system,

(3) The private sector usage of banking services needs to be increased in order to
improve the low liquidity.

(4) 1n ordcr o attain a sustainable rural banking nelwork, long-term strategics should be
planned lo resolve the governinent deficit problen, the bad loan problem in the

financial scctor, and the limited extent of rural (agricullural) cconomic development.

We analyzed three alternatives for rurat banking neiwork, focusing on their cost aspect.
Alternative A (Active Use of Existing Bank Network)

In this oplion, the government decides to maintain Agricullur'nl Bank’s cxisling rural
network. Alternative A has two sub-alternatives: (1) to ulilize the whole organization ol
Agricultural Bank through recapitalization, and (2) to wilize only the rural nctwork ol
Agricultural Bank. The sccond of these (wo sub-alternative is further divided into three
options: (1) having a scparate rural neiwork account, (2) cstablishment ol regional

banks, and (3) unilication with the postal network (analyzed in Atiernative B).

Merits of the first sub-alternative are active usc of existing nationwide banking nctwork
that can provide full banking services, lower average sub-branch cost than that of Post
Company/Post Bank, availability ol skilled human resources, and expected high

confribution to the rural cconomy through sound lending activitics of sub-branches.

Demerits of this sub-alternative are high rccapilalizélion cxpense, vague outleok for
balancing the budget through large-scalc lending activities and the danger that
Agricultural Bank could [ail again. Recapitalization ol Agricultural Bank would cost
about MNT7.3 billion. With support from German Corporation for Technical
Cooperation (MNT1.7 billion), the government could cover the rest (MNTS.6 billion)
by converting its existing current account balance and deposils and Bank of Mongolia’s
loans into capital. Liquidation of Agricultural Bank would cost the government more
(MNT7-9 billion—or around MNT4.6 biliion it 20% is written oft and bome by
deposilors).

Besides recapitalization, Agricultural Bank necds the following: fto cstablish
management responsibility, to ensure transparency on decision-making, to reccive



technical assistance on large-size loan appraisal, to be closely supervised by Bank of
Mongotia, to streamtiine the head office and aimag center branches, and to control its

lending and investing aclivities cautiously.

In the first of the three options under the second sub-alternative, there is a rural network
account that is separate from the accounts of the head office and aimag center branches.
In this case, government subsidization can be transparent, because it can be targeted at
the rural network as an independent recipient. This separation also allows the avoidance
of the business risk of the head office and aimag center branches. However, there is no
guarantec on whether the accounts can be managed transparently and safely.

The second option of the sccond sub-aliemative, establishing regional banks, does not
scem appropriate, because there would be vulnerabilities of political intervention and
weaker management, a shortage of human resources, and difliculty in technical
assistance, although there might be greater flexibility for providing regional

development programs.

Alternative B (Active Use of Post Network)

In Alternative B, the government decides that Post Company either (1) independently,
or (2) jointly with a commercial bank (Post Bank, Agricultural Bank, or Savings Bank)
is responsible for the transfer of pensions and beunefits, utilizing its postal network. As
for independent operation by Post Company, we analyzed two cases: provision of only
transfer services, and provision of both transfer and deposit taking services. The
deposits collected by Post Company would be invested in government and Bank of
Mongolia bonds. As for joint operation with a commercial bank, we assumed full

banking operation.

Merits for independent operation are Post Company’s reliability, its comprchensive
* nationwide network, its efficiency in transferring money (shown in Hovd Aimag), and
the economies of scope associated with its p-bslal service revenue. If Post Company
were to take deposits, it would also contribute to savings mobilization in rural arcas. On
the other hand, demerits of independent operation are the need to amend banking law in
order for Post Company to start banking business (and the accompanying complication
of formalities), the time required before operations can be performed adequately, a
slightly higher transfer fee than what would be charged by Agricultural Bank; and the
unavailability of lending service for rural residents.



In the case of joint operation, lending aclivily would contribute to regional economic
development. fa particular, joint operation with Agricuitural Bank would make
operation cost lower, as Agricultural Bank’s rural finance resources would be utilized.
As demerits, however, there imay be confusion at the initial stage, as well as conflict
between the management policy of a statc-owned company (Post Company) and that of
a cominercial bank. In the case of joint operation with Agricuiturat Bank, bad eflccts

may arise out of the monopolistic operation.

Alternative C  (No Active Government Measures) 7

In Alternative C, the government does not care about the existing banking network in
rural areas, and has not formulated policy measures to promote the postal network as a
financial tool. In this case, altcrnative measures must be developed to at least transfer

government funds.

Here, the government does not have to bear the cost of maintaining a rural banking
network. On the other hand, it has to formulate a measure for transferring government
funds to rural area soums and may incur cost burdens beyond the formal banking

network cost.

We analyzed three ways government can approach funds transfer: (1) local governments
by themselves could transport and deliver funds, (2) the government entrusts NIC to
function as a pension deliverer, and (3) the government stops frying (o create measures.
However, all three are incflicient and are no better than Alternatives A and B.

The following describes cost analysis of Alternative A and B.

(Cost Analysis of Alternatives A and B}

The average annual costs of a sub-branch are MNT1.6 million for Agricultural Bank
and MNT1.7 million for Post Company/Post -Bank, while the annual revenue is only
MNTO.8 million (\vifhout new lending activities) for Agricultural Bank and MNT1.0
million (including revenues from postal service activities) for Post Company/Post Bank.

An additional revenue source for soum branches should be the fee for public funds
transfer that '_lhe gbvcmment has so far been neglecting to pay regularly. The total
operaling costs of 264 sub-branches of Agricﬁltural Bank_ (including ain\ag center
branches® cost) are MNT483 million per year, whereas those of Post Company/Post
Bank are MNT551 milli_on, provided they have 264 sub-branches. To cover all operating
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costs solely by means of transfer fees, Agricultural Bank needs MNT244 per transfer
and Post Company/Post Bank necds MNT279. If we add revenue from their current
other operations, the fee would be reduced to MNTI145 for Agricultural Bank and
MNT148 for Post Company/Post Bank. Although the government is planning to pay
MNTI100 per transfer for soum pensioners from the year 2000, this amount is not
enough to pay the total costs of sub-branches, as shown above.

Thus Agricultural Bank and Post Company need other revenue sources to maintain the
rural network. Agricultural Bank needs lending business and Post Company needs to
invest its collected deposits in marketable government bonds. If they engage in these
additional activities, the break-even unit transfer fee could be less than MNTS2 for
Agricultural Bank and MNT97 for Post Company. i

6. Concluding Suggestions 7

Based on the above analysis, we are going to consider what policy decision should be
taken to improve the Mongolian rural banking network. In deciding this policy, the

government necds to analyze the issue from two aspects, cost-benefit and financing. The

former clarifies whether the policy decision is justified from the point of overall society,

and the latter considers the questions of how and by whom the cost of the policy should

be shouldered and how the policy goal should be achieved.

‘The annual economic benefit derived from maintaining a rural banking network is
estimated by calculating the cost that is otherwise incurred by rural residents to travel to
the nearest aimag center in order to receive pensions and banking services. The annual
cconomic benefit of a rural banking network is MINT12.2 billion, at minimum.

Annual economic cost is estimated by calculating both operation cost and initial cost
(including the opportunity cost associated with Agricultural Bank’s recapitalization or
liquidation). For Agricultural Bank, the annual economic cost of the network is about
MNT? billion; for Post Company it is about MNT2-2.5 billion. -

Therefore, it is clear that the minimum benefit of the rural banking network would be
far greater than ils maximum economic cost, and maintaining i is good investment from

the point of view of the Mongolian economy as a whole.

Next, the govemment has to pay attention (o the issue of financing. Although, it is



clearly beneficial to have a rural banking network, such network cannot be maintaincd
without government intervention, because from the standpoint of commercial profit, it is

not likely that the private sector itself would provide rural banking services.

As mentioned before, the total operating cost of the Agricultural Bank’s network is
cheaper than that of Post Company/Post Bank. Furthermore, if the government chose to
use the Agricultural Bank’s network, the cost for maintaining the rural banking network
through subsidy and other means could be reduced.

The government should also consider its prioritics concerning the scope of rural
banking services (i.e., whether only transfer and payment service is sufficient or full
banking service is necessary). If the government’s only rurat area banking concern isin
régard to transfer payment services, then ufitizing Post Company’s nelwork is a
possibility. This option would allow the government to secure a rcliable means of
transfer and payment without fcar of bad loan problems. However, the government
should seriously consider that if thc government chooses this option, the future
development of rural banking services will be skewed from what be expected to shape
on a full-fledged bank-based principle and will be hampered significantly.

The option of fult banking scrvices has advantages of savings mobilization, economic
stimulus through fending, open-end possibilities brought by rural banking services.
Agricultural Bank has experience in providing full banking services and has capable
human resources. If Agricultural Bank’s neiwork is utilized, the possibility of re-failure
should be minimized. Still, the desirable dption is 1o usc the Agricultural Bank network

in order to maintain rural banking services.
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1.Objective and Background of the Study

1.1 Objective of the Study

Rural banking services in Mongolia faces a turning point in ifs existence. Agricultural
Bank, the dominant provider of the services, has been under the scrutiny of the central
bank since February 1999 because of its insolvent financial situation. Since then, it has
functioned mercly as a provider of payment/transfer services, mainly delivering
pensions and salaries in rural areas. It currently is restricted from extending new loans
and receives very few new deposits. Even the payment service is not efficient at all, due
partly to the bank’s problem of low liquidity.

A strong argument can be made that since the rural network of Agricultural Bank is not
commerciatly viable, the network shoutd be abolished or, at least, downsized. If it is
abolished, then rural residents wi!l lose even the minimum service currently available.
On the other hand, it is a common recognition among Mongolian policy makers that the
rural economy and the welfare of rural residents are important social and political issues
in the country, and that the rural banking network is an indispensable infrastructure for

them.

To resolve the issue, some government circles suggest that the post network should be
used as an alternative tool for delivering pensions and salaries. Others argue that local
governments by themselves could haddle_ the service. We are presented qucslio_ns of,
first of atl, to what extent rural banking services are needed, and then of the alternatives
for providing such service, the costs of various servicing systems (networks), and the
roles of the government in the issue.

Our study firstly focuses on grasping an objectivé picture of rural banking services and
its economic significance. The rest of Chapter 1 provides the background information
on the rural sector and macrogconomié situatton that are necessary for.understanding
the rural banking services. Chapter 2 describes relevant financial sector information—
that is, recent macro developmenf in the financial sector and major playcrs in rural
banking services. We analyzé funds flow in rural areas in Chapter 3, and rural banking
services in Chapler 4, from both the supply and demand sides. Then in Chapter 5, we
suggest policy alternatives regarding rural banking services to the Mongolian
government, based on the observation above. In Chapter 6, we provide suggestions for
policy decisions on rural banking services and savings mabilization.



In this report, we use the term “rural areas” to broadly refer to the Mongolian territory
other than the large cily areas of Ulaanbaatar, Darhan and Erdenct. However, we define
“pural banking network” mainly as a sub-branch network at the soum level, with only
minimum management function of aimag center branches, unless othenwise noted.

1.2 The Rural Sector in Mongolia

Mongolia has three levels of government: the central government, aimag governments
and soum governments. The Mongolian territory is divided into 22 aimags (provincial
governments) including the capital city, Ulaanbaatar, and two other large citics, Darhan
and Erdenet. In each aimag, there arc on average 15 to 20 soums (villages), one of
which is an aimag center, the capital of the aimag. There were 320 soums in the country,
excluding aimag centers, at the end of 1998 (Table 1).'

Tablel Provineial Governments and Population (thousand)
Aimag : Number of | Population | Aimag Center - Population | Soum pop.
Soums fTotal pop. |
Arhangai 19 104 Erdenebulgan 21 | 80%
Bayan-Olgii 14 26 Olgii .21 78
Bayanhongor 20 92 Bayanhongor 23 75
Bulgan 16 66 Bulgan 16 76
Govi-Altai 18 75 Esunbulag 19 75
Domogovi 14 50 Sainshand | 18 64
Domod 14 84 Herlen 39 54
| Dundgovi - 16 54 Mandalgovi 1 80
Zavhan 24 105 Uliastai 2 77
Ovorhangai _19 117 Arvaiheer 21 - 82
| Omnogovi 15 46 Datanzadgad 13 - 72
Suhbaatar L3 60 Baryun-Utt 15 75
Selenge 17 10?7 Suhbaatar 22 79
Tov 27 114 Zuunmod 15 87
Uvs 20 101 Ulaangom 27 73
Hovd 17 93 Jargalant 217 7t
Hovsgol 23 124 Moron 26 - 79
Henti 19 78 | Ondorhaan 16 79 ]
Darhan-Uui 4 94 Darhan 71 24
Ulaanbaatar 9 669 | Ulaanbaatar 669 0
| Orhen 2 3 Erdenet -~ "} 64 i2
Govisumber 3 - 13 Govisumber - 9 31
| Total 342 2,413 | Total 1,182 51
Total excl. UB, 327 1,577 s 3 76
| Dif and EN :

Note: Figures in the Number of Soums column include the aimag cenlers- All of the Ulaanbaatar
population is treated as living in aimag center. Source: Mongolian Stallsllcal Yearbook 1998 and
additional data from NSO (Compiled by JERI) - : : :

' Hereafter in the paper, we use the term “sourn™ to mean & soum other than an aamag center, unless
otherwise mentioned.
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Out of the 2.4 million population, 670 thousand (28%j live in the capital city. About
65% ol the population live in “rural aimags,” areas which exclude Ulaanbaatar, Darhan
and Eredenet. On average, cach aimag has a population of 90 thousand; about 20
thousand live in the aimag center. The sharc of residents living in soums is 51%
nationatly, and 76% in the rural aimags. The arithmetic mean population of a soum is
around 3,900; however, about half of the sonms have less than 3,000 (Chart 1) and these
small villages are scaftered over the vast territory. About three-fourths of the soums are
located more than 100 km away from an aimag center (Chart 2).

Chart I Soum Population Distribution
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[Not including UB and aimag centers, as of the end of 1998 (Source: National Statistical Office) |

The average population per soum is about 3,900. The mode population of soums is
between 2,000 and 3,000 and the median i below 3,600, The overwhelining majority
of soums have a population of less than 5,000. (Compiled by JERI)

Chart 2 Distance from Aimag Center
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Only 12% of the soums are located within 50 km of the aimag center. The overwhelning
majorily of soums are located farther than 100 km from the aimag center. Thus, for the
majority of people, it is not practical to go to the aimag center to get banking services.
(Cowmpiled by JERT) _ : :




Table 2 Industrial Activitics in Rural Aimags

Aimag Heedsmen Crop farming | lndustrial
houschold arcas share production
___jshare share
Arhangai - 69% 038 0.2%
Bayan-Olgii 54 0.2 063
| Bayanhongor 66 0.1 0.5
Bulgan 47 8.4 0.6
Govi-Altai 60 04 02
| Domogovi 4 1 00 02
Bomod 25 2.5 03
Dundgovi 61 0.0 0.1
Zavhan 58 03 0.2
Ovorhangai 64 i1 2.4
Omnogovi 61 00 0.2
| Suhbaatar 56 1.5 0.2
Selengc 12 429 5.6
| Tov 40 - 252 3.6
Uvs 33 5.1 02
Hovd 54 0.9 03
Hovsgol 62 1.1 05
Ienti 44 45 1.0l
Darhan-lul | 6 3.5 - 3.8
Ulaanbaatar | 0.7 466
Orhon 9 01 288
Govisumber 7 0.0 0.2
Tolal 35 1000 100.0
Tolat excl. UB, 52 2038
| DH and EN '

Note: 1lerdsmen household share is the share of herdsmen houscholds to total households in each aimag.
Crop farming areas share is the share of all sown areas nationatly.
Industrial production share is the share of total national production.

Source: Mongolian Statistical Yeatbook 1998 (Compiled by JERI)

In 1998, Mongolia’s agriculture sector, which in this casc includes livestock farming in

addition to crop farming, produced 33% of GDP and employed 49% of total employees.

Livestock farming is particularly dominant in rural areas: the share of herdsmen
houscholds is 35% nationally, but 52% in the rurat aimags (Table 2). On the other hand,

crop farming is a major industry in a few aimags such as Selenge, Tov and Bulgan,

which are located close to the capital city and other large cities. And national industrial

aclivily is concentrated in the Iarge city areas of Ulaanbaatar and Erdenet, and is quite
“minimal in rural aimags. Thus lwestock farming and small-scale tradlng ate practically
 the only businesses seen in rural areas.

1.3 The Investment and Savings Balance
‘Fable 3 shows the investment and savings batance in Mongolia for 1993 through 1998



the most recent period for which data are avaitable. Gross capital formation in Mongolia
has been constant at around 25% of GDP. Since real GDP growth rates during 1995-
1998 were around 3% (except 6.3% in 1995), ICOR is calculated rather high, at around

3.

Table 3 Investment and Savings Balance ) (% of GDP)
1993 1994]  199s] 1996} 1997] 1998
Gross Capital 27.8 248 264 25.2 26.0 25.8
Formation . ——
Government 25.5 17.9 16.7 128 12.8 11.7
Investment
Private 2.3 6.9 9.7 12.4 13.2 14.1
Investment
Foreign 33 2.5 2.8 94 1.3 12.6
Savings - =
Domestic 24.5 223 23.6 5.8 24.7 13.2
|Savings -

Data for Gross Capital Formation and Investment are taken from NSO Mongolian Statistical Yearbook 1998, data for
savings are taken from BOM Annual Report 1998, except for 1993 to 1995 data which arc taken from IMF Country
Report 1999. (Compiled by JERI)

_ Govcmme_:nt’é share of investment {capital expenditure including uet lending) has been
decreasing, from 25.5% of GDP in 1993 to 11.7% of GDP in 1998. Private investment,
calculated as the residual, has been increasing, from only 2.3% of GDP in 1993 to
14.1% in 1998. Private invesiment became larger than goverament investinent as of
1997. This change was largely due to privatization of government enterprises as welt as

new entrants to the private sector.

The funding for domeslic capital formation (domestic investment) is the sum of
domesti¢ savings and foreign savings (net inflow of foreign capital). Forcign savings
can be calculated as the sum of the trade balance and scrvice balance of the balance of
payments.” Foreign savings has been an imporlant source of investment funds in
Mongolia. Though domestic savings (calculated as the difference) has been the main
source of investment funds, dependence on foreign savings in 1996 and 1998 was
extremely high at 9.4% and 12.6%, which is not sustainable. |

? Domestic capital formation is funded by the sum of domestic savings and foreign savings (K - § = F).
On the other hand, domestic capital formation plus domestic consumplion must be equal to the sum of
GDP and net imports (K + C = GDP + M -- X). Using the fact that domestic savings is equal to GDP
minus domestic conswnption (S = GDP - C), we arive al K - S = F = - (X -M) = Frade Deficit.



‘fable 4 shows thc government, forcign, and private scctor fund balances. The
government sector has continuously been in deficit. Since its current batance has always
been in surplus, capital expenditure, which is mostly funded by forcign loans, can be
regarded to be the cause of the government deficit. On the other hand, the foreign sector
has continuously been in surplus, as scen above—the surplus being patticularly targe in
1996 and 1998.

Tabled Secctors’ Fund Balancc;s (% of GDP)

1993 1994 1995 1996] 1997 1998
Private 16.2 11.9 .50 -0.4 80 -0.6
Sector |
Business -7.5 -7.5 -23 4.3 -0.3) . -2.5
Scctor*® . _
Houscholds 23.7 - 194 73 -4.7 . 831 20
Seclor
Government -19.6 -14.4 . -18 -9.0 -94 -12.1
Sector ) .
Foreign - 33 2.5 " 28 94 1.3 12.6
Sector _

Note: Business sector balance is calculated using the credit amounts of the privale sector and SOEs

Data for Government Sccior are taken from NSO Mongolian Statistical Yearbook 1998, and data for Foreign Scetor
atc taken from BOM Annual Report 1998, except for 1993 to 1995 data which are taken [rom IMF Country Report
1999, (Compiled by JERI) ' '

The private sector surplus (calculated as the difference) has been decréasing, and it was
in deficit in 1996 and 1998. If we could substitutc the credit amount (to public
enterpriscs and the private scctor, assuming all the credit was for business purposes)
with the deficit amount of the business sector, it shows a continuous deficit except in
1996. Due to the furmoil in the financial sector, domestic credits were contracted
drastically in 1996. But the houschold sector has behaved just the opposite and has been
in surplus, except in 1996. A normal picture of finance is observed here: surplus funds
of the household sector are funding the shortages of the business sector and government
seclor. However, the volume of funds flow (i.e., financial intcrmediation) has been
shrinking rapidly, reflecting the serious deficiency of the financial sector.

Though privafc sector invesiment has been increasing as seen above, the busitiess sector
does not seem to be getiing finance from other sectors, which suggests that seif-finance
must have become a major source of funds in the private sector.



2. The PFinancial Sector: Some Relevant Developments and Major

Institutions

2.1 Some Sclected Developments

Table 5 shows that the financial deepening of Mongolia is at a considerably low level,
and has been rather deteriorating since 1995. The deterioration began earlicr than the
financial sector turmoil in 1996 —the year in which two small banks, Ardenh Bank and
Centrat Asia Bank, were closed in July, and People’s Bank and Insurance Bank were
closed in December. M2/GDP declined from 27.1% in 1994 to 19.1% in 1998. Cash
holding in the money supply (M1/M2) has been on increasing trend, particularly in

1996 when its share was over 50%. Bank deposits, in terms of time deposit share

against GDP, have not increased. In fact, T D/GDP has decreased by one third, from
1994(15.5%) to 1998(9.7%). On the other hand, bank loans, in terins of private scctor
lending share'against GDP, have decreased dramatically, from 14.3% in 1994 to a mere
4.5% in 1998. Financial intermediation has virtually collapsed in Mongolia.

Table5 FKinancial Deepening in Mongolia ' (%)

Mi/GDP M2/GDP MI/M2 Time Deposits/ |Increase over  |Private Seclor |Inceease over

- GhP previous year |Lending/GDP _previous year
1992.12 16.2| 27.6 58.7 114 - na. 14.6 na.
1993.12} - 1.2y - 25.7 43.6 14.6 273 - 59 -59.5
1994.12 11.6 27.1 42.8 15.5] 6.4 14.3 : 141.2|
1995.12 99 . 238 41.6] 13.8 -10.7 121  -159
| 1996.12 11.0 219 50.2 10.9 21.1 35 -71.3
1997.12 10.0 224 44.6 12.4 13.3 33 -3.9
1998.12 94 19.1 49.2 - 9.7 -21.9 4.5 36.1

Source: NSO Statistical Yearbook, BOM Monthly Bultetin - (Compiled by JERL)

The BOM Monthly Bulletin lists minimwn and maximum deposit interest rates. Real
interest rates arc determined by subiracting the change in CP1 from nominal interest
rates. Though the minimum time deposit rate has always been negative, the maximum
rate became positive in 1994, and has fcmained vefy high (around 30 to 50%), except in

1996 (1.4%). Thus bank deposits, in terms of time deposit share against GDP, have not '

incrcaséd despite the high level of real interest rates. TD/GDP actually decreased by one
third, from 15.5% in 1994 to 9.7% in 1998.

According to a World Bank report of October 1999, the real interest rate on domestic
curtency commercial bank loans increased from 22.5% in December 1997 to 37.5% in



1998, and the spread between lending and deposit rates widened from 9.2% to 22.5%,

due to the drop in the deposit rate. Interest rates on foreign-currency-denoininated bank

loans and deposits reveal the same characteristics. The BOM lists the interest rates on
its commercial loans, and in real terms they have been very high, between 20 to 60%
per year. And since commercial banks’ rates are surely higher than those, the stagnation

in lending may be caused partly by high real tending rates.

No clear comelation is observed betwecen real interest ratcs and deposit and loan

amounts (time deposit/GDP and private sector loan/GDP). The wide fluctuation of the

index implies that structural problems other than interest rates cxist in the banking

sector.
‘Table 6 Deposits and Real Interest Rates _ (%)
Demand Dep. [Demand Time Dep. [Time Dep. |[Time Dep. {Individual |ForeignC. Foreign C.
max rate Dep/GDP [minrate  [maxrate  [/GDP TDIGDP  |Dep. maxrate Ipep/DP
1992,12 i2.2 11.6 6.3 2.1
1993.12 -83.0 59 -113.0 -30.0 14.6 438 8.5]
1994.12 2.5 5.0 -16.3 34.9 15.5 89 8.9 53
1995,12 -10.5 4.0 -40.6 48.1 13.8 8.5 44 4.9
1996,12 S 24.2) 3.9 -46.0 1.4 10.9 5.8 3.7 4.9
1997.12 17.0 15 -11.3 52.1 12.4 5.7 325 0.5
1998.12 13.6 30 00| 365 9.7 4.8 206] . 45
1999, 9 9.8 "~ -5.0 328 184,

- Data Source: NSO Statistical Yearbook, BOM Monthly Builetin (Compiled by JERI)

Table7 Bank Lending and Real Interest Rates

Comiuercial [Private Sector |Public BS. + PE.
Loanrate jLending/GDP |Enterprise Lewding/GDE
Lending/GDP
1993.12 32.4 14.6 258 40.4
1994.12 64.9 5.9 13.1 19.0
1995.12 40.4 14.3 - 44 18.7
1996.12 20.9 2.1 25 146
1997.12 50.5 35 24 59
1998.12 39.8 33 1.6 49
1999, 9 32.6 4.5 S 2.1 - 6.6

Data source: NSO Statistical Yearbook, BOM Monthly Buletin (Compiled by JERIL)



2.2 Major Banking Service Institutions in Mongolia

There were 12 commercial banks in Mongolia as of October 1999, but few among them
are sound. Three major banks (Agricultural Bank, Reconstruction Bank and 1TI Bauk)
are insolvent. Reconstruction Bank and ITI Bank’s banking ticenses were revoked by
Bank of Mongolia (BOM) on January 11%, 2000. Past banking crises in Mongolia have
not yct been completely overcoine. Mongolia still has not established a reliable banking

systein.

‘The major institutions providing banking services to the rural sector of Mongblia are
listed in Table 8. They are Agricultural Bank, Mongol Post Company, Post Bank,
Savings Bank and Trade & Development Bank. They have important roles from the
vicwpoints of rural banking services and savings mobilization.” Though Mongol Post
Company is not a financial institution, it does operate transfer/payment services in Hovd
Aimag. Therefore we included it in the list of organizalions to analyze. In addition to
these formal institutions, we also see microfinance and other lending activities in

Mongolia.



Table 8 Major Banking Service Institutions in Mongolia

(As of Dec. 98)

Sharcholders

Nueiber of
branchcs

Number of
cmployees

100%: GOM

38 including HQ
(sub-branches: 1)

342

70%: State seclor,
30%: Employces

10 including HQ
(sub-branches: 2)

223

Operation 1 Government deposit bank *Foreign trade finance, full banking
*Deposit taking,
transfer/payment, others
» Lending is limited.
{Compiled by JERI)
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Agricultural Bank Mongol Post Company Post Bank
Establishment Jan. 1991 Nov. 1994 Apr. 1993
Capital amount |MNT 835m MNT 883m MNT 830m at the end of
Jung 99
Sharcholders  [56%: Private scclor entities 100%: GOM 48%: Individuals

33%: Individuals 47%:Private sector enfitics

8%: State sector (SOEs) 5%: State sector (Post,

3%: Stale joint ventures Tetecom, etc.)

Number of 280, including HQ, at the end of |373, including 1Q 49, including HQ
branches Sep. 99 (sub-branches: 259) (sub-branches: 330} (sub-branches: 21)
Number of 961 by the end of Sep. 99 905 187

employees

Operation * Rural (agricultural) finance *Postal services, publication, *Joint banking with PC.

* Full banking services, but transportation and money orders |+Lending is provided just in
under receivership—new UB (HQ is now taking
lending is restricted. deposits, transfer/payment,

etc.) —
Savings Bank Trade & Development Bank
Establishment  |Dec. 1996 Jan. 1991
Capital amount [MNT 400m MNT 963m




2.2.1 Agricultural Bank (AB)

History:

Agricultural Bank was established in January 1991 as the Agricultural Cooperative
Bank (ACB}) to provide the agricultural community (herdsmen and agricultural farmers)
with banking services. The ACB inherited the rural banking network of the State Bank.
The assets inherited consisted of 337 branches, 2,600 cmployees, MNT2.2 billion in
deposits and MNT2.3 billion in loans (mostly bad). The ACB itsclf began operations in
February 1991. '

In transition to the market economy system, agricultural collective farms and unions
were privatized to form smaller private companies. The ceniral and local governments
expécted the ACB to provide financial services for the agricultural sector.  As a resuls,
the ACB was reorganized as the Agricultural Bank of Mongolia in 1992.

There was deterioration in the Agricultural Bank’s performance due to many factors,
including (1) inheritance of bad loans from the State Bank, (2) casc of lending to state-
owned companies, (3) directed loans, as ordered by the central and local governnients,
and (4) shortage of credit analysis ability. '

Because of the bad loan problem and the liquidity squecze, the Bank of Mongolia
placed AB under ICOnSer'vatorship in February 1999. In October 1999 the BOM placed
AB undet receivership, and its liquidity problcm keeps public confidence in the bank
low. AB is now managed by three BOM-appointed receivers: Mr. B. Javkhlan (fead
receiver), Mr. Zandanshatar and Mr. Batjargal.

Ownership: :

As of the ¢nd of Juiic 1999, the number of stockholders was 6,431. The equily shares
are as follc)\.:vs: 180 state-owned business entities, 8%; 48 state joint venlures, 2.8%;
5,420 individual investors, 33%; and private sector business entities, 56%.

Organization:
AB has 280 brariches, in¢luding its headquarters, and 961 employees as of the end of
September 1999,

Business:
As of December 1998, AB had total assets of MNT7,738 million. Its liabilities cxceeded
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its assels by MNT4,001 million. The current account was MNTS5.65 billion and deposits
were MNT4.85 billion. The structure of the assets was as follows: cash accounts,
MNT1.23 billion (16.0% of total asscts); loans after deduction of loss provision, 2.48
billion (32.1%); OREQ, 1.42 billion (18.4%); and fixed assets, £.49 billion (19.3% ).

The income statemeni shows total revenue of MNT2.38 billion, of which interest
revenue was 2.09 billion (87.8%). Total expenditure was MN'T4.86 billion, of which
interest expenditure was 1.13 billion (23.3% of total expenditure) and loss provision
was 2.40 billion (49.4%). Loss after tax was MNT 2.54 billion.

As per BOM regulation, loss provision for standard loans is 1% of loans outstanding;
for overdue toans, 1%; for sub-standard loans, 25%; for doubtful loans, 50%; and for
bad loans, 100%. Regarding OREQ loss provision, there is no procedute approved by
the BOM. However, AB set for itself a loss provision level of 30% for all kinds of
OREO.

A highly important characteristic of AB is its nationwide banking network. There are
259 sub-branches in the country. AB’s organizational structure is suitable for providing
rural banking services.

AB’s typical soum branch has three people working (manéger, cashier and watchman).
AB has tong banking experience, which along with its rural banking network can be
properly exploited to improve rural banking services.

To restore (and then maintain) liquidity in AB, the government has o recapitalize the
bank and recover the people’s trust in it. This will cost about MNT7 billion. German
Corporation for Technical Cooperation (GTZ) has decided to contribute about MNT2
billion in order to support smalt and medium sized companies in rural areas.

At present, because AB has been placed under receivership, its new lending has been

stopped; however, its other banking services are still being offered. AB is now trying to
reduce operation costs 1o survive, and some unprofitable branches are being closed.
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Table 9 Agricultural Bank Data

__(AsofDec. 98)

Head oftice

_Peace_ sltcet-é _l_, U[aanbaatar-S_l_,_ ﬁ;i{golia; Tell— fax: 450444

Establishment

January 1991 as Agricultural Co-operatives Bank

Capital amount

MNT 835m

Sharcholders

33%; and private scctor business entities, 56%.

Management

Mr. B. Javkhlan: Head of receivers authorized by BOM

Business history

191 State Bank’s network: 337 branches, 2,600 employces, 2.2bn MN'L

deposit and 2.3bn MNT loan (mainly dead assets) were inherited
92: Reorganized as Agricultural Bank of Mongolia and started direct
loans
Feb. 99: put under conservatorship by BOM
Oct. 99: put under receivership by BOM

—N;mber of branches 280, including I1Q by the end of Scp. 99.
Number of employees 961 employees by the end of Sep 1999
HQ: - I 50
Numbor of b O | pantgsun: <
(nurb pogwatchmcn) Aimag branches: 20 253 ( 65)
numoer Sub-branches: - 259 658 (210) o
. - Nationwide banking network,
Business characteristics . :
Main lender to the crop sector
P Transfer/payment
Ope ra(loqs After the receivership, new lending is stopped
Asset size MNT 7,738m
Total revenue MNT 2,386m

Table 10 AB’s Balance Sheet 1998 (%)

 {Compiled by JERI)

Table 11  AB’s Income Statement
1998 (%)

Curmrent Assets 22.2 | Deposits & Current 135.83 Total Revenue 100.0 |
Account L

lLoans 32.1 | Borrowings 10.5 (Interest Revenue) (87.8)

OREO 184 | Other Liabilities 55 | Total Expenditure 204.0

Fixed Assets 19.3 | Capital . -51.7 (Interest Expenses) {47.4)
Other Assets 8.0 (Equity) (10.8) (Loss Provision } (100.6) |

' (Reserves) (2.6) Loss Before Taxcs -104.0
(Loss of Previous Year | (-65.1) Taxes 27

o - | & Curtent Year) . .

[ Total Assets 100.0 | Total Liabilities & 100.0 Loss After Taxes -106.7

' | Capital ' 3 o ]
(Compiled by JERI) -~ (Compiled by JERID)
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2.2.2 Mongol Post Company (PC)

History:

Postal scrvices in Mongolia started in the first half of the 13™ century via the horse
couricr system. Modern postal scrvices started in July 1921, when a post and telegraph
department was set up by the Mongolian Pcople’s Government. Mongol Post Company
was scparated from Telecommunication Services in November 1994 and the functions
of the Mongolian Stamps company were transferred to PC in February 1997.

Since its origin, PC has operated nationwide postal scrvices. However, responding to the
request of the government, PC started tax collcction and pension delivery in Hovd
Aimag from June 1997. Now, through cooperation with Post Bank, efficient money
transfers are avaitable in Hovd Aimag using the telecommunication nctwork. PC has a

good reputation for its money transfer service.

Ownership:

PC is a 100% statc-owned company. Its llcensmg by the Ministry of Infrastructure
Devctopment (MOID) effectively gives it a monopolj,r in postal operations. The license
"~ is valid up to May 2007. |

Organization:

PC has 373 branches, including its headquarters, and 905 employees. In addition to its
branches in all aimag centers, PC’s rural network extends to 330 sub-branches, the
widest in Mongolia. Peoplc trust PC as a governmental organization and it has no bad
" loan problem. It is possible o use PC’s network asa rural banking tool.

Business:

PC is under the supervision of MOID. PC’s Director Generals Council makes
management decisions. There are five members in the Director General’s Council. They
are Mr. J. Baatarkhuu (Director General), Mr. B. Baatar (First Deputy Director), Mr. D.

"Tugsoo (Deputy Director General, Director of Operational Division), Ms. B. Purevsuren’
(Director of General Affairs Division) and Mr. O. Tomur (Director of Financial
Division). ' C

PC’s income statcment of 1998 shows total _réveliue of MNTL,567 mitlion. The
breakdown of revenue is 1,045 million (67%) for postal scrvices, 317 million (20%) for
publications, 146 million (9%) for passenger transportation and 57 million (4%) for '



others. On the other side, total expenditure is MNT 1,485 million. Some of the items and
figures are salary, 473 million (32%); fuel, 166 miltion (11%); and transportation cost,
104 mitlion (7%). Profit after tax is MNT20.5 million. Although PC’s profitability is
not so high, it has accumulated capital of MNT883,477.8 thousand. (The ratio of net
worth to total assels is 68.3% as of the end of December 1998.)

PC pays all Hovd sub-branch costs (postal service and banking services) through a
contract with Post Bank. In Hovd Aimag, the annual cost of one sub-branch is MNT1.7
million. Annually PC pays MNT30 million to maintain thc Hovd Atmag banking
network. This is one of the reasons for the low profitability of PC.

The batance sheet structure (assets; a_-nd liabilities) of PC is sound. Tofal asscts is
MNT2,531 miltlion. Current assets is 1,423 million, including 292 million in a
commercial bank current account; and fixed assets is 1,107 million, mainly for post

office buildings and fixtures.

Although PC has little banking experience, it has the potential to provide such services
using its existing national network.

T



Table 12 Mongol Post Company Data 7 o ___(AsofDec. 98)
Sukhbaatar squarc-9, 210613 Ulaanbaatar-13, Mongolia;

Head office Tel: 320137 Fax: 314124

Estab]ishm_cvl_l_t November 1, 1994 e )
Capital amount | MNTZ883m

Sharcholders 100% state owned

Mr. 1. Baatarkhuu: Dircctor General

M. B. Baatar: First Deputy Director General

Mr. D. Tugsoo: Deputy Dircctor General (Director of Operational
Division)

Ms. B. Purevsuren: Director of General Affairs Division

o Mr. O. Tomur: Director of Financial Division ]

Nov. 94: Separated from telecommunication services

Feb. 97: PC succeeded Mongolian Stamps company

June 97: PC collected taxes, delivered pensions in Hovd Aimag
1998: PC started money order services '

Management

Business history

‘Number of branches 373, including HQ

Number of employees 905
N HQ: 135

i‘f:'d";bnf‘ l;’fegsr?'r‘f};ﬁ; (el | pranchesinUB: 21 233

Enumbc‘; og watchien) Aimagbranches: 21 300(34)

N Sub-branches: 330 337 (19)

Business characterislics Naltionwide postal network B

Operations Postal services, publication, {ransportation, moncy orders

Assct size MNT 2,531m

Total revenue MNT 1,567m

(Compiled by JERI)
Table 13 PC’s Balance Sheet 1998 (%) Table 14 PC’s Income Statement
_ e 1998 (%)
Current Assets 56.2 | Cument Liabilities 317 | Total Revenue 106.0
| (Cash) (0.3) | Capilal 683 Total Expenditure 94.8
Fixed Assets | 43.8 | (Bquity) (4.9 (Salary) (30.2)
Other Assets 0.00 {Reseives) (33.4) Profit Before Taxes 52
Total Asscts 100.0 | Total Liabilities & 100.0 Taxes 39 |
_ _| Capital i I
{Compiled by JERI) Profit Afler Taxes 1.3

(Compiled by JERI)
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2,23 Post Bank (PB)

History:

Post Bank was established in April 1993, starting operations in Ulaanbaatar only. From
March 1998, cooperating with Post Company, PB started rural banking services
(transfers of pension, satary and so on) in Hovd Aimag. All of the costs of PB’s aimag
center branches and sub-branches are paid by PC. In rural areas PB is located in the post

oftice, its office space is provided by PC.

Ownership:
The main shareholders are pnvate concerns; only 4. 9% is held by the State and state-

owned companics (Mongol Telecom, Post Company). Although there is a business
relationship, PB is not a subsidiary company of PC, in practice or in law.

Organization:
There are 49 branches, including PB headquarters, and 187 employees. PB has a branch
in each aimag center, and it has potential to expand the rural banking nctwork.

Business: :
Lending is donc mainly at Uiaanbaatar headquarters but PB is planning to expand this

business to aimag center branches beginning this year. PB’s criteria for opening rural
branches are that the economic situation of the area is aclive and there is no compelitor.
PB is developing rural banking business in an attempt to improve its profitability.

Compared to those of the Savings Bank and Trade & Development Bank, PB’s

profitability is low, but its ratio of net worth is high (PB, 38.7%; TDB, 8.9%; SB, 5.3%).
Total assets is MNT2,537 million. Loans is 1,410 million, and Deposits and Current
Account are | 1420 million. ‘The bad loan ratio is 16%. Total revenue is MN'T394 million.
Interest revenue is 234 million and non-interest revenue is 159 million—one revenue
source is collection fee of sales cash of NIC (the state-owned gas station company) from
its rural branches_. PB is expanding its rural nctwork, not only in Hovd, but also in other

aimags.

The main borrowers from PB are large Mongolian combanies such as Mongol Telccom,
NIC and the State electricity authorities. Therefore PB has been able to guarantee a
stable profit without significant risk.
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Table 15 Post Bank Data

(As of Dec. 98)

Head office

Sukhbaatar street-9, Ulaanbaatar-13, | Mongolia
Tel: 310993, 311607  Fax: 326518

_ﬁEstablishmcnt

April 1, 1993

Capital amount

MNTS830m as of June 1999,«-MNT480m as of 1998 («-MNT50m as
of 1993)

Shareholders

4.9%. state ownership (state-related companies), 46.9%, private
economic cnfitics; 48.2%, individuals as of June 1999

Management

Ms. D. Oyunjargal, Bxccutive Director
M. D. Bayar, Vice Director

Business history

April 93: Start of operation, 5 branches in UB
March 98: Openmg a branch and sub-branches in Hovd

Number of branches 49, including HQ )
Number of employees 187
1Q: i 50 -
Nutnber l;’fe:;?[‘f‘;‘;; (e | BranchesinUB: 6 10
ployees (0§ Aimag branches: 21 64 .
{Watchmen hired by PC) Sub-branches: 21 63 21)

Business characteristics

Main banking business is done in UB.
But rural banking scrvices (just transfer service) have started in Hovd
Aimag in coopetation with PC. :

QOperations

Lending is done just in UB HQ now.
(Planning fo expand lending business to aimag center branches from

next year)
. Deposit taking, transfer/payment, others
Assct size MNT2,537m
Total revenue MNT3,943m

Table 16 PB’s Balance Sheet 1998 (%)

_ {Compiled by JER1)
Table 17 PB’s Income Statement

_ . 1998 (%)
Current Assets 313 Deposits & Current 559 Tofal Revenue 100.0
Account T - : . )

{Securities) - (7.3) | Borrowing - m:, 0.00 - (Interest Revenue) (59.5)
Loans 55.6 | Other Liabilities 53 | Total Expenditure 974
Fixed Assets 52 | Copital 3838 (Interest Expenses) | (13.6)
Other Assets 7.9 (Eqmlyj {18.5) Profit Before Taxes 26

: (Reserves) (20.2) Taxcs _ 04
‘ L o _ _ : LPmﬁt Aﬂcr Taxes 22
Total Assefs 100.0 | Tolal Liabilities & 100.0 _ {Compiled by JERI)
. 1 Capital 1

{Compiled by JERIL)
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2.2.4 Savings Bank (SB)

History:

Savings Bank was established in December 1996 to secure the houschold deposits
(MNT20.5 billion) of two liquidated banks: People’s Bank, and Insurance Bank. The
government paid SB’s capital (MNT400 million), using the proceeds of a government

bond for economic restructuring.

Ownership:
SB is 100% owned by the government (MOF).

Organization:
There are 38 branches, including headquarters, and 342 employees. SB has just 10
branches in rural areas-—that is, SB docs not have a branch in every aimag centre.

Busingss: 7 : : ‘ ,
Mr, C. Enkbat has served as SB’s CEO since January 1999. (In the past he was a
lecturer at the Finance and Economics fnstitute of Mongolia before joining the MOF.)

SB’s main activity is accepting deposits from the houschold sector. SB had MNT30,739
million in personal deposit at the end of 1998 (89% of the total assets). Lending is only
extended to customers who put up their deposit as collateral. ‘The loan limit is set
between 70% and 90% of the deposit. Deposits are mainly invested in government
bonds (restructuring bonds), which are not marketable.

From the savings mobilization viewpoint, SB plays the most impeortant role in the
country. SB’s personal savings share is more than 50% in the country.

By the end of 1998, SB had MNT25,100 mitlion (73% of all its assets) in government’s

economic restructuring bonds, and the accrued interest receivable on government bonds

was MNT2,139 million. The net cash income is actually negative and there is fear about

~ a liquidity problem (all accrued interest receivable on governmient bonds was paid in

" December 1999). Out of next year’s budget, the govemmcﬁt has set aside MNTS billion
for the redemption of government bonds, to ensure SB’s liquidity. SB’s net worth ratio
is just 5.33%, the second lowest (to AB) of the five organizations.
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Table 18  Savings Bank Data

(As of Dec. 98)

Commerce Street-6, Ulaanbaatar-11, Mongolia;

Head office Tek: 312043 Fax: 327467

Bstablishment Decomber 1996 ‘

Capilaﬁﬁm\}nt 'MNT 400m ﬁ - o . )

Sharcholders 100% state owned N
hManagemcnt | MeC Enkhbat (CEO) - o

Business history

Dec. 96 Bstablished to secure household deposits (20.5bn MNT) of
liquidated Pcoples Bank and Insurance Bank: GOM issucd
governiment restructuring bonds and paid 400m MNT in capital

Nutnber of branches 38, including HQ
Number of employees 342 at the end of 1998 _

X ~THQ: 1 21 ()
I;f:ldn;b;rl;)fegsﬁzzcl;ﬁ; (telty Branches in UB: 27 207 (4)
(numbel: og watchi en) Aimag branches: 9 107 (34)

Sub-branches. 1 7(1)

Business characleristics

| (lending limit is 70—90% of the deposit)

Deposit taking is the main activity
Deposits arc mainly invested in government bonds
Lending is just for the customers who offer their deposit as collatcral

Operations - Deposit taking, l¢nding, fransfer/payment, others
Assel size MNT 34,235m ' '
Total revenue | MNT 8,712m

‘Yable 19 SB’s Balance Sheet 1998 (%)

© (Compiled by JERI)

‘Fable 20 SB’s Income Statement
1998 (%)

94.1

Current Assets 956 | Deposits & Custent Total Revenue 1000 |

Account ' g : :

{Securities) - (81.7) Borrowing, 0.0 __ (Interest Revenue) ) (97.6)
| Loans 1.1 | Other Liabilities 06 | Total Expenditure 1959

Fixed Assefs | 1.6 | Capital 5.3 {Interest Expense) (87.8)
‘Other Assels 1.7 (Equity) (1.2) Profit Before Taxes - | - 4.1
| -+ -1 (Reserves) (4.2) Taxes . : 0.0
Total Asscts 100.0 | Total Liabilities & 100.0 Profit After Taxes 4.1

- Capital ' | '
(Compiled by JERI})

(Compiled by JER1)
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2.2.5 Trade & Development Bank (1'DB)
DB is the biggest bank in Mongolia. Its asset have grown to MNT57,565 million (37%

of the total assets of the Mongolian banking sector), of which deposits is MNT43,564
million (33% of totat deposits in the country).

History: _
TDB was established in January 1991 by separating the intcrnationai setttement division
of the State Bank. The assets it inherited werc mainly those of excellent customets
conducting international business. TDB has been fortunate in its banking life.

Ownership:
TDB was 100% state-owned at its establishiment, but now the State’s share is 70% and

the employees have a 30% stake.

Organization: _
TDB has 10 branches in total and there are 223 cmployccs Its main acitvilies are

focused in Ulaanbaatar where there are four branches, including its head office. There
are only six rural area branches: TDB has little interest in rural banking business. The

bank is a leader in foreign trade ﬁnénce.'

Business:
The managemcnt commlttee members are Mr. D. Naranhuu (President and CEQ), Ms. B.

Saran (Scnior Vice President), Mr. B. Medree (Vice President), Mr. O. Khurelbaatar
(Vice President) and Mr. 8. Orgodol (Director of the Administration and Personnel

Department).

F DB’s proﬁtablhty is high: the ratio of net profit to total revenue is 19.7%. TDDB’s asset
structure is loans, 32%, placement with other banks 26%; secunhes 19%; cash &
~_short-term funds, 11%, and fixed assets, 6%. Deposits and current accounts occupy 78%

of total assets, and the ratio of net worth to fotal assets is 8.9%. '

* Public trusi in TDB.is the highest among commercial banks.
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Table 21 Trade & Development Bank Data

(As of Dec. 98)

Head oflice

| Tel: 312362, 327020 (Int)

Khudaldaany gudamj-7, Ulaanbaatar-11, Mongolia;
Fax: 325449, 328231

_Iz‘stablishment

January 1991

Capilal amount

MNT 963m

Statc ownership, 70%; employeé ownership 30%

ﬁghareholderg

Management

Mr. D. Naranhuu, President and C.E.O
Ms. B. Saran, Sciior Vice President,
Mr. B. Medrce, Vice President

Mr. O. Khurclbaatar, Vice President

Business history

Jan. 91: Members of intcrnational settlement division of the former
bank established - :

MNumber 6f branches
(dctailed)

Number of branchies | 10, including HQ B B
Number of ciployees 223 as of the end of 1998
HQ: 1

Branches in UB:; 3
Aimag branches: 4
Sub-branches: 2

Business characteristics

By the end of 1998, TDB’s share of Mongoha s banking sector
accounted for about 37% of the total assets, 72.4% of foreign asscts,
33.2% of total deposits, and 42% of corporate and 18% of retail
customers’ current account balances. There was also a drastic
increase in the dcpos;t balance (by 60.8%) compared with 1997.
Lending activities in 1998 were focused on export- -oriented and
import-substituting sectors, promoted by the GOM.

TDB is a leader in the foreign trade finance sector.

Operations

Deposit, lending, transfer/payment, others

Asset size

MNT 57,565m

Total revenue

MNT 10,492

Table 22 TDB’s Balance Sheet 1998 (%)

(Compiled by JERI)
Table 23 'TDB’s Income Statement
1998 (%) :

22

Current Assels 60.0 | Deposits & Current 783 Total Revenue 100.0
. ~ Account I
[ (Sceurities) (19.3) | Bosrowing 8.4 (lnterest Revcnuc) (76.0) |
Loans 322 | Other Liabilities 4.3 “Total Expendilure 708
Fixed Asscls 6.4 | Capital 8.9 (Interest Expenses) " (8.8)
Other Asscts 1.3 (Equity) (1.7) | Profit Before Taxes 292
) (Reserves) (7.3) Taxes i 9.6
Total Asscts 100.0 | Total Liabilities & 100.0 | Profit After Taxes 19.7
Capilal _
(Compited by JERI) (Compiled by JERT)




2.2.6 Microfinance and other lending activitics

2.2.6.1 Microfinance and other lending activities

Forinal financial scrvices in Mongolia are decreasing. This situation has caused an
increase in the number of microfinance and other lending activitics, although their
lending size is small. For instance, Golden Fund for Development, supported by the
UNDP, started micro-credit in September 1998, and Mercy Corps International (MCI),
supported by USAID, is set to start lending activities as a part of the Gobi Regional
Fconomic Growth Initiative. Lending activities by a few cooperative associations are
being supported by GTZ; and several other savings and credit cooperatives have been
established since 1997. However, it is not easy for these institutions to substifute and to

provide full banking services.

‘These institutions are lending at an average monthiy interest rate of 6%. The number of
borrowers is growing rapidly, and the rate of bad loans is low. These lending services
are mainly targeting entrepreneurs in cities (aimags). In order for such business to be
successful, it is essential that there be credit analysis before lending, monitoring after
tending, and transparency and accountability.

2.2.6.2 Golden Fund for Development (Golden Fund)

This microfinance institution was established in September 1998 with the support of the
UNDP. Its main task is to provide microcredit for individuals. It gained a lending
license from BOM in September 1999.

Golden Fund for Development has alrcady served 3,862 customers—loan outstanding
is MNT202 million (US$190,000)—since its operation started. The ratio of bad loans
during this period is only 1.8%, indicating that the lending business in Mongolia is
feasible. The lending scheme of the Golden Fund is a monthly interest ratc of 6%, a
foan term of three months, and a requirement of coltateral. The average loan amount per
project is around MNT146 thousand (about US$140). As for the customers, 62.6% are
engaged in trading, 23.5% in production business and the rest in service induslry.

The Golden Fund is basically modeled on Grameen Bank in Bangladesh. However, it
has been modified to suil the business activities in Mongolia. The main characteristics
are that (1) it does businessés mainly in cities (aimags), not in rural areas (soums); (2) it
“focuses on individual toans, not on group lending; and (3) ils main goal is not poverly
alleviation but ¢ontribution to social economic development.
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The headquarters and three branches are located in Ulaanbaatar. There are two branches
in Dornogovi aimag and one branch cach in Hentii aimag and Darhan-Uul aimag. One
of the branches in Domogovi was established in Airag soum in October 1998. Alter one
year of operation, the Airag branch has 154 customers with loans ouistanding of
MNT19,949 thousand (about US$19,000). Its bad loan ratio is 6.4%, which is relatively
high compared to the ratios at other branches.

2.2.6.3 Mercy Corps International (MCI)

USAID started the Gobi Regional Economic Growth Initiative in March 1999. This is a
patt of S-year economic development plan for the Gobi area. It consists of projects
regarding (1) information system, (2) local governance, (3) business development and
(4) national policy. MCI is one of the operating enfities and is ready to start lending
activities that are a part of the business development project. The targeted customers are
cntreprencurs in such industries as agricultural product processing, manufacturing,
trading, physical distribution and service delivery. An individual loan ranges in size
from US$1,000 to US$30,000; the loan term is from three months to three years; and
interest rates are market-based.

2.2.6.4 Cooperative Association _ .
Twenty-four of Mongolia’s savings and credit cooperatives have un!ted and established
a non-profit organization called the Mongolian National Confederation of Savings and
Credit Cooperatives (established in April 1999). The confederation provides such
services as consulting for the members.

The savings and credit cooperatives are regarded as financial intermediaries among the
members. Figures for the average cooperative are as follows.

(1) Number of members: 10 to 20 _

(2) Capital amount: MNTT1 to 10 million

(3) Total amount of savings: MNT1 to 5 million

(4) Interest rates (savings): 1 to 3% per month

(5) Total amount of loans: MNT to 3 million

(6) Interest rates (loans): 5 to 8% per month

{7) Ratio of bad loans: 1%
Twenly of the 24 cooperatives of the confederation are !ocated in Tov Almag, two in
Zavhan aimag and, one each in Govi-Altai aimag and Tov aimag. One of the two in
Zavhan aimag is opeiated in a soum. The total number of members is 695.
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3. Funds Flow in Rural Arcas

3.1 Overview ,
Public funds constitutc a main money flow as well as a main actual cash flow in rural

areas in Mongolia. Pension payment and local budget subsidy flow into rural arcas;
sales procceds of NIC, a gas station company, arc transferred out of rural arcas.
Including the funds of such state-owned companies as NIC, Mongo! Post Company and
Mongol Telecom, the money going through the banking system in rural areas comes
mostly from the public sector. Private businesses do not use banking scrvices, at least
not for transactions in rural areas. Cash is actually physically brought in and taken out
of rural areas instead of transferring money through the banking network. Rural
residents do not deposit their cash income; they spend it on consumption goods, and this

cash does not come back to the banking network.

Table 24 Money Flow ir Rural Areas

Money Inflow to Soums o —Maney Qutllow from Soums
Active General budget subsidy NIC sales transfer

Pension payment subsidy Post and telecom sales transfer

Other benefits payment Private money transfer

Private money transfer ]
Inactive Loan funds from AC branches Deposit transfer to AC branches
Outside of the of | Procurement of agriculture products | Purchase of consumpiton goods
banking system o

(Compiled by JERI)

At the soum level, a bank sub-branch receives (sales) cash from NIC, Mongo! Post
Company and Mongol Telecom to be transferred to their UB head offices, and pays out
pensions, social benefits and the salary of government officials. Since the batance of
these activities is negative, cash has to be transferred to the soum branch from its aimag
cenfer branch. That cash initially has to be transferred from UB, since the aimag center
branches are also usually short of cash. Thus cash flow in rural areas is in onc direction,
from aimag center fo soum. There is now practically no new lending or depositing af

soum-level bank branches.
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Table 25 Cash Flow at Bank Branches in Soums

|

[ Cash Inftow to Bank Sub-branches

Cash Outflow from Bank Sub-
branches

Active ‘General budget substdy | Salary payient .
Pension payment subsidy | Other budget payment
Other benefits budget Pension payment
| NIC sales o Other benefit payrent
| Post and telecom sales ) -
Tax payment
Social insurance premium payment .
i Private money transfer Receipt of private noney tiansferred
Inaclive Deposits Deposit withdrawal
Loan repayment New loans

{Compiled by JERI)
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Chart 3: Funds Flow in Rural Areas
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3.2 Budget Funds Flow

The state budget (general government budget) is composed of the central budget and
local budget. The central government budget includes such special purpose funds as
social security fund, social assistance fund, ctc. The local budget consists of the aimag
government budget including UB city and the soum government budget, which do not
inctude special purpose funds.

Most of the local governments are not self-sufficicnt and reccive gap-filling subsidy
from the central government (Table 26). At the soum level, the sclf-sufficiency rate is
cven lower (Table 27). ‘Fhe social security fund is not self-sufficient either and is
subsidized by the general budget, while the social assistance fund is wholly budgeted by
the general budget. Thus there are two large government funds flows from the center to
rural areas, ie., '
(including social assistance). Pension and other benefits payments are the other major

subsidy for local budget and subsidy for social security payment

cash inflows to rural arcas. The major expenditure items of the local budget are
education and health (mostly used for wages of teachers and medical staff). When the
wages of administrative stafl are included, wages is the largest expenditure item for
soum governments. Thus the government funds flow into rural areas is for the monthly

paychecks of rural residents.

Table26 Local Government Budget in 1998 - (MNT billion)

Local Budget | Excluding UB, State Budget
i Total DH, SL
Expenditure 100.7 56.3 324.7
Revenue 60.7 19.9 2272
Subsidy from CG 28.0 28.0 “
Self-Sufficiency 60.2% 35.3% 70.0%
rate -

Data Source: NSO Mongotian Stalistical Yeasbook 1998 (Compiled by JERI)

Table27 Average Budget Per Soum Government in 1998 (MNT Ihousand)

Hovd - Omnogobi Arhangai
 Aimag |
Expenditure 14,647 13,174 17,232
| Own Revenve 1,327 569 926
Subsidy 13,320 12,605 16,450
Self-Sufliciency 9.1% 4.3% 5.3%
Rate —

Data above exclude lhose of aimag center sounis.
I3ata prowded by the relevant aimag govemments ((,omplled by JE RI)
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To transter money, the government basically employs Agcicultural Bank for rural
payment and Savings Bank for UB arca payment. Because the public payment delay has
become serious, the government has begun using the BOM network to teansfer funds to
aimag centers. But, the delay has been caused by the government’s financial problem,
just as much as by the fack of liquidity at banks. As to pension payment delay, business
entities’ (employers’) delays in making premium payments are another major reason.

A new regulation on inter-bank clearing was introduced on July 1, 1999, requiring banks
to clear inter-bank transfer only at their head oftices. As for the government [unds
mentioned above, cash is actually sent from the MOF account at the BOM head office
to a BOM aimag center branch. In order to transfer funds from the BOM branch to a
commercial bank branch in the aimag center, {unds must be cleared at the head office of
the commercial bank before the funds are finally paid out to receivers. The new
clearance process requires two to three days more than needed under the previous rule.
However, this delay is not so serious when compared with the two-to-three-month delay
caused by the liquidity problem of the government and banks.
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3.3 Social Insurance and Social Assistance Funds Flow

The social security system in Mongolia is administered by the Ministry of Health and
Welfare (MOH) and implemented by threc agencies under MOI. The State Social
Insurance General Offices (SSIGO) is responsible for the pension and other social
insurance system, while the Labor Regulation Office is responsible for unemployment
benefits, and the Social Assislance Office is responsible for other benefits systems.

Social security is the responsibilily of the central govermnment and is implemented by its

nationwide organization and staff. The Social Insurance Depariment is present in each
aimag government, including UB City and its districts. At the soum govemment level,
generaily there is one SSIGO staft member (three to four in large soums) responsible for
social insurance. There are scparate and independent budgeis at the local government |
level for the general account and social insurance. The local governor can neither
intervene in the social insurance budget nor use it for other purposes.

The cucrent social insurance system is composed of five kinds of insurance: refirement
pension, social benefits insurance, work injury insurance, unemiployment insurance and
heaith insurance. Employers and employees contribute to the insurance fund. The total
contribution rate is 30% of the employee’s wage; employees pay 10% and employers
pay 20%.

The minimum amount of retirement pension is stipulated as MNT12,000 by law.
According to the estimation of SSIGO, the average pension is between MNT17,000 and
MNT18,000. However, actual payments in 1998 seem lower than that figure, around
MNT12,000 to 13,000, and they are varied among aimags. Monthly payment of
pensions and benefits (excluding those made in aimag centers) in 1998 was around
MNT3 to 4 million per soum (Tables 28 and 29) .

Table 28 Social Sccurity Payment in 1998 ()

Total Payment Number of Avcrage Monthly ]
Nationally Recipients Payment per Person
Pension MNT39,075 million 273.1 thousand MNT11.9 thousand
Other benefils 19,726 1405 (1.7
[ Total 58,801 413.6 11.8

Data provided by NSO (Compiled by JERI)
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Table 29 Social Security Payment in 1998 (fl)

(MNT thousand, persons)

~ Dornod Hovd Omnogovi |  Selenge

Aimag’s Total Pension 873,693 496,951 696,049 983,211
Payment } .

Aimag’s Total Number 5,492 5,959 4,363 6,077
of Recipicnts — ]
Avg. Monthly Payment 13.2 6.9 133 13.5
| per Person

Avg. Monthly Payment 2,510 1,657 2,809 2,368
per Soum ,

Number of Recipicnts 187 276 221 168
per Soum

Aimag’s Total Benefils 355,018 171,818 277,889 444,904
| Payment |

Aimag’s Total Number 2,740 2,017 6,609 2,656
of Recipients o

Avg. Monthly Payment 10.8 7.1 35 14.0
per Persen : —

Avg Monthly Payment 895 499 1,073 949
per Soum

Number of Recipients 80 32 345 76
pet Soum o ' _. -

Note: Figures per soum exclude those of the aimag center. In the case of Sclenge, Mandal is also excluded
in addition to Suhbaatar.
Data provided by the aimag governments (Compiled by JERI)

Though the government wants the system to be self-sufficient, the central government
currently subsidizes the system by about 30% of the pension and heaith insurance
expenditurcs (from the general budget). All aimags except Ulaanbaatar, Dahan, Orhon
and Govisumber receive subsidy from the central government. The other three
insurance types are self-sufficient and are funded only through insurance premiums.
Receiving subsidy from the budget, $SIGO has to report its financial staius to MOL, and
MOF has a representative on the National Council of Social Insurance, the decision-

making organ of the social insurance system.

Actual cash transfers to rural arcas from the central government arc calculated as

follows.

To aimag government: Total pension payment in the aimag, including those of the
aimag center, less the social insurance premium paid in the
aimag. The difference is transferred to the aimag center office
from UB.

To soum government: Total pension payment in the soum, less the social insurance
premium paid in the soum. The difference is transferred to the
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soum from the aimag center office.

Each of the five insurance types has an individual account with BOM. Funds for
insurance payment are transferred to aimag centers through the BOM network. Staff of
Agricultural Bank’s soum branches receive cash at aimag centers and take it back to the

soums,

However, the government subsidy has been delayed due to the government’s financial
situation. The current amount of the delay outstanding is MNT1.4 billion. Since SS1GO
does not know when it will receive subsidy, available funds have to be distributed
equally among aimags. At the soum level, thosc who arc in most need (i.c., those
dependent solely on pension) ace given priority to receive pension. Most such cases are

for residents of soum centers.

$SIGO calculated the cost of carrying out pension payment by itself in the event of an
Agricultural Bank network closure, and found out that the cost was huge and that -
SSIGO did not have human resources and equipment capable of transferring moriey.
However, according to SSIGO judgement, closures of Agricultural Bank branches near
aimag centers have not caused serious problems so far. Residents can access aimag
centers by themselves and through mobile banking services. '
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3.4 Tax Collection Flow
Taxes collected in rural areas should create moncy outflow from rural areas to UB. In

reality, however, the taxes collected in rural areas are expended in rural arcas and do not

flow out.

The national tax of Mongolia is comprised of state tax and local tax. Local tax is
collccted by local governments and expended by local governments. State fax is
collected by the Generat Department of National Taxation (GDNT), as well as by local
governments, and is expended by the central government. In reality, the state taxes
collected by locat governments are not transferred to the Treasury. Soum governors arc
permitted to expend alt taxes collected in their soums except for VAT. There are one or

two tax officers in each soum who assign and collect tax.

Among the state taxes, VAT is the only tax that is supposed to be shared between the
cenfral government and local government, 80% and 20% respectively. The law states
that all of the VAT collected by local governments should be fransferred to Treasury,
then MOF returns 20% of it to the aimag governments. In reality, aimag governments
retain all of the VAT collecied and expend it by themselves. MOF and GDNT decided
that from January 1, 1999, the whole VAT collected by local governments would indeed

- be transferred to Treasury. This is intended to provide a better picture of the public’s fax
burden, which has been unclear to GDNT because tax payment and expense werce
handled at the aimag level. VAT on gold (10%) can be capturcd at the time of the sale to
the central bank. VAT on other goods is difticult to collect.

In GDNT there is a division which is in charge of large corporations regardless of their
head office location. Corporate income tax and withholding income tax are collected

solely for the central government.
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3.5 NIC Funds Flow

NIC (the state-owned gas station company) has an extensive national network of 340
stations in rural areas and 30 in the UB arca. Banking services in rural arcas are
important issues to NIC, which gencrates 70% of its sales from rucal accas. In a
reciprocal manner, NIC’s sales arc important to rural banking, since NIC is the largest
cash generator at the soum level. It should be noted that NIC’s sales have been
declining due to import shortage as well as competition from independent operators,

mainty in large cily arcas.

NIC had a monopoly status in sales of petroleum products up to 1994. Since then
several independent operators have come into the business, and NIC’s sales share has
been dectining rapidly—to 57% in 1998. NIC sold 227 thousand tons of petroleum |
products worth MNT67.6 billion in 1998, by importing it mainly from Russia. In rural
areas, sales volume almost halved between 1997 and 1999.

NIC’s sales proceeds used to be large enough to cover the payment of pay pensions and
salaries in soums, but they now seem to be insufficient in some areas. Average annuat
budget expenditure per soum was about MNT15-20 million in 1998 (Table 27), roughly
about MNTL.5 million per month. Social securily payment (including pensions and
benefits) per soum was about MNT4 million per month in 1998 (Table 29). In total
MNTS-6 million per month was necessary for government related payments in a soum.
NIC’s sales scem to have been sufficient to cover the payments in 1998. However,
gasoline sales have been declining and, at best, scem barely enough to cover the
payment in 1999 (Table 30).

Table 30 NIC Average Monthly Sales in Rural Areas (MNT million)

Hovd | chenge | Omno- | chenge | Dorod | Change | Selenge | change
- govt | ]
Tolal aimag 1997 235.7 179.2 154.4 202.6
sales 1998 1938 | -17.3 1503 | -16.2 157.1 1.8 12581 -37.9
1999 (1-9) 1325} 316 1059 -29.5 102.7 | -34.7 829 -34.1
Aimag center | 1997 73.1 ~ 69.9 648 | 54.7
sales 1998 620 -15.1 508 | -145 64.1] . -1.1 5171 68
Soumssales | 1997 | 1627 109.3 89.5 1 1479
1998 1318} -19.0 9054 -17.2 93.0 3.9 7411 499
Number  of 14 9 11 16
soum stalions . 1
Per soumssales | 1997 11.6 12.1 _ 8.1 921 |
1998 94| -19.0 10.1] -172] 8535 3.9 4.6 -49.9

Data provided by NIC (Compiled by JERT)
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NIC transfers sales proceeds from rural areas to UB through banks. For the salcs
transfers from soums, NIC has to use the Agricultural Bank network, as it is the only
available channel to the UB head oftice. NIC’s stations in soums sell gasoline for cash,
and the sales proceeds are faken to a soum branch of Agricultural Bank, which in turn
makes a payrent order to its aimag center branch. Then the aimag center branch makes
a payment order to the Agricultural Bank’s head oftice, which makes payment to NIC’s

current account.

For sales transfer in aimag centers, NIC uses TDB, where their branches are available.
NIC started using Post Bank in rural areas in June 1999. NIC's internal policy is to
transfer sales money to its head office within three days. TDB and Post Bank can
usvally handle the transfer on time, but Agricultural Bank is always slow. Thus, NIC’s
current order of priority for banking services is (1) TDB, (2) Post Bank, and (3)
Agricultural Bank. ' '

Transfer fees difter depending on banks and distance; the average rate is about MNT140,
ranging from MNTL00 to MNT180. TDB provides the lowest flat fee, MNT100; the
Post Bank charges MNT120, and the Agricultural Bank charges higher. An additional
fee is charged for expedited transfers from aimags to UB (MNT1,000).

NIC does not use banking scrvices other than for transferring sales proceeds to the head
' office. Because NIC is always in need of cash to purchase petroleum products, it does
not deposit its sales proceeds and keeps only current accounts at banks. In addition NIC
needs bank credit for working capital to cover the time lag of 30 to 40 days for the
purchase, shipment, and distribution of petroleum products.

NIC does not even use banks to pay salaries of soum station employecs, because soum
bank branches may not have cnough cash on hand to cover such payment. Therefore, a
group of NIC experts deliver the pay when they visit soum stations every month, to
check the petroleum rescrve, or soum disteibutors are paid when they visit aimag centers
branch to submit financial statements and other documents.

- 36



3.6 Agricultural Industry Funds Flow

(1) Busincss scctor

Major livestock products which can carn cash income are cashmere, wool, hides and
skins, and meat (live animals). Among them, cashmere has become the most marketable
product, and the number of goats in the couniry has increased sharply, reaching 11
million in 1998 from around 5 mitlion in 1990. The majority of the goats are raised in
the souihwest aimags (Bayanhongor, Govi-Altai, Ovorhangai, Omnogovi, Dundgovi,
Hovd, and Zavhan). Crop farming products such as wheat and potato, shared only 12%
of the total agricultural output in 1998.

Under the socialist regime (up to the carly 1990s), the procurement of livestock
products was implemented according to the State plan. There was an organized
procurement system. The Trade and Procurcment Agency at the soum level made
contracts with producers, processors and transporters. The Trade and Procurement
Board at the aimag level operated as an intermediary between the State and the soum-
level organizations. All the trade was settled in cash, for which bank loans were
available. The procurement of crop products was simpler, since most were produced by
relatively large-scale State farms which were geographically concentrated in the central
part of the country. The State farms made their own individual contracls with

Processors.,

With the collapse of ihe state procurement system, herders, becoming private owners of
livestock, now sell their products through various channels. They mostly sell to private
traders or dircctly to processing companies. Privale {raders are either independent,
agents of Chinese traders or agents of processing companies. Soum or aimag-based
traders mostly self their purchased products to Chinese agents at the border trade points.
Because of high demand and competition in the procurement of cashmere, domestic
processors have started to establish representatives in rural areas o secure raw materials.
Mongol Amical, a US joint venture cashmere processor, now has thirly warehouses in
aimag centers and soums for stable procurement. It is roughly estimated that two-thirds
of all cashmere is purchased by demestic processors and the rest by Chinese traders. A
meat processing company, Mahimpecks, also has its own procurement agents in 10
western and two eastern aimags to purchase livestock.

Cashmere and came! wool are sheared and traded in spring and carly summer (March to

June), sheep wool in summer, and hides and skins in late autumn and early winter.
Because of the seasonal feature, livestock product procurement requires working capital.
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Until 1996 there were operative branches of People’s Bank and Agricuttural Bank
throughout the country; and processing companies coutd borrow moncy from the banks
for procurement of livestock products. Currently 20 to 30% of the purchase is settled in
kind. Batter is equally common throughout the country. In barter trade, the livestock
products are exchanged for such goods as motorbikes, flour, tobacco and other
consumer geods. The local traders and agents survey the needs for goods of herders.

Barter trade is observed even in infernational trade. Mahimpecks exports beef to Russia
and sclls mutton domestically. The export is in exchange for such goods as motorbikes,
petroleum and flour. The petroleum is sold to NIC and other goods are used for barter

{rade with herdsmen.

Neither processing companies nor private {raders use banking scrvices now. First of all,
bank loans are mot available for them now. And they do not use transfer/payment
scrvices for procurement in rural areas, since they do not trust in the service. Therefore,
they take cash and barter goods in rural arcas either directly or through agents. The
processors andfor agents transport the cash and barter goods either by plane or by jecp
and truck with security guards (generally contracted policemen).

(2) Herders’ cash revenue

The main cash revenues of herders are from cashmere sales in spring, and livestock or
meat sales in autumn. There is a large difference in the cash revenue from cashmere
sales and that from meat (livestock) sales. According to a meat processor, the average
livestock sales volume per herder was one cow and ten sheep per year, which is
equivalent to only MNT100,000 to 200,000. However, the largest sales amount for onc
herder reached as high as MNT4 million.

According to a processor which buys cashmere from Uvs Aimag herders, the annual

“average sales per herder was around 150 kg (500g/goat times 300 goats), which was
equivalent to about MNT1.5 million. The price per kg, then, is equivalent to MNT
10,000, which level was prevalent up to early 1999. However, the price of raw cashmere
increased violently in 1999, reaching MNT40,000 in November and December. A Field
sutvey by National University of Mongolia also revealed that herdess with cashinere
goats in Omnogobi Aimag generally have MNT3 to 4 million in cash savings.
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Table 31 Local Prices of Selected Livestock (Products)

| ) (MNT)
ltem Unit Price
#Shcep‘ - I 8,000-20,(_}667‘ N
Cow o 50,000-60,000
Buil (castrated) | 100,000-130,000
Cashmere per kg 20,000-23,000
Milk per liter 350450
Sheepskin | piece 2,000-4,000

Note: Livestock prices were as of 1997. Livestock product prices were as of November 1999.
Data: MBDA (Compited by JERI)
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4. Demand and Supply of Banking Services

We conducted field surveys on rural banking services from the supply (and instifutional)
side as well as from the demand side. We divided the Mongolian territory into five
regions—west, central, south, north and cast--—following the lead of the Living Standard
Survey of NSO in 1998.

The Japanese consultant tcam conducted surveys in Domod (representing eastern
aimags), Hovd (western), Omnogovi (southgm) and Selenge (northern) Aimags,
interviewing such institutions as local governments, central bank branches, commercial
banks and post offices. The interviewing of soum residents was consigned to the
National Universily of Mongolia. It was conducted in five aimags, the four aimags
mentioned above and Arhangai Aimag (central).

The choice of arcas was to reflect regional characteristics. However, we obscrved that
rural banking sector problems were common to all aimags we studicd, which was

consistent with our research in the capitat city.

4.1 Availability of Rural Banking Services

4.1.1 Banking Network in Aimag Centers

Each aimag center has between three and five bank branches, from among AB PB, RB,
ITIB, TDB, and SB (Table 32). However, among these players, only TDB provides full
banking services and it operates only in selected large cities. AB, RB and ITIB have
been under central bank contrel since February 1999, and they have stopped new
lending. Deposits have becn withdrawn {rom these banks (Table 36). Services are also
provided by healthicr players, though to a limited extent. PB provides rural areas with
only transfer/payment services. SB has started lending, but the lending is only for those
who offer their deposits as collateral, and ils toans outstanding is quite small.

There used to be more bank branches in aimag centers when lending was loosely and
competilively conducted, but they either failed of went under conservatorship. The
current number, three 1o five, is still consndercd large for the economic activities in rural

arcas.

4.1.2 Banking Network in Soums
In each soum there is basically one bank sub-branch, which is under the administration
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of an aimag center branch. Though some sub-branches close to aimag centers have been
closed, the formal banking nctwork practically remains infact at the soum level. AB’s
rural banking network is in all aimags except Hovd (served by PB), Sclenge (served by
RB) and the large cily aimags of Ulaanbaatar, Darhan-Uul and Orhon. PB and PC have
joint operations in rural areas: at the soum level in Hovd Aimag and at all aimag centers.
PC provides office space and staft at soum branches for both itself and PB. PC covers

all of PB’s rural operation costs.

Generally, three employees (manager, cashier and guard) work in each sub-branch of
AB and PB. Because of the low liguidity at soum branches, sub-branch staffers go to
aimag branches to receive cash for pension and salary payment. They go by jeep with
security guards, often off-duty policemen, since sccurity is an actual and important issue
in transporting the money. As for PB soum branches, the mail car is used for cash

delivery.

Table 32 Numbers of Bank Branches . . (As of Oct. 1999)
Aimag AB PB RB SB TDB | Others | 'Total
Arhangai 18 i 0 0 0 0 19
Bayan-Olgii 12 ! 1 | 0 0 15
Bayanhosgor 18 i 0 I - 0 . 0 20
Bulgan 15 [ 01 0 0 0 16
Govi-Aliai 17 i 0 0 0 0 18

[ Dornogovi 15 18 2 0 | l 20
Porned 15 i - D -0 1 0 17
Dundgovi 12| i 0 0 o 1} 14 |

- | Zavhan il | 0 0 0 0 22
Ovorhangai 18 i 0 0fp 0O 0 19
Omnogovi 14 i 0 0 0 | 16

 Suhbaatar | 12 i 0 0 0 0 13
Selenge | t 17 G | 2t
| Tov 23 1 0 1 0 0 25
Uvs 20 1 1 1y 0 0 23
| Hovd 1 17 8 t 0 0 27
Hovsgol -231 1 0] 1 0 0 25
Henti 18 1 -0 1 0 -0 20
Darhan-Uul 1 1 It 1 2]. 7
Ulaanbaatar 1 8| 9 28 71 24 77
Orhon I 1 1 i I 2 7
Govisumber 0 1 1 0 0 0 2
Total 276 46 40 37 12 32 : 520

The numbers above inchude branches (in——ai mag centers) and sub-branches.
Data: BOM  (Compiled by JERD)
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4.1.3 Postal System

The postal system has a comprehensive network all over the country, having one office
(sub-branch) in cach soum. In addition to mail, its rural area services include
subscription to publications, transportation (utilizing mail cars), and provision of moncy
orders and NIC checks (prepaid checks for oil purchases). Mail delivery service from
aimag centers is usually once or twice a week by vehicles; however, this has recently

been reduced due to gasoline shortage.

Aimag center branches have staffs of about 15, 10 for postal eperations and 3-5 for
banking. Soum offices have stafls of one or two. Hovd souin oftices have three persons,
who perform both postal and banking services. When postal scrvice and
telecommunication scrvice were separated into two different companies in 1994, their
offices also separated but remains in the same building. Though organizationally
scparated, the PC/PB joint bank business has preferential access to the
telecommunication network, which is the most imporiant communication channel and

covers all soums in the country.

4.1.4 Cash Flow
As we saw in Chapter 3, thc main money inflow to soumis comes from pension paymenl

and the central government subsidization of the soum government budget. The main
morney outflow from soumns comes from NIC sales transfers to the head office, and post
and telecom fees to the head office. Only SOEs are using banking scrvices now and the
money outflow is not sufficient for the money inflow. Thus, cash flows one way-—from
aimag centers fo soums—and returning money docs not flow through the banking

systemn.

4,1.5 Transfer/Payment _

Pension payments were actually delayed in all five of aimags we surveyed. AB and
other banks misused pension payment funds for such other purposes as extending loans
and deposit repayment (because of low liquidity and slack management). After being
put under conservatorship, the liquidity of AB deteriorated at first, due to increasing
deposit withdrawal. Then in August 1999, the government announced that of AB was
secure and deposit withdrawal subsided. Improved liquidity was the result of decreased
deposit withdrawal as well as a loan collection cffort. According to the Hovd experience,
PB provides quicker transfer services than AB did previously and PB does not have a
liquidity problem since it does not extend loans in rural areas.



4.1.6 Deposit

Bank deposits are being withdrawn and are dccreasing in all aimags (Table 36).
Among soum residents there seems to be low potential for saving as well as low trust in
the banking system. On the other hand, herders in Omnogovi seem to have enough cash
for savings, but they would rather lend it to acquainfances. Interest ratcs seem to be
lower than the profits available from trading and other business. PB started a policy of
accepting deposits in Hovd Aimag last September, but has not coilccted any yet due to
its low interest rate, 0.8%, compared with SB’s 1.5% (at mid October).

4.1.7 Leading

All banks have had bad loans, mostly out of the loans extended for crop farming.
Financial intermediation has not been conducted appropriately; most loans are directed
loans and were made without first performing credit analysis. As we saw above, no new
lending is available at the soum level.
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Table 33 Comparison of Rural Banking Services in Sclected Aimags (1)

Aimag Dornod Hovd Omnogovi Selenge
(Aimag Center) (Herlen) (Jargatant) { Dalanzadgad) (Suhbaatar)
Economy Livestock farming, Railway | Livestock farming, Border | Livestock farming, Crop farming (287ha),
runs, Border trade, Former trade, Eleclricity shortage | Border trade, Tourism Railway runs, Border
SO¥s (flour, meat, coal and | closed plants since 93.4. trade, Wood processing,
power) are stagnanl. Alcohol, Gold mining
Banking Network AB.TDB took oves PEBin | AB, RB (teok over PEB & | AB, Renovation Bank AR, RB, and ITIB
Aimag Center 93 and now has a majority 1B in96.12), SB, PBsince | took over ITIBin98.12. | which provides only T/P
busincss share. PB provides | 98.6 provides only T/P PB has provided T/P and loan recovery
caly T/P and P/P since 99.2. | [TIB were closed (carlier | since 992.1 and mobile TDB has been in service
PB took over services of AB branches sold to ITIB), { service to Lrading locals. | since 93.7. PB has
RBand ITIB in99.7. Mongo! Dasigal Bank provided T/P since 98.9.
Central Asia, 1B, RB, ITIB was closed in 96.12, and
were closed. RBin 99.9, (USAID
Telecommunication network project will stait lending
. is a problem, 3 opcrations) o
Banking Network AB has had braaches in 12 PD has had branches in 16 | AB in 13 soums; | RB took over PEB and
Soums soums and 1 bag. One soum- | soums since 98.3, (RBin7 soum-b near AC closed | has branches in all 16
b near AC and 9 bag-b were | soums), provides only T/P, | in97 soums, 61 stall in total.
closed. has losses dué to secutity Goto AC for banking Bad loans of
Only 2 of the soum-b are cost. PC pays all costs of services MNT3560m, mainly for
profilable, bul banking skill | PB banking services. PBin a few soums fanners. Average loan
is same at all soum-b. 11 out | AB branches were closed - | provides T/P (99.1-), loss of MNT3m/sub-b.
of 42 soum-b staff are in98.9. . facing security issuc Four profitable soum-b
oollege graduates. ar¢ along the raifway., |
Post System Has offices in 13 soums and | Has offices in 16 soums. Ifw service, mail service | 1w service for most
2 bags. 1/w service for PC started banking in97.6. | only soums, 3 times/w for
soums, 2/ between UB and | Three staff at cach soum souns along the railway.
AC by airplanc. office. Mail and money order
Transfar/payment from 99.2 | Before T/P started, only services, and sell NIC
Delay due to gasoline one sfafl was responsible check.
shortage for both post and lelcom. -
Cash Flow Bank money Row is one- SB deposits are transferred | One way from AC o Unregistered businesses
way from AC to soums. toUB soums can’t open bank
Return flow by traders is Moncy flows from AC to Cash deficit is 30% at accounts.
outside of bank. soums, 20% remains in AB, 15% at Innovation
Puring 99.1-10, cash out (of | soums, 30-40% to AC, Bank, (% at PB.
MNT20) from BOM branch | 50% to UB
and cash in of only
MNT74m N
Government No subsidy received from Expcnditure, MNT434m Expenditure, MNT288m | No subsidy from CG.
Budget CG in 1997 and 1998, not - | {own rev. 7%), Pension (own rev. 4%}, Pension | Pension MNT983m,
clear for 1999 — ncod MNT497m, Benefils MNT696m, Bencfits Benefits MNT319m
deficit cut measures. MNT172m MNT278m
Pension MNTR73m,
Benefits MNTI55m

Abbreviation: AB: Agricultural Bank, BOM: Bank of Mongolia, 1B Insurance Bank, PEB: People’s Bank, PB; Post Bank, PC: Post
Company, RB: Reconstruction Bauk, TDB: Trade & Development Bank
AC: aimag center, CG: central goverament, GF: government funds, Soums: soums excluding AC, soum-b: branch at soum, T/P:
transfer/payment, P/P: pension payment , I/w: oncea week
Source: Field survey conducted by the study team from 12 to 22 October 1999 {Compiled by JER1)



‘Table 34 Comparison of Rural Banking Services in Selected Aimags (i[)

Aimag Dornod Hovd Omnogovi S‘e!cnge
(Aimag Cenler) {Heilen) (Jargalant) {Dalanzadgad) (Suhbaatar)
Transfer/Payment P/P dclayed but not serions | AB and RB delayed Pension payment Pension payment
after conscrvatorship. pension payment in 1997, | actually delayed. delayed.
GF are transferred now by GF are transferred now by | NIC stasted use PB (in Dclay is not scrious in
BOM 1o AC (by air), by AB | BOM 1o AC,by PB to AC since 99.1 and at arcas close to AC, but
to soums (by jecp). soums (carlicr by RB). soums since 99.4). NIC | serious in some arcas.
Under the new clearing rule, | PB is quicker than RB znd | concens on PB sceurnily
transfer delayed further in AB. using mail car.
AB. Main private transfer is PB had only 4 lransfers
Only SOEs use banking tuition payment (in during 99.1-10.
SCTVICSS DOW, Scptember [Tom aimag to
PB started pension delivery | UB).
o in 9.7 L
Deposit Withdrawal increased after $B has 70% of deposits in | Generally tow capacity | RB deposits were
conscrvalosship. Hovd (MNT233m), offers | of deposit by soum transferred lo AB and
Low capacily of deposiis by | higher interest rale. resideats, but hexders sB.
houscholds duc Lo bad Soum residents do not have enough cash. Low trust in banks.
£CODOILY. make deposits, they koep No trust in banks. Better | Better to do business
Difficult to withdraw cash. to 6o business than to than to deposit at low
deposits due to Tow liquidity | 60-70% of depositors at deposit al low int. rate. | inlercst rate,
problem. AB and RB are herders. Governmenl bank is
Deposit withdrawal in 1993 | PB started doposil laking in | expected by some.
duc to inL rale decrease. 99.9, but no deposits have
come ycl.
Lending AB has bad foans (mainly to | Majority of AB’s bad loans | Bad loan volumes are AB, RB and ITIB have
crop larming). Loans were made al AC, 72mat AB, 14m at bad loans (mainly lo

cxtended at all levels,
including soum-b.

Collateral collected can’t be
sold away.

Only TDDB lends now, at
3.45-4.5% for busincss and
at 4-6% for individual_
Demand for loans cxists, but
no collaleral is available for
them.

RB lent to rlanufacturing
busincss in 97 and 98.

Only SB lends now, :
collateratized by 70-90% of
the value of deposits.

ITIB. )
Bortowing needs of
local residents are (or
trade and agriculture.
USAID project will
siart.

farmers). Directed loans
were extended during
93-95.

Only TDB lends now,
mazinly to fanmers
(MNT55m /50 Joans).
Fammers borrow from
Mourmill companics.
{Golden Fund Darhan
slarted opetation in 998,
has provided 106 toans,
al interest rate of 6%,
serves 16 of 60 bags)

Abbrc\lallon AB: Agncullu:a! Bank, BOM: Bank of Mongolia, IB: Insurance Bank, PE:B PeoplcsBank PB Post Bank, PC: Post

Company, RB: Reconstruction Bank, TDB: Trade & Development Bank
AC: aiag center, CG: central government, GF: government funds, Soums: soums ctcludmg AC, soum-b: branch at soum, T/P:

transfer/payment, P/P: pension payment, 1/w: once a week

Source: Field survey conducted by the study team from 12 to 22 October 1999 (Comp:led by Jij)




Table 35 Basic Aimag Data

Aimag Dorned [ 1ovd Omnogovi ) Sclenge
| (Aimag Center) {Herlen) (Jargalant) (Dalanzadgad) | (Suhbaalar)
Number of soums, incl. 14 t7 i5 17
AC
1998 population: total 843 930 462 107.0
(1,000) AC 186 274 12.6 223
' s 0“;“ (%) 457 (54) 656(71) 33.6(73) 84.7 (79
{national %) @h @9 (19 @4
1998 houscholds: total,  heedsmen 169 4225 190 103(54) j1L3 69(61) 225 27(12)
(1,000) (%)
1998 pensioners & @wum other than | 3.5 @186 6.0 @281 4.3 @220 6.1 @289
beneficiaries: (1,000) | AC - 27 @30 2.0@32 6.7 @345 2.7@119
{6.5) (6.4) (9.3} (%)
(% of population) o :
1998 sown area (national %) 82 (25) 29 (09) 01 {00) 140.1  (42.9)
1989 48.1 (5.7) 94 (LD 03 (0.0) 1959  (23.3)
- in heetares 7 :
1998 industrial oulput: | (national %) L5 (63) 126 (0.3} 83 (02 243 (5.6}
MNT hillion ‘ |
1998 budget: budget 29 3l 22 54
MNT billion revenue :46 ‘]]g (l)LS! g-z
subsidy : : :
(self%) ) _ (48) (26) 2 (%)
1998 loans outstanding { MNT million 4057 (79) 588.1 (95) 1286 (71) 2136 (64)
1995 (0verduc%) 10216 (32} 10355 (21) 2303 {20} 36638 (7}
Data: Mongolian Statistical Yearbook 1998(Compiled by JERI)
Table 36 Aimag Banking Data _ (MNT million)
Dornod Hovd Omnogovi Selenge
Aumag (Herlen) {Jargalant) (Dalanzadgad) (Suhbaatar)
(AC) . ‘ ,
| 9612|9712 98.12] 96.12] 97.12| 98.12 96,121 97.12 | 98.12| 96.12 | 97.12 | 98.12
Ind deposit | 434} 374 318 461 442 | 408 | 430 403 2721 415] 430} 358
national % 08] 07| .06y .09| - 08} 07 0.9 0.7 0.5 0.9 08| 06
Loans 596 ] 368 405 1134 675] 588 196 98 128 3408 919 913
national % 1.0] 08 06] 18 1.4 o8] o3[ o02]-02] 55| 19 .3

Source: BOM AC branches, NSO Statistical Yearbook{Compiled by JERI)
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4.2 Demand for Rural Banking Services

4.2.1 Outline of the Financial Necds Survey

"This survey was conducted in cooperation with the National University of Mongolia,
the National Statistical Office, and the financial departments of each aimag,

I. Survey peried
The survey was conducted from the middle of October to the middle of November
1999.

[L. Survey sites ‘

We chose one typical aimag from each arca—Arhangai (the central area), Hovd (the
western area), Omnogovi (the southern area), Selenge (the nothern area) and Dormnod
(the eastern area)—for the ficld survey. o

There were six interview groups for the survey. Each group visited two soums in each
aimag. The followiné lists the soums visited in the aimags. ‘

- Athangai (Tsetserleg, Hairhan)

: Dornod {Matad, Choibalsan)

+ Omnogovi (Noyon, Gurvantes)

+ Selenge 1* (Altanbulag, Saihan)

» Selenge 2 (Orhon, Tsagaannuur)

» Hovd (Bulgan, Darvi)
*Two intervicw groups went to Selenge Aimag: the Selenge 1 group intervicwed
nomads, soum residents and enterprises, while the Selenge 2 group interviewed only

crop farmers.

fII. Subjects of the survey

Table 37 shows the subjects of the survéy. The subjects were categorized as to
occupation (nomad, farmer, or soum'resident) and enterprise. '(Most of the enterprises
have staffs of three to eight people.)

Each of the six groups visited about 110 households and enterprises. The total number
of the subjects is 656.
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Table 37: Characieristics of Intervicwees

Nomad Farmer I‘:Z;;:” Enterprise Total
1 Arhangai 31 0 61 21 113
A Tsctserleg | L] I O 3y 1 S7
2 Hairhan 16 0 30 10 56
2 Dornod 30 0 74 N 111
} Matad TN I 33 > B3
2 Choibalsan 15 0 39 2 56
3 Omnogovi 32 0 47 30 109
1 Noyon i5 0 23 17f 55
2 Gurvantes 17 0 24 13 54
4 Selenge 1 31 0 28 - 54 113
| Altanbulag 16 0 14 £2] IO
2 Saihan (Hutul) 15 0 14 29 58
5 Selenge 2 100] | 100
| Ohon. RSN | I | U | R 50
2 Tsagaannuur 50 0 50
6 Hovd 36 48 26 110
i Bulgan ) 2 0. L3 13 .37
2 Darvi 15 0 25 13 53
Total 160 100 258 138 656
{Compiled by JERI)
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1V. Survey method
Local researchers conducted a questionnaire survey of houscholders and enterprises
through individual intervicws of household heads/enterprises.

V. Survey items
The subjects were questioned on basic information regarding houscholds, savings, debt,

money transfers, and settlement.

4.2.2 Results of the Financial Needs Survey

4.2.2.1 Deposits

Answers to the questionnaite showed that 19.4% of all interviewees had banking
accounts (Table 38). The ratio of account holders varied among the aimags. For
example, whereas the number of interviewees with banking accounts in Omnogovi and
Hovd Aimags were 27.5% and 32.7% respectively, in Arhangai and D_orndd Aimags the
pcrccntagcs were just 11.5% and 6.3%. In addition, an occupational factor was apparent.
While 25.0% of nomads had accounts, only 9.0% of farmers and 15.5% of soum
residents did. ‘The occupﬁtional factor was ubiquitous throughout the aimags: in
© Ommnogovi Aimag, 40.0% of enterprencurs had accounts, though only 12.8% of soum
residents did. ' '

As shown in Table 39, 47.4% of the subjects planned to open bank accounts when banks
re-started their business. The ralio differed among the various aimags. In Sclenge
Aimag, more than 70% of the subjects wanted to 6pen an account, while only 13.6% of
those in Hovd Aimag did. '

Reasons for the respondents’ unwillingness to deposit are shown in Table 40. The
biggest reason, given by 46.3% of the respondents (multiple answers were accepled),
was a fack of money. In Domod and Hovd Aim-ags, more than half of the subjects gave
this reason. The second and third biggest reasons, cited by 44.2% and 36.5% of
respondents respectively, were a distrust of banks and the fear that they might not be
able to withdraw deposits. For enterprises, distrust of banks was the biggest reason,
piven by 48.1% of the respondents. Clearly, the low credibility of banks is scriously
hindering efforts to mobilize savings. In Selenge 1 and Omnogovi Aimag, more than
50% of the subjects mentioned a distrust of banks, while in Hovd Aimag, where the
Post Bank is operating and has not accepted any deposits, only 21.3% did so. Low
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interest rates, the fourth reason at 22.0%, do not scem to be so significant. A
geographical factor was apparent here. While low interest rates were the third reason in
Omnogovi (33.3%), they were only the seventh reason (9.5%), in Selenge 2.

The expected ratio of bank account holders reaches 95.7%, when one includes those
who are willing to deposit money when the quality of banking services is improved amn
the above mentioned problems are solved (Table 41).

4.2.2.2 Loans

Answers to the questionnaire showed that 26.4% of alt interviewees were current
recipients of loans (Table 42). We aiso found that the ratios of borrowers were different
among aimags. For instance, compared with the relatively high ratios in Omnogovi
Aimag (32.1%) and Arhangai Aimag (31.0%), that of Dornod Aimag was only 19.8%.
Here, too, an occupational factor was found. For example, while 30.6% of soum
residents had loans, just 15.0% of nomads did. The occupational factor was also
observed within individual aimags; in Omnogovi Aimag, 42.6% of soum residents were
currently borrowers, while only 30% of enterprises were.

Most of the subjects got their loans from relatives, fricnds, and so on. Only 8% of thosc
who borrowed money used banks (Table 43). The inferest rate seens (o be the most
important factor in choosing a tender (Table 44). No collateral requirement also appears
important. However, about half of borrowers said that they had no options. Dozens of
respondents complained that foan terms were generally too short. There seems to be

significant demand for longer-term loans.

Thirty-seven percent of borrowers used the money to pay living expenses (Table 45).
For the next biggest group (19%), the purpose was to start a business. Here too, the
occupational factor was remarkable. While 57.5% of soum residents used their loans to
pay living expenses, only 18.2% of farmers did.

" As shown in Table 46, 70.1% of the respondents indicated that they would want to
borrow when banks re-started their lending activities. Among these, 57% wanted to use
the money to start a business (Table 47). Other than in Selenge Aimag, about 70% of
expected borrowers wanted to start a business (Table 48). Half of those who wanted to
borrow money said they had not done so before because no bank would finance them
(Table 49). This may be because there was no bank sound enough to exlend loans, or



because the credit status of the borrowers was insufficient. Only in Omnogovi Aimag
did the respondents cite high interest rates as the biggest reason (Table 50).

4.2,2.3 Money Transfers (Sending Funds)

‘The survey revealed that 24.1% of all interviewees were remitling money (Table 51),
though to differcnt extents in different aimags. For example, 52.3% of intervicwees in
Omnogovi Aimag reported using a bank to send money, while the percentages of those
who did so in Arhangai and Dornod were just 8.0% and 18.0% respectively. An
occupational factor was also apparent. For cxample, while 23.3% of soum residents
used a bank to send moncy, only 9.0% of farmers used the service. A geographical
factor was apparent within each occupation: although transfer scrvices were used by
100% of enterprise respondents in Dornod and 60% of those in Omnogovi, the figure
for Arhangai was a low 23.8%. We should note here that the number of respondents was
not large enough to judge the importance of the geographical factor.

The most common reason for remittances was “to send funds to a family member”
(24.5%); the second was “to send funds for business purposes” (21.5%, as in Table 52).
(Muitiple answers were accepled.) As indicated in Table 53, 66.3% of the respondents
noted that they lacked choice in selecting a financial instilution to perform the
remittance. Only 1.8% of respondents mentioned “low fees” as the reason for selecting
a financial institution for this purpose.

Of all of respondents, 75.2% indicated that they would usc a bank to send money when
banks improved the level of their remittance services (Table 54), though the expected
usage ratios for Domod, Sefenge 1, and Hovd were lower than for other airriags. The
most quoted reason in this case was “to send funds to a family member” (58.1%),
followed by “{o send funds for business purposes”(45.7%).

Questioned as to why they had not remitted money yet, the largest- grouping of
respondents (18%) cited the unreliability of banks. This was followed by “bad service”
(8.5%, Table 56). The most common reason given in Domned, Selenge 1, and Hovd,
where the expecled usage ratio is low, was the unreliability of banks (26.3%, Table 57).
Here again, the lack of credibility of banks is shown to be a significant obstacle to their
usage. High charges for remittances scem not to be s¢ important.
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4.2.2.4 Money Transfers (Receiving I'unds)

The survey showed that 24.1% of all intervicwees were using a bank to receive money
(Table 58). The level of this activity differed among the aimags. For example, 51.8% of
the interviewees in Hovd Atmag used a bank to receive money, while in Omnogovi and
Arhangai Aimags the figures were just 4.6% and 8.8% respectively. In addition, an
occupational factor was found: whilc 15.9% of soum residents used a bank to receive
money, only 9.0% of farmers used the service. The occupational factor also cxisted
within each aimag. In Domod Aimag, 85.7% of enterprises used a bank to receive
money, while only 5.4% of soum residents did. We need to note here that the number of
respondents was not large enough to make broad generalizations.

As shown in Table 59, 79.1% of respondents said that they had no options when
selecting a financial institution to receive payments. “Business” was cited by most
respondents (38.2%) as the reason for their receiving payments, followed by “receiving
pension funds™ (29.1%) and “receiving salary” (27.3%, Table 60).

A total of 77.7% of the respondents indicated they would want to use a bank (o receive
money when banks improved the level of their transfer services (Table 61). The most
important purpose in this case would be “to use for business” (58.1%), followed by “to
use for family” (48.3%), “to receive salary” (21.4%) and “to receive pension funds”
(15.4%).

Respondents who had not yet used a bank to receive funds mentioned the “unrcliability
of banks” as their biggest reason (20.2%, Table 63). Here again, the lack of bank
credibility scems to be a significant obstacle to their usage.

42.2.,5 Summary
The survey produced results that point to a strong demand for financial services in rural

arcas of Mongolia, though consideration must be given to regional and occupalional
differences. The low credibility of banks is the most serious obstacle to the spread of

banking services.

For example, the ratio of current bank account holders was found to be 19.4%, but
95.7% of the interviewees said they would open an account given certain conditions.
White the ratio of current borrowers was 26.4%, the expected ratio is 70.1%. OfF the
interviewees, 24.1% cuwrently use a bank to send money, while 16.9% use one (o
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reccive moncy. Based on the expected ratio of uscrs, 75.2% of the infervicwees want

sending services and 77.7% want receiving services.

Consequently, we can conclude that the insufficient financial services in rural Mongolia
significanily affect the daily life of rural residents. We also recognize significant
potential demand for banking scrvices in rural areas. The qualily of financial services
clearly nceds improvement. In particular, the low credibility of banks is the most
significant hindrance to the use of banks. It is essential that banks rebuild their
credibility. Interest rates seem to be an imporiant consideration, but niot as important as
credibility. There appears to be significant demand for long-terin loans. The greatest
impediment to remittance usage is, again, the low credibility of banks. Remittance
charges do not seem to be a significant factor in low usage.
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